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ABSTRACT

SUDDEN STOPS AND THE ADJUSTMENT OF REAL EXCHANGE RATES TO
CURRENT ACCOUNT DEFICITS

Doganay Yasar, Ozge
M.S., Department of Economics

Supervisor: Prof. Dr. Erdal Ozmen

September 2008, 95 pages

This study aims to analyze the causes and consequences of sudden stops in
international capital flows with special reference to the recent Turkish experience.
We aim to investigate also the vulnerability of the Turkish economy to a sudden stop
and compute the required change in the real exchange rates for a current account
adjustment in the face of a sudden stop. The assessment of the economic and
structural indicators, which are assumed to be related with the resilience of the
economy against sudden stops, such as openness and dollarization, refers that the
risk of experiencing a sudden stop has increased in Turkey in the last two years,
despite a decrease in its exposure to the destructive effects of such shocks thanks to
the structural improvements in the economy. Our empirical results based on a small
open economy model with tradables and non-tradables suggest that a sudden stop
that requires the closing of the current account imbalance in Turkey would
necessitate a real depreciation of around 36 percent as of May 2008 under the
assumption that international reserves were not used in order to mitigate the level
and the effects of the adjustment. Although the effects of such a real depreciation
may be milder due to the decreased currency mismatches in the public and banking
sector, there is still the risk of experiencing a financial crisis following a sudden stop

because of the high liability dollarization in the real sector.

Keywords: Sudden Stops, Capital Flows, Current Account Deficit, Real Exchange
Rate, Turkish Economy
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0z
ANI KESINTILER VE DOViZ KURLARININ CARI ACIKLARA INTiBAKI

Doganay Yasar, Ozge
Yiiksek Lisans, Iktisat Boliimii

Tez Yoneticisi: Prof. Dr. Erdal Ozmen
Eyliil 2008, 95 sayfa

Bu calisma, uluslararast sermaye akimlarindaki ani kesintilerin nedenlerinin ve
sonuclarmin, Tiirkiye ekonomisinin son donemdeki deneyimlerine ©zel bir atif
yapilarak analiz edilmesini amaclamaktadir. Bu cercevede Tiirkiye’nin ani
kesintilere olan kirilganligmin degerlendirilmesi ve maruz kalinan bir ani kesinti
karsisinda cari agigin intibaki i¢in reel doviz kurunda meydana gelmesi gereken
degisikligin hesaplanmasi amag¢lanmaktadir. Ekonominin ani kesintiler karsisindaki
dayanikliligi ile iliskili oldugu diisiiniilen disa agiklik ve dolarizasyon gibi ekonomik
ve yapisal gostergelerin incelenmesi sonucunda, Tiirkiye’nin ani kesintilerin
olumsuz etkilerine olan duyarliligmin ekonomideki yapisal iyilesme sayesinde
azaldig1; ancak son iki yilda iilkenin ani kesintilere maruz kalma ihtimalinin arttigi
sonucuna varilmigtir. Ticareti yapilabilir ve yapilamayan mallar ayrimina dayanan
kiigiikk agik ekonomi modelinden elde ettigimiz ampirik sonuclar, cari agigin
tamaminin kapatilmasmi gerektiren bir ani kesinti halinde, cari acik ve reel
kurlardaki intibakin diizeyini ve etkilerini azaltmak amaciyla iilkenin uluslararasi
rezervlerinin kullanilmadigi varsayim altinda, 2008 yili Mayis ayi itibariyla reel
kurun yiizde 36 civarinda bir oranda deger kaybetmesi gerektigine isaret etmektedir.
Boyle bir reel deger kaybinin ekonomi iizerindeki olumsuz etkisinin, kamu ve
bankacilik sektoriindeki agik pozisyonlarin 6nemli dlciide azalmis olmasi nedeniyle,
eskiye kiyasla hafiflemis oldugu diisiiniilmekle birlikte, reel sektordeki yliksek
yiikiimliiliik dolarizasyonu nedeniyle ani kesinti sonrasinda finansal kriz yasama

riski hala bulunmaktadir.

