CRISIS AND REFORM WITHIN THE TURKISH ECONOMY

Financing economic growth has been the major problem in the history of the Turkish Republic. In this framework, between the 1950s and 1970s with the help of restrictions on the exchange and foreign trade regimes and the developments in the external conjuncture, inflation was under control and high growth rates were achieved although balance of payments problems occurred in some years. By the end of 1970s, Turkey was on the verge of a phase of unsustainable economic activity based on high domestic consumption, heavy borrowing from abroad, unsustainable currency levels, and excessive intervention by government in the economy. 

After the 1980s debt crisis, Turkey embarked on a path of greater economic freedom and lessened government intervention in markets. Those policies provided the basis for heightened economic dynamism and growth, and led to lower inflation, and a wider range of economic opportunities. But GNP growth in the period since the second half of 1980s has been more volatile. Over the past two decades, Turkey has suffered from chronically high inflation, which has prevented the economy from realizing its full growth potential. During the 1990s, economic crises began to affect the economy with increasing frequency. The crises occurred mainly because of the development of an unsustainable debt dynamics and the problems in the financial sector. In the period since the end of 1990s sharp fluctuations in short-term capital movements had been the fundamental determinative of Turkey’s growth path. 
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In the 1990-99 period, the ratio of net public sector debt to GNP rose significantly, from 29 % to 61 %. The domestic debt stock increased dramatically. The ratio of net domestic debt to GNP, which had been 6 % in 1990, had increased to 42 % by 1999. In the first half of the 1990s, high primary deficits of the public sector were the designating factors leading to the increase in debt stock. But, during the second half of the decade, high real interest rates became considerable. The pressure on financial markets resulting from the high public deficits and net repayments of external debt after the 1994 crisis and high inflation rate increasing the risk premium incited such high rates. 

Another handicap is the fragile structure of the financial sector. Not only losses arising from duties assigned to the state banks for supporting the agricultural sector and small and medium size enterprises, but also lack of profession in management and political intervention exacerbated the financial structure of the state banks. Because of high real interest rates, the banking system couldn’t sufficiently support the real economy. On the other hand, high inflation and uncertainty widened the maturity mismatch of the banks’ assets and liabilities. The ratio of foreign exchange deposits to total deposits rose as a consequence of the loss of confidence in the Turkish Lira. Although increase in the foreign exchange deposits and the banks’ foreign borrowing caused the enhancement in the foreign exchange liabilities, the banks’ assets were involving a mass of high-yield Turkish Lira denominated instruments, especially government securities. Such a formation augmented the open foreign exchange positions and the banks became very sensitive in terms of currency risk. 

The disinflation program was put into practise at the beginning of 2000 in order to lower inflation and provide a convenient environment to revive growth. The goal was to reduce inflation to 25 % by end-2000 and 10 % by end-2001. The Turkish authorities asked for IMF resources in support of the program to be implemented in the next three years. Besides involving a tight fiscal policy and structural reforms, exchange rate targets were announced in line with the targeted inflation, and monetary policy was set in a framework that strictly linked liquidity creation to the inflow of foreign capital. 

Decline in interest rates and lower inflation were observed with the implementation of the program. These brought recovery in economic activity in terms of production and domestic demand. But the real appreciation of the Turkish Lira above expectations as a result of resisting inflation, a rapid increase in domestic demand, increases in energy prices, and the developments in the Euro/$ parity generated a current account deficit above the projected level. In the second half of the year widening current account deficit, and additionally delays in planned structural reforms and political uncertainties caused the concerns of public and foreign investors over the sustainability of the program. 

In the second half of 2000 decline in foreign capital inflow, which led to a slowdown in the growth of liquidity, proves the loss of confidence to the program. In November short-term interest rates jumped and bond and stock prices decreased simultaneously. Since foreign investors drew back their funds, the Central Bank of Turkey (CBT) sold foreign exchange amounting to $ 6 billion and international reserves decreased. In 2000 increase in the short-term foreign borrowings of Turkish banks was a trouble. During the crisis period foreign banks recalled the credits. In this situation international reserves run out leading to pressure on the exchange rate. 

A number of measures were taken in November and December. An agreement was reached with IMF to support the Stand-by arrangement with a Supplemental Reserve Facility in amount of $ 7.5 billion. With the measures taken, fluctuations in the financial markets were partially settled. The strengthened policy package supported by additional IMF resources led to a reversal of capital outflows. However, interest rates remained high compared to the pre-crisis period. Also, the financial structure of both the state banks and the banks under the control of the Savings Deposit Insurance Fund (SDIF) were worsened. 

On February 19, 2001 a short-lived dispute between the Prime Minister and the President sent financial markets into frenzy. On the same day demand for foreign exchange reached $ 7.6 billion. The following day the freeze in liquidity imposed by the CBT limited the loss of reserves. However, the foreign exchange sales continued and overnight interest rates rose to over 2,000 % (simple rate), with peaks of 5,000 %. On February 22, the Turkish government floated the Lira, thus abandoning the pegged exchange rate regime.

In the aftermath of the crisis, a new economic team was appointed-with Mr. Derviş as State Minister for Economic Affairs, Mr. Serdengeçti as Governor of the CBT, and Mr. Öztrak as head of Treasury.  

Turkey prepared and began to carry on a strengthened economic reform program.  

Disinflating the economy, strengthening the fiscal accounts and reforming the structure of the economy as a condition for setting economic growth on a sustainable basis and moving Turkey closer to its goal of joining the European Union are aimed. Social consensus is the major factor for the success of a program. Turkey aims to activate the country’s potential by the second generation transition program, which it put into practice and might be regarded as the continuation of the period since 1980s, without causing macroeconomic imbalance in an environment of sustainable growth in long term. 

IMF expressed support for the Turkey’s economic program and commended the Turkish authorities for their efforts in implementing the program's measures. IMF supports Turkey on its way to economic recovery. Additional financing from the IMF and the World Bank in support of the program is in the order of $10 billion.

First of all to achieve this goal, prudent fiscal policy is crucial to economic stability. Second, program aims to substantially diminish the role of government in many sectors of the economy with an accordingly greater scope allowed for private activity and for competition from abroad. Finally, in areas where government oversight is important and necessary, progress should be made in improving supervision and regulation. Moreover, avoiding excessive budget deficits and high inflation may not be enough for Turkey. Turkey must take steps to reduce its vulnerability to dislocations in international financial system, including by raising domestic saving rates, reducing excessive levels of short-term debt, and increasing the degree of transparency and disclosure in public and private sector. And in this framework, a healthy banking system is an integral part of participation in modern financial environment, and also is a particularly important buffer against future financial shocks, both domestic and external. 
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