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CAPITAL ACCOUNT LIBERALIZATION : The CASE of TURKEY.

LINTRODUCTION

After experiencing serious macroeconcmic imbalances in the 1

fundamental policy changes were introduced in Turkev on 24 January, 1980. The problems
addressed were typical of a balance of payments constrained middle income country
inabilty to service foreign debt and therefore inability to finance imports required for

production, high inflation rates, and all other related macroeconomic imbalances. Tnz

o the 1977-1930 crisis and subseguent developments, inclucing pest 1980
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C = reader to the relevant literature, e.g. Celasun and Rodrik (1989 Ekinci

{1990), Uygur (1991), and conceatratz on the narrower topic of externa
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liberalization or capital account liberalization® and the related topic of exchanges rai2s

which has attracted much less attention.

The January 24 package was not merely a temporary stabilization package. It was rather a

4]

first step in a series of liberalization and outward oriented restructuring policies that hav
pervaded the whols decade. Such 2 restructuring required the structure of production and
domestic demand to be adjusted to generate and maintain exportable surplus. Moreover,
the engine of this process would be the private sector, unlike the previous periods when i
had been traditionally the government. Thus, the policy makers wers faced with the
difficuli task of d—:signing the necessary framework to encourage the private $2CI0r 10 take
the leading role in this restructuring. The external financial liberaliza tion can te sesn as the
: lowlml extension of this private sector driven outward orientation. There are two s2is of
prooiems related to 1mplement1flo—1 and timing of ‘liberalization. Implementation would
require the necessary institution formation, which mcludes the creation of agen:s, marke:s,
and a legal framework. The timing problem involves an matching instirutional set up with
the sequencing of various stages of liberalization. Moreover even if we accept 142

argument that external financial liberalization is a necessary extension of the general

=
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1 T1= two, i.e. external financial liberalization and capital account liberalization are not entirely identical conczpss,
The former includes liberalizing fin nc'al transactions and debtor-creditar relationships among res. idents, as weil
as those benveen residents and non-residencs, deneminated in foreign currency. The laner by definition would
include transactions berwesn residents and non-residents only (sez UNCTAD 1991, Part II, c=p. on fhis
distinction). The subject of this study is the broader issue of external financial liberalization.
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liberalization philosophy, and that timing problems have been soived, there arises the
problem of degree of opening up the economy [o the external world. This is important,
because the trade-offs and spillovers between different sectors gives rise to ceriain
problems related to implementation of monetary policy in particular and trade and
industrialization policy in general. We shall discuss the Turkish experience within this

context in this study.

By benefit of hindsight, and for purposes of this study it appears to be fruirful to subdivids

the decade into three sub-periods :

1. Initial period 1980-1983

J

. Deepening of liveralization 1984-1987

(¥

. Post 1987 period

This periodization does not imply any breaks in the drive for liberalization and structural
change. One common feature of all these periods is that the economic pelicy team in
office, although in different capacities, has been the same throughout, except from the
summer of 1982 to November 1983. The periodization is helpful for analytical purposes
and corresponds to what we believe to be important turning points in policy regimes. In
section 2 the first period will be covered. Sactions three and four cover the two otner
periods respectively. Finally, a conclusion follows. In Appendix A some time seriss
properties of market and official exchange rates are presented. A timetable showing major

economic policy and institutional changes is given in Appendix B.
1. INTTIAL PERIOD 1980 - 1983:

" _The January 24 package aimed at relieving inflationary ‘pressure- and increasing
international competitiveness. The starting point was characterized by high and completziy
monetized public deficits and substantial unused industrial capacity due partly to import
and energy shortages. Moreover, the economy was to generate necessary surplus to enabdle
itself to resume normal debt servicing within the next 3-5 years. This obviously required a
restructuring of aggregate demand away from domestic absorption. Viewed from this

perspective the package and subsequent policy measures display a coherent structure.

One element of the package was the removal of all types of price controls on privaie and
public (produced by State Economic Enterprises (SEEs)). Removal of price controls on

SEE "products, mainly intermediate goods, meant a substantial reduction in indirect



subsidies. Together with removal of direc: subsidies this alone resulied in 2 major chan
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in realative price structure as well as a quantum jump in the price level. Derzgulation
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prices of privately produced goods helped reducs widespread shortages of basic consume
goods. Price decontrol initially resulted in an cutburst of inflation (se= Table 1.1), turt it
also helped reduce public deficits as operating losses of SEEs were sharply reducad.
Another source of deficit reduction was a swift reduction in public current expenditures,
mainly salaries and wages of public employzes, in particuiar and toral expendirtures in
general. As a result public deficts and with it the rate of inflation were sharply recducsd

within two years. The shift in the relative price structure and reduciion of real wages were

ws

also instrumental In reducing domestic absorption (for details se= sources quoted atove).

Ancther important Ingredient of the package was the measures relating 10 export-i

i =

and foreign exchange rate rezimes. The package marxed the beginning of a single mindad

drive for outward oriented transformation. A huge davaluation (289 real devaluntion in

1.

1980} and substantial increases in export Incentives, especially tax rebatss, resulte
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spycmculqr increases in total, and especially manufacturing, exporis(see Table 1.1, for a

—

ecent detailed analysis of export promotion policies see Uygur (1991)). Thanks to the deb:

rescheduling and generous fresh official lending, from the OECD consortium led by

-

u

Germany, World Bank and the IMF, and increased export earnings import shoriagss wer
eliminated almost instantenously. This combmed with increased exports made possipie a

quick cutput recovery especially in the m’mumcter" sector, in 1981, possible despite a fzll

iy

in domestic absorpticn. There were also certain measures taken in the Import regims ¢
the country. These amounted to reduction of quota list and enlarging libsralized lists of
imports, and removal of duties on imermediaté goods imports by ekpor:ers, Major changes
in this respect were to take place in the second phase of the period as we shall discuss
bealow.

~ As for exchange rates the package eliminated multiple exchangs rate practices, except
initially for fertilizer imports. A . stesp devaluation was followed by monthly min:-
devaluations that resulted in 28%.real devaluation in 1980 despite a three digit annual
infiation rate. Exporters were allowed to retain part of their foreign exchange rzceipts,
bank that were authorised to hold foreign exchange positions were allowed to retain upio .
80 percent of their receipts and use them to finance certain imports (mainly oll, petrcleum
products, fertilizers). All restrictions on foreign travel by exporters were lifted immediatzly

k3

while they were relaxed Er?du'ﬂlv for the rest of the residents. In May 1981 a crawling p
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regime was initiated whereby the Central Bank started daily announcements of the ofiic

exchange rate. In the rest of the period there were various minor moves towards ahowmg
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an increasing ‘number commercial banks to function as intermediaries, in more effective
and enhanced capacities, In foreign trade. (see Annex B). The policy of real devaluations
were continued and by the end of 1983 the TL was devalued by 419 in real terms (ses
Table 1.1 and Chart 1). |

In June 1981 a major step was taken towards financial liberalization and intsrest rat

31

resirictions on bank lending and deposits were liftied. Banks reacted to this by &
"gentleman’s agreement" by avoiding open interest rate competition and interest rates wers
inceased immediately to 50 percent on annual time deposits. Altough this figire may look
low compared to three digit inflation rate in the same year, it represents a major shock In 2

country where historically money, the Turkish Lira (TL), had very little time value in tarm:

rh
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erest earning capacity. Moreover, following the stzep reduction in the rate of indaticn
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n the subsequent years 1t also represenizd ren
interest rates (sez Table 1.2). As a result, spectacular increasss in Ume deposits ware
chserved. Consequent reduction in velocity was also instrumental in reducing the rate of

inflation.

But high deposit interest rates accompanied by restrictive monetary siance by the
authorities resulted in increases in lending rates, also in real terms, which 1o turn meant
increased non-performing loans of the banking sector. The reason for this is to be found in
the financing structure of firms in the economy. Firms heavily depended on banks and
trade credit to meet financing needs®. Given that part of the trade credit extended relies
uitimately on bank credit, this means a virtual bank dependent financial structure. Thus,
most firms, especially in the non-corporate sector, found themselves in the unexpected, and
previously unknown, situation of having to service sizeable debts at high interest rates anc

this meant increased defaul: on bank and/or trade credit. To stay liquid, individual banks

w

attemted to increase their share of the deposit markst. Bound with the "gentieman’

agreement” they found a way out by marketing certificatas of deposit through third pariiss

known as bankers. Some of these bankers collected money simply by circulating their own

L

1OU’s by offering rates as high as 10 percent per month and could sell these funds to firm

at the verge of bunkruptcy. Officials were helpless in this totally unregulated area arnd some

(

piecemeal regulatory attempts did not prevent a collapse of the scheme,. which had

degenerated into a Ponzi scheme whereby new borrowing was being used to pay Inierest on

2 11 1984 share of short term bank loans and trade credit in tocal liabilities of firms was 719 declining oniy to 835
in 1989 according to Ersel and Ozturk (1990).
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previous debt, dragging with it two commercial banks in the summer of 1932, A costly
rescus operation, estimated to be 2.5¢% of GDP, was undertaken. The chief architect of the

reform package and the minister respensible for economic affairs resigned

[N

As of the beginning of 1985, the authority to determine interast rates on G2posits

YOAS

relegated to the Central Bank. During 1983 further sieps were taksn [OWarcs

7]

institutionalization and regulation of financial structure in general and banking secior in
particular (see Annex B). A relative set back was exper ienczd In €Xpor: Frowin
inflation rate during the vear as a result of fiancial turmoll and lack of commiiment ¢

behalf of the new economic team. Finally, in November general pariamentary elsctions

wera hald. This marks the beginning of the second period 1n our ana':ysis. Befcre ther a

brief reappraisal of the first period s ino ordar.

There can be little doubt that the stabilization aspect of the January 1950 poackngs was &
success in recucing the PSBR/GNP by 5.6%, and inflation by nearly 70% within a year

while resuming and maintaining positive growth rates. Equally succasful was 1
spectacular Increases In exports which together with high infrastructure investmsn
expenditures by the public sector became the engine of growth throughout the pzricd. The
burden of adjustment then fell on other items of total - absorpiion through inceme
redistribution. Important aspects of this successful initial stabilization were the initial
excess capacity and the relief provided by debt rescheduling and fresh lending which healped
resume import capacity. In short the inital period invelved a rastructuring of domesiic
demand through income distribution. Nothing funda mental in the direction of
of production towards outward orientation was done in this'period, as the pelicies relisd on

using existing capacities intensively.

On the, financial i bﬂm ization front it Appears that everbody, including the reguiniors, wars

’

cwmh* by surprise. The 1cﬂal and instituticnal frame gwork was sn"plx nct s.iteble for

suparvising and regulating such an abrupt move towards liperalization. The
experience in this respect shows the tremendous importance of such framewsri in the
raking of markets especially in financial matters. The important setback experiznced at
the end of 1982 was partly the resuit of nonexistence of an appropriate regulatory and

supervisory legal and institutional framework. Taking bold steps and then solving protls

f'l
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as they appear proves to be a costly procedure particularly in financial matzers.
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Another aspect of the pe_riod regarding interest rate deregulation was that it involved a
l=arning period whereby agents came to altribute a much higher positive time value to
money sc that desire for interest became desply seeded in the economy. This meant a
major break with the past when debt validation wouid be guaranteed by externally financed
crowth and monetization. In partcular, most of bank related lending-borrowing
arrangements in the econcmy would be in the final analysis validated by monetization. This
monetization would in some cases take the form of a Central Bank credit to the banx
extending preferential credits. In cases where subsidized credits were involved this would
imply an indirect monetization through Central Bank credit to the government (0 msa2
consequent budget deficits. Taking into account of the fact that almost all sectors war2
beneficiaries of some sort of direct or indirect incentive scheme, this meant that money
and finance was never really a problem, hence the assertion made eariier that the TL
didnot have a significant time value (even in nominel terms) in terms of interesi earnin
capacity. The bitter experience of 1981-82 resulted in lzarning to attribute a positive time
value to the TL.

The pre-1980 scheme of subsidizing everything was unsustainablz and needed to te
reversed. An elimination and/or restructuring of subsidization was in order. A morz
selective and supervised credit policy was, and still is, required. As a stabilization measure,

which would by nature be temporary, cost of credit could be increased, while measures 1c

~

e

improve the regulatory structure and institutional framework of the financial sysiem woul
be taken. In fact in the post-1980 period the'preflerential credit system was not atolished
Credit to exporters, for one thing, has been subsidized throughout. It can be argued that
some siructure of preferencial credit system and regulated finance is needed in
development and structural adjustment process (sez UNCTAD 1991, Part II, Chp.3 for 2

" discussion). Financial liberalization in the form of a shock treatment of high and variable

—
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_interest ratz policy’, coupled with later measures relating tc extzrnal {inancia

4 mp T 2

iberalization, has introduced elements into the system which are very difficult to undo and

which may be detrimental to the development of such a financial structure.

3 For example, nominal intersst rates on time deposits were adjusted three times in both 1935 aad 1954 and six

times in 1980.



TII. DEEPENING of LIBERALIZATION 1984-1987:

By far, the most important policy move concerning external financial liveralization was

contained in Decree No. 28 put into effect on 29, December 1983. Decree 28, and [

Gl
Decres 30 of July 1984, and following circulars, introduced simultanzscusiy wrade and

substantial degree of external financial liveralizaticn. On the trade front, to be brizl the

[ g 2.0 ie
o

major move was to adopt a negative list :J")TOGC"l in the impor: regime, theredy eliminaiing

all quantitative restrictions except for a limited number of goods (such as arms, cruzs

-

Export procedurss were considerably sxmp]nn ind incantives were ameanded.

Trere are three dimensions of external financial libzralization in general {(sze UNCTAD
1991, p. 129-130:

i. Allowing resicents, especially financial and non-financial corposations, 1o berrow I

in international markets for reasons other than trade financing,
ii. Allowing residents to transfer capital and to hold financial assets abroad and non-

residents to issue liabilities or hold assats in domestic marka[s,
iii. Allowing debior-creditor relations among residents dencminated in foreign currency.

Decrees 28 and 30 were partial on the first‘af_ea, onl)-' authorized barks. corpeorations
holding investment Incentive certificates and fc-'rreign trade companies were allowzd 10
contract for foreign loans. In the szcond area, non-residents were given considarable
freedom to acquire assets, financial or real, within the country and repatriate the proceeds
or capital. Authorized banks were allowed to hold foreign exchangs positions abroad and
engage in forward trading in intemdtional markets. Presumably this flexibilty te banks was
given to enhance their capacity in meeting the linancial needs of .éZC‘DOI‘terS in partcular

and foreign trade in general. The fié?its granted to non-residents were partially addressing
the then topical political issuz of aho\\mo foreigners, especially Arabs, to purchass real
estate in Turkey. Another motivation rplght have bsen the m \1."1” of an headway In the

direction of the long-run aim of attracting foreign capital.

There were no immediate sizable capital inflows resulting from these two arens of

liberalization. Foreign borrowing by banks amounted to US.S 410 ml.of medium and long

’ . d .- N .
term credit® and zero short term net credit in 1984. Compared to 1983 this does not shew a

4.0 ;
This amount-was conracted by only twe banks, one of them, the largest state bank, taking 350 mlS.

-
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marked increase of capital inflows into the banking sector. (See Table 2.1.) Moreaver, from
the balance of payments data it is seen that capital account balance declined to US.S 73 ml.
in 1984 from US.$ 883 ml. in 1983. Also net errors and omissions in 1983 and 1934 were

almost the same, so that even if we consider them as capital infiows there is no increas

{u

that can be attributed to external financial liberalization. (See Table 2.3) Shert term flows.
measured hare on a net basis, seem to have gained some weignt in 1985-1987 pericd. On

the other hand, acquisition of financial and real assets by non-residents wera meager at

best=. In short, the southern cone type of short term infiux of capital and concomitant real
appreciation was not experienced at early stages and the TL continued to be devalued in
real terms in 1084, There are several relatad reasons for the lack of capital inflows. As ¢nly
holders of investment incentive certificates were givan the privilege of finding foreign
crediz, many corporations were unable to enter the market. It is imporiant 10 noiz thal nd
public guarantess were granted even to those with invesiment ceriificates. Another reasen
was that Turkey had just oveccome a debi crisis with subsianiial arrears confronting it and
international credit rating was only picking up. Thus, foreign lenders would be reluctant io
engage in further lending to the private sector except for big corporations. Banks on tae
other hand were recovering from a financial crisis and they were having difficulties in
finding trustworthy customers even in the TL loan market, so that they would be refuctant

to borrow abroad to lend domestically.

Concerning the third area of financial opennéss, i.e. allowing debtor-craditar rslations
among residents denominated in foreign currency, the major move was to allow residents
and non-residents 10 open foreign exchange deposits in domestic banks. These are shown
in Table II.1. It is clear that these deposits continued to grow markedly, except for 1933,
rather than being a once-for-all portfolio substitution. The extent of currency substiwution
in 1983 and 1987 were espeacially large. Naturally, the fresdem to buy, seli and own foreign
" exchange was given simultaneously. Prior to the decres, holders and dealers in foreign
eichanga, other then throrugh official channels, would be criminally liable. Although this

law was never really enforced and had bean practically suspended after Januaty. 1980, its

Fey

sbolishment meant a major break. Turkey’s proximity to Europe anc sizable migran

o

worker population in Germany had made it possible for a buoyant illegal foreign exchan

tHa

market operating especially in Istanbul. This market, referred popularly as Tahtzkele

° Cumulative direct foreign investment in the period 1984-87 was only 443 mLU.S.S,, giving a rough indication of
the probable size'of such flows. )
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market, had always been sizable, although no direct esiimates are available, and 2 major
source of financing for illegal imports®. Following the decres it was lzgalized and

blackmarketers became foreign exchange dealers overnigat.

Allowing residents to open foreign exchange (EX) deposits is normaily justified by arguing

1

that it is 2 means for reversing capital flight. As trade was liveralizad ard the JEIvaiE £20707

exchange resiricticns in the form it existed before the reform. Allowing resicenis 0 own
foreign exchange without giving them the right to cpen FX deposit accounts could have
resuited in capital flight given the increased FX earnings of the private sector. Tnus. it is
possible to argue that FX deposit holding was initinted to pravent potential capital fiizht
given that FX holding was liberalized. Morsover, the schame had the baneiit of atracing
unpreductive FX holdings into the banking system,

As for the effect of the reform on currancy substitution we distinguish two forms. The [irat
one being currency substitution by non-bank public. In this case it must be ncticed thal
there was already some degree of currency substitution in the form of foreign exchange
<

oreian

hoardings and gold holding by resigents. Ve do not know the extent to which
exchange deposits replaced foreign exchange hoardings and gold heldings. However, it is
most likely that the right to maintain foreign exchange deposits has intensified currency
substitution. The second form which may be called institutional currency sunsiiiuiion
means currency substitution by banks and other financial intermediaries. We shall discuss
this important aspect.of the reforms subsequently. In any event, aliowing residents 1o coen
foreien exchange deposits has institutionalized the demand for foreign exchange as an assst

: Vil

entering into porifolio choices of agents, thereby starting the process of delink

5
(12
o

exchange rate changss and current account flows.

Another imporiant development in 1084 was the Central Bank dacision, hased on D=crez

30, to import and s2ll gold to residants against TL. Gold price was determined by
converting the world price of gold at the official exchange rate. Initialiy, there was a rush
on gold because the official TL price of gold was lower than the market price. Naturally

sustainability of supplying ary commodity below its market price can not last for leng. As

the spread was considerably reduced later in the year (1983) gold demand from the Central

% In the crisis years of 1978-1979 even intermediate goods imports were financed through Tahtakaiz. In normal
times a major item of illegal imports would be gold. A traditional illegal import item, foreign cigaraites, was 2iso
financed in Tahtakale. After import liberalization State Moenopolies started imporiing and markating cigarenss 0
that this source of Gusiness was closaed in Tahtakale. '

-~




10

Bank was reduced. The practice continued untid the beginning of 1989, but the amount of
gold supply replaced by the Central Bank remained rather limited as the official pric2

remained higher than the market price.

These developments had a substantial impact on the workings of the Tahtakale marks:
First of all, the abiity of Turkish workers in Germany to open foreign exchange deposi:
accounts with Turkish banks meant that at least part of the foreign exchange flows from
Germany to Tahtakale was channelled into the banking sector. Second as gold imporis
were financed through Tahtakale, sale of gold in exchange for TL reduced the demand for
foreign exchange for financing illegal gold imperts. However, this reducton rema
rather limited after the end of 1983, It can be also mentioned that other items, like foreion

cigarettes, financed through Tahtakale stariad to be imporiad through ofiicial channels. Cf

course, part of this reduction was cempensated by an increase in ordinary peopls’s demand

r foreign exchange for holding foreign exchange depesits. This s the resuit of the fa
that there was now the demand for foreign exchange as a cdomestcally interast earning
asset, and the only way ordinary people could come to own a foreign exchange depaosit was
to buy the foreign exchange in this market. Although no direct measurement is possible, i
is most likely that the net effect was a reduction in the size Tahtakale mar ket’. In fact, this
could have been, in our view, one rationale for the reform. For it meant a fundamenal
increass in the role of the banks in the foreign exchange market. For a beuter
understanding of this argument, a more detailed exposition of the reforms relating to

foreign exchange position management by banks is in order.

Banks were allowed to maintain and manage foreign exchange positions as early as 197z
However, in the seventies as most foreign exchange was subject to allocation through &
complicated interventionist regime, the role of banks in the foreign exchange marker

remained limited. In the post 1980 period certain adjustrments were mads in this respect

prior to 1984. These adjustments were limited to enchancing the ability of banks 1o act as

intermediaries in the payments mechanism and some progress was made in this respect.
This is an expected development in view of the drive for outward oriented restructuring of
the economy. As less and less foreign exchange was subjected to allocation by the
government and the principle was to achieve an outward oriented restructuring through the
private sector, an institutionalization of the international payments mechanism was
required. This 'in turn necessitated the majority of foreign exchange dealings to be

conducted through the banking sector. The presence and the strength of the Tahtakals

7 The ultimate reduttion of the size of Tahtakale was to take place later in 1989 as we shall sez



market appears to have clashed with this objective. Thus, the policy measures incuced by

Decree 28, and especially Decree 30, had elements that sought to reduce the imporiance of

Lheid

= o

Tahtakale as a major determinant in the foreion exchance markest. Ye have already
] £ ;

reached the conciusion that the measurss did have the requic

4]

4 impact of reducing the

weight of the Tahtakale and institutionalizing the foreign exchange market,

The new systemn, gave the banks more freedom in :ﬁénaging their

them central to receiving flows from FX generating activities. It was expagied thatl (B
would increase efficiency in international payment inechanism and in usz of szarce FUd
resources. At top of the system would rest the Central Bank, here afier CBRT {Centrz

Bank of the Republic of Turkey), with its own finanzing needs, especia

from servicing official or officially guaraniesd external debt.

The smooth functicning of such a svstem requires the uninterruptad flow of 7

3

exchanee from the earning sectors to the commercial banks, and from comms

4

the CBRT. To ensure these flows, initial measures included two relatzd measures:
exporizrs of merchandise goods were required to seil at least 80% © r procesds 13
commercial banks within three months, ii. a surrender requirement was 1mposed on oanks
whereby they would have to sell at least 20% of their purchases of foreign exchange from
exporters (merchundise and invisible) 10 the CBRT. It is noteworthy that foreign exchany
earnings resulting from the so called irvisibles werenot subjected to (i) above, though as a
rule they were expected 10 bé répmriatec’z within reasonabie time. The proceads [rom
invisibles could be sold, fully or partly, to banks er they could be deposited with the banks,
Since these earnings were not subject to tax rebates and other cash incenilves s

erchandise exports, the privilege ta ‘f_reely dispos:’: of the procezds must have playzad an
important cole as an incentive. Not surprisingly receipts from invisibles, especinlly b2

= i b

invisibles would not be subject to sur ender requiremants when depcsited, bacausse only
purchased amounts are subject 10 such reouxr =ments, It is also significant that foreign
exchange deposits were not subje cied 10 raserve requirements. Thus, the scheme nad
elements that were potentially in contradiction with securing the reguired flows of fereign
exchange from the banks 10 the CBRT. Another requirement for the smooth funciicning of
the system was the convergence of market, commercial bank and official exchange rates. 1
market rates were to excesd commercial bank rates by a substantial margin, sale of jorsign
exchange to the banking sector, especially those arising from invisibles, would slow down.

Hence, it was important for the parallel rates to converge 10 the official rates. In thi

tr,

respect the increased role of banks, as a result of the institutionalization we have besn

[
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. discussing, in the foreign exchange market has been instrumental in reducing the spread
between market and commercial bank rates. As for the commercial bank and CBRT rates,
initially banks were allowed to fix their rates within a.6% band around the CERT rates,

provided that the spread betwesn buying and selling rates would not excesd 2%. This

HEN)
practice continued until the end of June 1983, at which date banks were left frze in

determining their own exchange rates.

In July 1984, foliowing Decree 34, the 209 surrender requirement on banks was replaced

—idl e

with a new regulation. The new regulation on the management of foreign exchangs

positions of banks sought to establish an equilibrium between the foraign exchangsz

resources of banks and the use of these resources. Thus, rather than imposing rizgid TRIICS

ALl

and regulations, the new framework involved measures that stipulated a minimum ratic

i

e

liquid foreign exchange holdings against their FX liabilities, and a limit for maximum

amount, depending on the size of FX assets of a bank, of forzign exchangs holdings. Anv

amount exceeding these limits would have to be sold either 1o other banks or to the CBRT,
thus imposing an implicit surrender requirement. It must be mentioned that the definition
of liabilities that was subject to minimum and maximum ratios did not include all liabilitiss
such as FX deposits. In addition banks were required to hold the excess of foreign
exchange deposits plus foreign credits received over foreign exchange cradits extendec.
Thus there were no reserve requirements on foramn exchange deposits as the term is
usually understeod. In December, 1984 banks were required to hold 20% of their foraian
exchange deposits as part of their liquid assets. Even then, howaver, this is not the same
thing as establishing legal reserves as deposus with the CBRT. The flaws inherent in this
regulation is evident. First of all banks could avoid the implicit surrender requirements by
reclassifying and/or underreporting their liabilities so as to fall outside the liabiity

definition of the regulation. Second, and more important, banks could choose to hold any

amount of foreign exchange as an asset for reasons unrelated to-needs arising from trace

~ financing and debt servicing. That is, the new regulatory structure opened the way 10 what

we have called institutional currency substitution, and the process of exchange raie

becoming an asset price accelerated.

By the end of 1985 the flow of foreign exchange to the Central Bank was sormewnat
curtailed. "Some banks were using foreign exchange more as a means of investment rather
than a means-of international payments. Moreover, the volume of credit obtained from
international markets was above acceptable levels from the point of view of general
macroeconomic targets of the country. On the other hand, the regular flow of foreign

currency to'the CBRT, necessary in order for it to undertake foreign obligations in an



~In retrospect, we conclude that this first 'mempt at freeing the commercial banX rates wa

~orderly manner, was not always possible for these reasons. The tendency of banks to held

foreign exchange was also detrimental to the development of interbank markets that were
expected to strengthen.” (Altay 1987, p.53). In other words, institutional currency
substitution had gained momentum. As a result, surrender and reserve requirements, 207
each, were introduced at the beginning of 1986, and finally in March 1986 banks ratzs were
consirain=d to @ 19 band around the oificial rate. In March reserve requiraments wers2
reduced to 15%, but the previous rate of 20% still apolizd to foreign exchange deposits

measured as of end of 1985°.

M1

- We have already mentioned the flaws inherent in the scheme, especially its poteniial icr

despening currency substitution in general and institutioanal currency subsiitution in

pnr:{cul:r. Another important fiaw was the fact that there was no mechanism 10 ensure thz

CBRT and commercial bank rates of exchange, given that banks werz fren

r—w)
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to determine their own rates. Under these conditions the CBRT had no mstisutional

means to Iniervene in the foraign exchange market in the sense the term s usualy

undersiood, i.e. by buying and selling foreign exchange with a view to affect the market”. As
seen in Chart 2, the spread between market and official rates were above 3% prior to a2
restriction imposed on bank rates in , March 1986. It is noteworthy that the spread was
reduced considerably in the rest of 1986. An important aspect of these developments, from
our general persp—‘*cnv is the fact that foreign exchange market intervzntion took taz
form of putiing restrictions on banks. This is in conformity with our earlier observation that
banks had become the main agents in the foreign exchange market so that abthity to airscs
bank decisions gave authorities a means of controlling the foreign exchange markel. The
institutionalization of the market, although incomplete at the time, had already gainzd
certain momentum to enable the authoritizs to use their powers to influence bank positicns

and exzrt considerable influence In the market

(%]

premature and bound to be reversed. This was another case of liberalization without
having the necessary institutional and supervisory framework. As was mentioned, at (e
time the Central Bank had very little means to intervene in the foreign excnanges ma rike

Thus intervention had to be, in the final analysis, by imposing restrictions which should

8 . . . . .
Barnks were required to establish these reserves in six cqual instalimenis starting January 1956,

CBRT could in principle intervene direcstly through banks proviced that it had enough reserves. In the
of an official F3¥ market this would require a lot of reserves. However, at the time CBRT reserves, especiclly
liquid reserves, were quite low. {Sez Chart 3, and Saracoglu {1990).

s




have been in force in the first place, like surrender and reserve requirements. Thus, two
years after the initiation of external financial liberalization, other measures were
introduced to enhance the supervisory powers of the CBRT over banks in 1930. First of all,
uniform accounting and reporting principles for the banking sector was introducsd. This
was a necessary precondition for a more effective supervision of the banking sector by the
CBRT. Later in October 1986, other measures were introduced to increase the CBRTSs
abilitv to supervise the FX position of banks. The definition of foreign exchanga holding of
banks was extended to include securities denominated in foreign currency. Forsign
exchange risk ratio was introduced. Accordingly, banks were required to maintain th2 ratic
of foreign exchange holdings to direct liabllities (foreign exchange deposits + foreign
credits) between 90 and 110 percent. They also had to extend at least 50% of their forsi

exchange deposits as FX credits.

A discussion of the probable reasons for the remowal of restrictions on bank rates in 19

0

NS

ih

and their reinroduction in 1986 will be illuminating. It is not possibie 10 undersiand theas

(4]

and subsequent developments without reference to monetary policy. In 1985 the CBERT
started reserve money targeting. According to Annual Reports of the CBRT two scurces of
excessive reserve money growth was identified: credit to government and FX purchases
from the banks. To cope with the ﬁrst, auctioning of government securities was starte ed 1
May 1985, The reserve money tarzeting dictated an upper limit for the credits to the puL..
sector. Anythiﬁg above that limit would be met by borrowing from the market Th2
government securities, with their market _‘determihed interast rates, tax free and riskless
status provided attractive investment opportunities both for commercial banks and other
investors. In addition, they were to be used as part of banks’ liquidity requirements. Thess
attractive features together with enforcerments by the ‘authorities to use them as part cf
-Hquidity requirements, increased the demand for them and eased the pressurs on ihs2

CBRT to meet the Treasury s demancism

As for the second source, difficulties were encountered in keeping the raserve morsy
growth within targeted range as the sale of FX by banks to the CBRT increased rapiciv
from 1984 onwards. (CBRT Annual Report 1985, p. 26.) As a matter of fact the reservas of
the banking sector (CBRT plus banks) increased by USS 1.48 ml,, partly as a result of FX

10 white in 1983, The amount of government paper issued was TL 1.6 billien, in 1990, this figure had increased to
TL 30.6 trillion. In 1988, to stop the increase in interest rates, the Treasury changed the auction mechanism
starting from June by setting the interest yates in the auctions which was 2 set back to fres markar rules. As 2
result, the amount sold at the auctions started to decline. The Treasury in wurn, very much in need of short term
financing, went back to the old system in November.



deposns This can be one explanation for the remowal of 209 surrender reguirement in
July, 1984. This optimism about abundance of FX sesms to have continued in the
beginning of 1983. In 1583, ". as part of efforts to control the money supply the CERT

introduced (FX-TL) swap transactions with domestic banks.." (CBRT Annual Report 1933,

{

p. 31.) In other words the CBRT was avoiding final FX purchases 1o mezt it5 reserve
monay targets in the first half of the year. As a result, the contributicn of net foreign asszis
tn the reserve money growth was relatively limited compared 1o the previgus Yaul.
However, by the end of the year the optimism proved to be wrong. in factin the yeor s @
whole the reserves of the banking secicr declined. Combined with intensification ©
institutional currency substitution as mentioned above, the flow of FX to the CBET

declined. The result was the restrictions imposed in the beginning of 1985.

This experience was the first instance of the potential conflict berwesn monatary nolicy and
flexibili

mrgating could not succesd by restricting FX purchases from the banks. Thus, the nezd 1of

N/

. ia bank FX position management. Tt became evident that reserve mony
additional tools in conducting monetary policy becamez apparent. In this respect TI
interbank opened under the auspices of The Central Bank, in April 198C. Through
interbank banks were able to offer {heir excess ressrves to the ones who wers short of
them. This was important considering the fact that up until then The Ceniral Bank

recicount facility, which was a medmm term instrument, was the only choice fo

1
o
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meeting their reserves needs. The esmbhs‘wment of interbank created an aliernative 1o

Central Bank rediscount facility. To participate in the interbank banks had 1o hold

government securities as collateral, which was another source of demand for govarninznt

1

paper. In the interbank, the interest rates onwmaﬂv were being determined according t

O

supply demand conditions without the interference of the Central Bank. The Ceniral Bank
was only acting as a blmd broker between the borrowers and lenders in rransferring the
excess funds. In rbmk since it was the rnain market in mes=ting banks’ shortterm lgquidity
needs, devel oped quite fast. Originally, in 1986, the number-of banks pardcipatad was

around 10. When the banks got used to dealing with overnight operations through ume.

interbank became an indispensable part of their every day life. Now there are G2 bank

in

b

currently dealing in interbank. Total volume of iransactions which was TL 5311 billion in
1986 had reached to TL billion 253625 by 1990. '

The open market operations was another instrument needed for a better control of money
supply by Injecting and withdrawing reserves and in February 1987, The Central Bank
started engaging in open market operations (OMO). Through cpen market operations, by

outright purchases, sales, reverse repos and repos, the CERT was able 1o control the banks’




hquxcnty posmons and hence the money SLDplv In addition, since the OMO desk, (o be
able to engage in open market operations, had to acquire securities’ portfolio, the opening
up of this market helped the Treazury in selling its government securities as it also hmped

easing the pressure on the CBRT in meeting the Treasury’s neads. It was also helpfu

,A_.

!
developing secondary market for government paper. The open market operations, by
withdrawing excass liquidity in the market together with interbank?? increased the number

of instruments, and therefore the flexibility the Central Bank in controlling banks’ reserves

Tt also created an alternative for banks in placing their funds.

In 1987, the CBRT encountered even more difficulties in meeting its reserve mensy and
M2 targets. One reason for this was coming elections &t the end of the year. As 2 rasult
price increases of SEE products were posiponed while expenditures were increased. This.
while increasing public deficits, moderated inflationary pressures until the end of the year
Public deficits increased sharply, PSBR reaching 7.8% of GNP, having been raduced o
4 7% of GNP in 1956. Thus, credits to public sector could not ba kept within desired limis.
The other and more important reason from our perspective was the increasad conflict

betwezn interest rate policy and FX policy. In the beginning of the year interest ratas on

L%

deposits of all maturities were reduced, possibly, in response to the low Inflation figure
experienced at the end 1986. While M2 target was observed in the first half of the year, the
Jiquid components of M2 growed faster than prOJeCted. Moreover, currency substitution
accelarated. From Table 2.2 it is seen that in the year as a whele M2/GNP declined by
1.5%. while the decline in M2Y/GNP was only marginal. This is due to increase in tne
ratio of FX deposits of residents to GNP, computed as the difference between first two
columns of the table, to 4.4% from 319 in 1986. The intérest rate pclicy became
unsustainable by the second quarter. Effective from July, interest on annual time deposits

and TL 10 mL and over CD’s were deragulated, while the regulation on shorter maturitia

ihn

were - rmlmnmed -This measure aimed at changing the maturlty structure of financial

savings in favor of longer terms, W hile also slowing currency substitution. In short, the

16

resolution of the conflict required the giving up the interest rate tool as a means of

monetary policy, at least partially.

The exchanfre rate policy was one of slower nominal depreciation, which resultad in real
appreciation in the year as a- whole. After the general elections in November, there was a
sudden surge in inflation fuelled by SEE price increases. In the face of this inflationary

outburst, the exchange rate policy lost its credxbmty completely and a major specuiative

11 pfacurities of OMO were usuaily longer then that of the interbank.



attack on the TL developed, engineered essentially by banks. The spread betwesn official
and market rates exceeded 10% (see Chart 2). The evenis were a repetition ©f the evants
at the end of 1985 on a much larger scale with the same effects. This takes us to the next

period in our analysis.
I'V.POST 1987 PERIOD

The speculative attack on the TL intensified during the first monta of 1938 Te swabiize

S YO -

'

financial markets, on February the 4ih a new set of measures were put into efl

L

1

included a higher interest rates on all TL deposits, higher reserve and liquidity tatics

higher rediscount rate, higher surrender requirements and the introduction of a 3%
witholding tax on the interest earnings from FX depositslz. The ceiling on sight deposis
was increasad 1o 369% from 10%%. As sight deposits accountad for a guarter of tatal epesiss
at the time. this impliad a sizeable increase in cost of TL funds to banks. Thz amoun: ol tax
rebatas to exports were made conditional upon the time lag of bringing the proc2eds. N
tax rebates were pavable after three months, while during the first month tax rebaiss would
be paid with an extra prémium. It is clear that the measures nirmed at increasing the

demand for TL and by implication reducing demand for foreign exchange, as well as

=y

increasing the flow of foreign exchange to the CBRT!. As a result of this liguiditv pressure
on the banks the spread between official and market rates were reduced substantiaily. (Sez
Chart 2). Also from the third quarier onwards the liquid reserves of the CBRT siaried

increasing. {See Chart 3).

The spread between official and market rates fluctuated unevenly unill November. Test

results in Annex A, indicate that the two rates were not cointegrated during the year. As
explained in the appendix official rates exhibited deterministic trend, while marxst rates
had a unit root, i.e. it was first ditferenced stationary. This means that shocks to the mar
rate were permanent, while fluctuations around the trend of official rates were transitory.
We interprer this as indicating instability in foreign e.\'c'nnhge market in pariicular, financial
markets in general. The instability in the financial markets continued throughour the yaar
with mixed signals. In August, encouragad by relative stability in the FX markst

!
!
spread was 19 in July), interest rate ceilings on time deposits were reduced, proporuionally

12 : oo s . . - . .

The higher rates on deposits involved an increase in ceiling rages. Banks were frae 1o determine their rates
provided the upper linlir was not exceeded. Interest rates moved upto the ceiling rate of 655 (it was previgusly G-
53¢¢) for 1 year deposits.

13 . : - - . .
In January 1985 the amount of FX surrendsred to the CBRT was only U.S.5. 147 ml, compared to a moniiiy

average of U.8.5. 364 mlin the rest of the year.

~



more for shorter maturities. The aim was, presumably, to maintain the maturity structure
favouring longer-terms, while reducing the cost of funds. However, in *August and
September the spread started to widen, exceeding 5% in the latter month. In September,

. 1 . . | e
the FX Interbank Market'” was established under the auspieces of the CBRT, which really

=

became operational in October. On October the 14th, after a combined CBRT operation in
the TL and FX interbank markets, TL appreciated by 10% in nominal terms. To

Li

understand these developments, somewhat detailed analysis is required.

In February 1988, In the TL interbank, to hold the interest rates within a certain banc.
upper and lower limits were established by the CBRT. When the rates go bevond those
limits, The CBRT would intervene. Thus, the CBRT introduced a new interest rata policy

tool at a time the control over deposit interest rates were being lost. Use of these bancs

PRy

together with the FX Interbank markets that were established later the CBRT could exar

considerable influence in TL and FX markets as we will see shortly.

Starting from September, the spread betweesn the official and the free market rate start

st
[

to widen due to speculative movements. Foresecing the continuation of this movement, &

e, {0

(47

CBRT staried withdrawing money through both interbank and open market operations. 59
by the October the 14’th, liquidity was considerably tight just when the market was very
much in need of TL. The Central Bank decided to intervene in the market to lower the FX
rate which was believed to have reached an unacceptable levels due to speculative activity.
The intervention was done by using both the TL and the FX markets.In the interbank the
interest rates were increased to 300%, while in the FX market the CBRT was preparad 10
sell US $250 million .The banks caught between the two, had nothing else to do other than
selling their FX to meet their TL needs. This operation was succesful in reducing the valuz
of the dollar by 170 TL.ie. the TL gained 10% in value. This was the most important
operation the CBRT had achieved through the_cooperatio_n of both the TL and the FX
markets, although nothing was soid in the-FX market. This event shows the imporiance of
institutionalization since, without the FX market's existence, the very same intervention,
assuming that there were enough reserves, would require a lot of foreign exchange to be
sold in the market. The nominal appreci-a'tion of the TL was a temporary phenomenon.
However, it turned out to be the starting point of an ongoing process of a slower nomina

depreciation and thus a real appreciation of the TL.

1% These markets were TL-FX, TL-Foreign Currenqy{FC). FX-FX, FX-FC. FC-FC, TL Time Deposits-FX Time
Depusits, FX Time Deposits.
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Until Cctober 14th, banks and other financial institutions were corncentrating on F

P

position management to the disadvantage of TL position management. The significance of
the operation was that it reinstituted the long forgotten importance of TL. ¥When the banks

were caught with insufficient TL balances, they had to sell part of their FX heldings due 12
the CBRT refusal to extend TL credits on acceptable terms. Another imporiant aspect of
the CBRT’s operation was its timing. 1t almost coincided with the dzregulation of depesi
interest rates on the 12th of October. At that date authcrities gave up their

deposit interest rates completely. The pressure &x certed on the banks in Interbank marxzis
resulted in sharp increases in deposit interest rates. By October the 19th the interest ra=s
on one year time deposits had reached 85% from 6591, The increase in intsrest rates was
the most imporiant reason that reversed currency substitution. This also expiains s
slower rate of nominal depreciation and the convargence of marka: and CBRT ratzs a1
took place initally until the beginning of 1989. (S22 Chart 2). The sustainabiiiyy of tha

process, however, requires furthar explanation.

The reserves of the CBRT in general and liquid reserves in particular continuzd G

increase, liquid reserves reaching US5 2.5 bl. by the end of 1989. (See Chart 3.) This gavz

increasing power to the CBRT in FX market interventions, thus increasing pubiic's
confidence that the CBRT was ¢apable of controlling speculative movements. There we

other developments that increased the authority of the CERT. In the bezinning of 1929 tae
practice of selling gold for TL was terminated, and in April the FX-Geld market stavted

officially. This was the -ultimate blow to the Tahtakalz rke -‘16. Thus, 1thz

(!Q_

ma
institutionalization of the FX and TL markets was completed in 1989, giving the CERT

more flexibility in influencing bank behavior.

Finally, in August 1989 Decree 3" was declured. The decree widenad the scopz of th=
lieral FX and capital account regime sat out in earlier decress. (See Annex B The new
regime involved partial convertibility of the TL. After some revisions in February an

March 1990, Turkey notified the IMF in Aprii 1990 that she accepted obligations of Articl

"l

471

VIII, sections 2, 3, and 4 of the IMF's Articles of Agreement. This meant full convertibliy

of the TL, with most restrictions on capital movements having be2n effectively removead. It

-

Actually rates on all maturities were increasad on the average 205 points within the week. Towl time ceposits
of the banking scctor increased by 32¢% in the last quarter of the year.

16 From April to December 1989 transaction volume in the FX-Gold market was USS 1.1 bl worth of 90.2 toas of

_ gold.
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is important to note that starting from the last quarter of 1989 and especially in 1990 there
were substantial and wide ranging reductions in import duties. Together with slower rate ¢f

nominal depreciation of the TL. this had a disinflationary impact.

Tha CBRT did not commit itself to any announced exchange rate policy neither in 1989
norin 1990. As a matter of fact the Governer of the CBRT announced in 1950 that ".we
will never follow the policy of keeping the FX rates low by selling cur foreign exchangs
reserves.. (Saracoglu (1990, p.28)) However, it did have an implicit exchange raie policy
or at least there was the perception of such a policy by the public. In view of increased
powers of the CBRT, as explained above, the CBRT policy was credible. The spread
berween the CBRT rates and market rates remained less than 16 (See Chart 2). and tnz
two rates were colntagrated in both years. (Se2 Annex A.) The CBRT was a net purchases
in the FX interbank in both years, while it was a net seller in the TL interbank. Trus, oz
slower rate of depreciation, and the concamitant real appreciation, of the TL was thz result
of market forces, and was sustained by capital inflows. The effect of removing resirictions
on capital inflows was a spectacular increase in capital inflows in 1990. In Table 2.1
seen that gross inflow of short-term capital into the banking sector increased from USS 2.9
bl. in 1980 to USS 12.6 bl. in 1990"7.

In March 1989, The CBRT and the Treasury had reached an agrezment first 10 liquidaze
the Treasury’s debt to CBRT by giving the CBRT long term government paper anc second
to limit the short term advances to the TrensurylS.This gave CBRT increased scope for

monetary programming. In January 1990 the CBRT announced, for the first time in its

history, a monetary program. The program sel targets within a band for its total assets, -

domestic assets, total domestic linbilities and Central Bank Money (CBM)IQ. The main aim
was to increase the share of CBM in totat liabilities. This was motivataed by the fact that the
share of CBM in total liabilities had falten to 30.9 by the end of 1988 from 39.6 in 195L.
This is a dramatic indication of the extend of currency substitution. In the medivm tarm
the aim was to phase out FX liabilities to residents which is in part the result of FX deposit
reserve requirements. The results are shown in Table 3.1. It is imporiant that even the

lower limit of the CBM target was not reached, while total asset target was exce=ded. Thi
L

1%

17 Net short term inflow to the economy (banks + other} was USS 1896 ml., gross inflow being USS 15 bl. in 1990.

18 1f the Treasury remained within the ceiling limit it would be charged 4%¢ which is marginal compared o market
rates. Anything above the limit, upto 13 of budger appropriations, would be charged the marke: raie.

19 Central Bank Money shows the total TL liabilities of the CBRT. Total domestic liabilities is the sum of CEM
and FX liabilities to residents. ’ '
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is clearly the result of exceeding the implicit foreign assat targat. In other words the CEBRT
accumulated foreign assets at a faster rate than it desired. The confiict between monetary
policy and deregulating capital flows took the form of undershooting of targets relaing to

TL liabilities of the CBRT.

The role of public sector deficits in the susiaina bility of the real appreciaticn cf the 1
while the economy was accumulating reserves needs to b2 mentioned. The PSBR/CNT
ratio was 7.19% and 9.5% in 1989 and 1990 respectively. The share of CERT 2 and doinesiic
borrowing in financing the PSBR was 3.8% and 80.6% in 1989; 3.5% and 60.45% in 1994,

respectively. Given that public debt instruments wersa short-tzrm with high rate

ﬁ
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and that the expectzd rate of depreciation was lower as a result of the credibiliny of the
CBRT policy, it was obviously more profitable to borrew abroad and lznd domestizallv,
Thus, the the reduction in public sector direct forzign borrowing was replaced by indretses

private foreign borrowing. This is the expecizd outcome of fresing exizrnal

was done with Decrae 32, given the large public sector deficits. It also explains ti
of the CBRT monetary program in mesating its CBM and foreign asset/liabiity target i
1990.

e

V. CONCLUDING REMARKS

We have sur\maed the salient features of external financial liberalization experiencs of
Turkey over a decade. It is inevitable that there is always a feedback between FX markets

and the TL markets in general. We had to consider these other developments whzrs it

became pertinent to the analysis.

One important feature which we have tried to empnasxze was the fact that the institution

formation in financial markets had to start {from scratch. T existing siructures in

(‘)

h
developed countries, while being informative-in defining the u[ ima goﬂl~0 wis not vary
helpful in the formation process. Thus, up’s and down’s In the D"OC‘S; were inevitaoi2 10 4

certain extent. The experience of Turkey in this respect has valuable lessons for developing

countries.
20 .- N . . "
The usefulness of existing financial structures in developed countries 1or formulating pulicy geals {n developing

countries is of course a debatable martter. However, the aim has typically been to rephcate those struciures in
developing countries.

o
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There was the additional problem of timing. Timing can be undersicod in two respects.
One is the sequencing of various stages of liberalization. We will not elaborate on this
aspect which has attracted attention under the sequencing literature. The other is the
uming of a particular liberalization with the establishment of institutions necessary for an
adequate supervision, regulation and, more importantly, functioning of the intzndad
market. To create a market and then try to make it gain depth, requires tremendous effor:
and a learning process. First of all, it requires a well defined authority to lead the process.

Even the determination of this authority and its functions may be problematic and a scurc

(19

of policy shifts which may destabilize financial markets.

The last issue we wish to address is an appraisal of the external financial libsralization from
the point of view of results and aims. We have argued that aims were parily determinad as
a logical extension of the ouwward oriented restructuring policies, to creatz o suitable

environment for attracting foreign capital and making the pavment scheme more efiiciert.

An efficient International payments mechanism mediated by the banking system is
desirable. However, to make the banking system the main agent in the payments
mechanism was not an easy matter given so many years of regulation. As a resuit of these
regulations a powerful_paraliél market had developed and it required 2 path-breaking move
to initiate the institutionalization of the payments mechanism. The intraduction of FX
deposit scheme with the associated freedom to hold and utilize FX has served this purposs.
Moreover, as we have argued, it was a preventive measure against potential capital flight.
The cumulative logic of liberalization then required easing of restrictions on bank FX
position management. These developments, altough were consistent with the internal lagic
of liberalization, their consequences were not taken into account with sufficiant weight by

the authorities.

The most impo'rthn’t cohséquén‘ce was the initiation of currené:y substitution especially by
financial institutions. Currency substitution means demand for foreign exchange as an
asset. The extent of currency substitution can be seen from Table 2.2. There was a strong
remonetization in the 1980-1983 period, as measured by M2/GNP and CBM/GINP ratios.
From 1984 onwards with the Introduction of FX deposit scheme and removal of
restrictions on the bank FX position management, there has besn a marked
demonetization throughout, except for marginal improvements in 1985 and 1986. It is
noteworthy that the CBM/GNP ratio has been falling throughout. In 1990 the ratio of

resident FX deposits to GNP was 4.8%, representing almost two thirds of the total TL
liablities of the CBRT.

TSR



Once the stock of foreign exchange assets reaches a ceriain amount, the decistons rzlatec

to this asset stock comes to dominate decisions related to FX flows ar isin
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account transactions. This results in a weakining of the link betwesn exchange rates anc

current account activities as exchange rate becomes an asset price. But thils means that ihe

-

ratz of return on foreign exchange, which is mostly dzte

the future course of exchange rat2s, becomes an IMpPOr

decisions. The avthorities hawve, in genaral, only indirect

expectations. The crucial issue here becomes the credibility of the Central Bank poli

The information content of the signals ganerated by the authcritess may diverge from o2
intend2d message, if they are not in linz2 with other information that agents use in iormins
their expeciations. In other words, the rzforms resuited in an incrensed sgphistication ¢f

the funciioning of financial markams and Increased diftic

policy. This in turn necessitatad the Increused sophistizatio
The initiation of various interbank markets and open raarial

this increased sophistication.

In 1987 interest rate policy strived to ke2ep interest rates below a level which would rastrain
economic activities excessively while at the same time making financial savings attraciivea.
(CBRT Annual Report 1987, p. 49.) As we have seen, the policy was in conflict with
currency substitution and was abandoned ['uer in tHr= \»".r In fact in 1988, deposit interesi

rates had to be completely deregulated. Thus, an important Dolvcv 100l had to be left 19 the

IR S=

fluctuations in the market. The CERT started using the TL interbank rates as

policy tool. The limits set in the interbank would be an indicator of the liquidity in th
market, as perceived by the CBRT. The interbank raterdza function as a measure of
liquidity as long as there wers cnpita[ inflows in 1989 and in 1990, i.e whan pressureas in (he
FX market were low. However,. following the Gulf crisis in the beginning of 1991 FX
market came under pressure as capital inflows were reduced and there was a withdrawal ol
FX deposits. The rate of nominal c!epreciatioh accelerated. By manipuluting interbank
limits or the quantity it supplies to the market. the CBRT has been trying to prevent tha
excess liquidity chanelling itself into the FX market.Also, deposit Interest rates have cesn
raised by banks. In short, interest rates in the economy have become dependent on

developments in the FX market. In a country where industrializatic
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two relative prices, real FX rates and interest rates, are very important. We have seen tha
the control over both relative prices-have besn lost as a result of excassive external
financial liberalization that took place in 1989, Complete remowal of restrictions cn copital

&

flows after Decree 32 has rewU" no rationals, at least for the presen:t researchers. We



believe that debt management with a view to reduce the interest burden on the economy

-

should have been a main policy objective. Excessive liberalization in the form of complzte

remowal of restrictions on capital flows has made the formulation of such a policy an

extremely difficul, if not impossible, task. In other words, even if one accepts some paris of

dagrez of liberalization remains a crucial issue.
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Tabls I.1 Selsctad Indicators, 1280-1%83

1330 1981 1832 1823

GHF, %= Chance -1.1 4.1 4.5 .3

FE3R/GNP 10. 8 4.9 4.3 6.0

WRI,., ¥ Chance 167.2 26.8 zZ7.0 0.8

Baot Sarvics/Excorts 47,4 321.4 31.2 33.:2

Exports/GHP £.0 7.8 10.6 11.1

Exgerta/Inports 36.8 £2.7 63.0 5z2.0
Raal EFff. Exc. Rats

U.E.s 1CQ.0 119.2 140,47 153.2

oM 100.0 91.5 102.8 105.5

Total(1) 100.0Q 112.3 13C.8 141.3

Rsal Imterest Ratas(2) ~Z8.8 6.8 12.0 2.&

Mztas: (1) Weightad avaraca of the twWo with waightz 2 a
raspectively. Prica geflators ara theosa of CBRY M
Eulietins. MNcminal exchancs ritas ara averages
buving and sallina ratas.
{2) Heminal aftar tax rates are deflated by WPI. Tha rats
shown refers to tha highest amcng all maturitias.

=1
U]

SCURCE : SFO(1930), CERT, Own Calculations.




1888 138§ 1¢37 1822 1223
FX DEFCEITS [(ml1. 32) 23 1180 2081 2437 ET40  BEzs4  BTED &EON
Rssidant - §Z5 5337 23187 333 4125 4830 B2
Hon=rasidant 53 Ead 724 1282 4T74Z 1585 2081 2ZE0
FX CREDITI %o BANKS from abreoad (ml. $3
Madium-Laong Tarm 125 410 z4z 174 24 T2z 227 £33
Short Tearm {list) 107 o] 225 IzC
(Gross inflcw) - - - -
Raal ETf. Exe. Rate (1)
u.s.s 133.2 185.4 16Z.4 132.7 12Z.3 18Z.4 tdE.S
(S8 1C5.5 103.2 165.3 133.0 147.5 132.8% 1335.7
Tatal 141.2 133.3 132.6 153.7 131.1 1E0.Q0 145.8
Real Interest Rats (2} 2.2 4. §.9 12.5 8.2 ~-4.0 -0.14 ~0.0¢
Irflaticn rata 30.5 #6.3 d43.2 2E.8 X2 €3.3 €5.68 35:i.C
Hotas : (1) Sas Takle I.1

{2) Sss Tabla I.1.

in

CURCE : CEBRT, cown calculaticns.

~1
[N

43
-
[

H
[d]

.2 Mecnatary Fatics, % of GIIF

M2 MZY CEN
1330 - 15.5 - 5.5 1.8
152 12.1 18.1 12.58
183 Z2.8 22.3 14.5
1%83 Z4.0 24.0 14,3
1324 Z3.8 Z23.2 11.8
1333 24.2 25.8 1Q.8
1325 24.86 27.7 8.7
1837 2z.1 27.5 8.3
18838 15.8 25.3 8.4
1889 20.8 25.7 s.1
1330 2¢.2 25.0 7.5
Motas : M2 is broad definition of monay stzck.
M2Y = M2 + FX danesits of rasicdants.
CEM is tha Central Bank Monay showing
totail TL 1iabilities ©f the CERT. A1l
stock ficurss ara monthly averacss.

B




asla IXI.Z Balancs of Pavmants, bl. U.S.§

1820 1881 1582 13232 1934 18925 1528 1237 132z 1ZE0
Trade Balanca w5 cas -2.s zis -zs <z sz i iz ne
Tourisa (net) c.2 0.3 c.2 2.3 0.2 c.=2 g.8 1.C zZ.0 Z.G Z.7
Cihar (nat) Q.G C.86 .5 0.2 1.0 1.2 1.8 1.8 2.4 .1 L)
Horkars® Ramittanca = 2.1 2.8 2.1 1.8 1.5 1.7 1.8 zZ.¢C 1.3 =.C I.z
Nen-Intarast cas -2.= -0.58 G.sS -3.4 0.2 0.7 c.7 1.E 4.4 Z.= C.2
Interast Pavmantis -1.1 -1.4 -1.8 -1.5 ~1.86 -1.8 ~3.1 ~2.4 -2.% -2. -Z.Z
cas -3.4d -1.8 -1.0 -1.5 =14 -1.0 ~%.5 ~3.3 1.8 1.2 -I.Z
CAPITAL ACICUNT O.E87 Q.§ 0. 28 a.&Z2 Q.07 1.6G7 .12 1.8 ~CLEs z
Madium-Lecng tarnm Q.87 0.7 0.12 J.02 Q.73 =-0.41 1.31 .84 1.22 1
Srert-tarm G.Co 0.12 C.10 G.E0 ~0.63 1.43 C.21 ..z -Z.2Z3 -3
EXCERTICHAL FINANCING 1.37 g.32 .80 1.CQ C.&3 0.co 0.CG C.C3 G.co c.oz c.CT

ERRORS and GMISSICHNS 1.43 6.65 -0.075 Q.41 0.47 -0.84 -0.12 -5.51 0.52

w
ta1
0
o
~1
1
8]
.

RESERVE CHA!NGES -0.08 0.01 =0.17 -0.15 0.07 -0.12 =~0.78 -0.

n
-1
b
o
m
uy
i
ra
~1
()
1
e

.Tabls I13.1 Mcnatary Programming, X incraase

1820

1288 1830 Fregram Targat
Tetal Asseis ;;?; ;:?; _———;;-:—;;----
Foraign Assats 57.0 45.2 22.2 - 32.2
Domastic Assats 15.2 11.8 & - 18
Foraign Liabilities 14.85 . 22.5 -2 - §.2
to Hen~-residants 4.6 Z7.5 8.2 - 17.8
ta Rs=icdants 15.6 12.1 ;23.5 - =20
czM ~ E&.3 25.6 as - Aar

Demestic Liabilitias 38.4 21.6 15 - 23
Notes : Program tarcgets show lower - uooar growth ratas.

ECURCE : CIRT
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d0 = Slope dummy corresponding to January

d1 = One sample dummy corresponding to October

d2t = trend dummy corresponding to period from the opening of FX markel to the
end of the data '

Removine first the tread znd later the constant according to Dolada’s methed left the
following equaticn '

slsrb= do + di + Isrb(l) + <2
{2.84)  (342)  (263) (-1.89) DW=1.83

Which showed the existence of a unit root with 30 observations for 1988 free markea:

gaiz,

b) Effective sale rate for 1988

~

While there is a uni: root in the free marker, examination of (he ef7aciive sale dann
chowed the existence of a daterministic trend for effective salz gata,

ilefsat= consi+trend + lefsatl + dl + d2+ =+ ci2
(6.20)  (6.64) (-621y (10.38) (90) (141
4+ aleftsatl + alefisatl3d + aleftsatd + 4 lefsat8
(-.87) (1.83) (-1.26) (-1.26) DV = 1.55
Where:

slefsat = effective sale date differenced one period.

lefsatl = effective sale date lagged one period.

0
—
il

cne sample dummy corresponding to October

d2

dummy corresponding to the period from October till the end of the data
d2t = trend dummy

sefsat 1, 13, 4, §=augmentation for autocorrelatien correction.

- The tast statistics showed that there is no unit root, but deterministic trend in th2
effective sales data Sinee the two data do not both have the same degree of unit root.
no cointegration test can be performed

—



In 1989, however, unit root tast resdts for both effsctive sale and parallzl marke: rates

show that both have the unit root, and theay are cointegratad.

a} Effective Sale Rate for 1989

In the effecive sale rate data, upon a gra ph:c:l representziion oit 2

15 a break in the second week of May. To incorporate t ol CUTImY
(d —‘) into the second week of May(starting from the second wesek in May, il the eng)
and a trend dummy (trend=d4), together with a one sample pedictive dummy (d3) irto
tl“e same period was put Into the eguation. The fo Howing result with 6th dagree

autocorrelation correction:

ilefrsat= const + trend + lefsatl + alafsat6 + d3 +dd +crd.
(0.92 (0.12) (-0.89) (2.02) (2.12) (-18) (.12

VWhich showed that there is a unit root in the effective sale data.
byParallel marcket rats for 1989

The examination of the parallel market rate showed that originally there was no uni
root, however whan & dummy is put into the equmon to m~.0fpormc the break, t

&, me
data this time showed unit root. The breaking point in this data, however .s different
than that of the effective sale data. Herz the brem\mg point is 1n the 3rd wesk of April

I
The equation corrected for 6th degree autocorrelation is

slsrb= 1.67 + .002 Tread - 222Isch1 - .005(d5) - .015(d6) - .0016(dt3)
(199 2.36) (-1.98) (-97) (1.76) (-2.54)

‘RE= 37 F(543)=530[0007) - - ~ DW=171

5

Removing the trend and the trend dummy:

sIstb=const + lstb1+d5+d6+ alsrb6
(2.75)  (-2.69) (28) (1.9%) (-2.13)

Showed the presence of unit root in the data.

The cointegration tests between effective sale data and fres market data, showed that
the two data are cointegratad

T e R A R L s T L.y : A B AT LS I N e ST AR YT T A T T T T i € B T T e
Vi LTI it Ml kb W2 5 N 5 K TP I T o e RN s AR




For 1991, unit root tests for both effective sale and parallel market rate,
presence of unit root for both cases.

slefsai=lefsal 1
4.47 DW=2.0

Seeond differencing the data and ckecking 222 1in for unit root
salefsal=const + alefsal 1

15
5 DW=1.96

showed, that there is no longer unit root.

roat test for parallel marketrate with removed trend, consiant and
autccorrelation corrected showead

alsth=Isrb 1 + 2Isth 2
3.68 -1.97 DW =193

s

the existencs of unit root

The second differencing of the data showed that there is no longer unit roct,

s alsrb=const + aJsrb 1
2.46 -3.39 DW 1.89

Contegration test results:

Jefsal=const + Isrl Where the regression
2.46 -3.39 residual is called V1

2Ut=1U! (llag)
-3.32 - Dw=171

Changing the places of lefsal and Iscb Isro=const+lefsal

21 -4, "6 DW=17%

The results showed that effective sale and fres market rata ars contegrarsd.

~-
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