Anahtar Kelimeler: Ani Kesinti, Sermaye Hareketleri, Cari Islemler Acig1, Reel

Doviz Kuru, Tiirkiye Ekonomisi
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CHAPTER 1

INTRODUCTION

After the 2001 crisis, Turkish economy has entered to a restructuring period with the
implementation of disciplined monetary and fiscal policies, floating exchange rate
regime and structural reforms aiming to eliminate the fragilities in the economy. This
results in a decline in inflation rates, interest rates and public debt, an improvement
in the structure of public finance and a decrease in the financial vulnerabilities of the
economy. Accordingly, with the progress made towards stability, as from 2002 high
growth rates together with massive foreign capital inflows have experienced.
However, because of the relatively high dependence of the Turkish real output
production structure on imported inputs and the real appreciation of (New) Turkish
Lira (TRY) that have caused the producers to substitute imported inputs for domestic
inputs, the high real output growth rates during the period have been realized with a
substantial increase in the volume of imports. Therefore, in spite of the high export
performance, current account deficits (CAD) have increased to record high levels
both in nominal terms and as a share of GDP in recent years. This continuous
increase in the CAD has caused the sustainability of it to become the main debate

issue in Turkey.

There are different definitions and views about the sustainability of CAD. However,
according to its simplest and most generally accepted definition, a CAD position is
sustainable as long as foreign investors are willing to finance it. Hence, as Ozmen
(2004b) stresses, the vulnerabilities of an economy to a sudden stop should be the
main cause of concern about the sustainability of CAD instead of the level of it. This
fact brings the sudden stop in capital flows (hereafter sudden stop) concept in the
foreground. Sudden stops refer to large and unexpected reductions in the flow of
international capital into a country, triggering an adjustment or even a reversal in
current account deficits. The adjustment of the current account to the new levels of

capital flows that are available following a sudden stop, is maintained by a



depreciation in real exchange rates (RER). Assuming Marshall-Lerner condition
holds, depreciation of RER will likely increase the world demand to the country’s
exports and decrease the domestic demand to imported goods, improving the current
account and taking the current account deficit to the levels compatible with the net
capital inflows. However, this shock to credit may generate real effects with long-run
outcomes as Calvo et al. (2003) states by causing a collapse in growth and
employment, by increasing the inflation, by deteriorating the public finance and even
by triggering a financial crisis. Although developments at the center of capital
markets are usually key in producing a sudden stop, domestic policies and conditions
play an important role in determining the possibility of experiencing a sudden stop
and the strength of its effects. In this context, weak domestic fundamentals and
especially high dollarization together with a low level of openness increase the
possibility and exacerbate the negative effects of sudden stops. Accordingly,
empirical studies in the literature highlight that sudden stops are a much more
common feature of the developing countries. Therefore, as Guidotti et al. (2004)
denote, sudden stops in capital flows and the ensuing current account reversals they
induce have been at the center of economic policy discussions since the outbreak in
the mid-1990s of the series of financial crises that plagued emerging market
economies. Correspondingly, the financial crisis that Turkey had experienced in
2001 was driven by a sudden stop and reversal of capital flows emanated from the
increased concerns of foreign investors about the sustainability of existing

macroeconomic policies in Turkey.

As from 2002, high growth performance, high real interest rates, appreciation of TRY
and the positive attitude of global capital markets to developing countries have
provided Turkey to attract foreign capital at high levels and finance the high CADs
during this period. However, these growing external imbalances have increased the
vulnerabilities of Turkish economy to external shocks and sudden stops. In fact,
despite the improved structure of the capital inflows with higher foreign direct
investments (FDI) and long term capital inflows, the level of FDI, which is the most
stable capital item, is still low in Turkey and a significant amount of the capital
inflows are composed of portfolio inflows and short term capital, which are very

sensitive to the developments in the economy and are ready for leaving the country in



case of a negative event. The movements of these capital items in Turkey during the
turmoil that the global financial markets have been experiencing as from 2006, are the
concrete proofs of their volatile structure. Moreover, the slowdown in FDI, the
increased dependence to external borrowing of corporate sector and the financial
flows that fell short of financing the CAD in the first five months of 2008, due to the
rising domestic political tensions and tightening liquidity in the global markets, have
exacerbated the concerns about the sustainability of CAD and its financing.
Correspondingly, in their reports and studies on Turkey, international institutions,
credit rating agencies and various analysts' cites the deterioration in the external
financing of large and still widening CAD as the main risk factor for the stability of

the economy by its potential to lead large CAD and RER adjustments.

Because of the increased importance of these widening external imbalances on the
stability of Turkish economy, this thesis aims to analyze the concept of sudden stops
with its triggers and effects, to evaluate the Turkish economy in terms of its exposure
to sudden stops and to calculate the required level of change in RER in the face of a
sudden stop in Turkey. The plan of the rest of this thesis is as follows. In Chapter 2,
we discuss the determinants and sustainability of current account deficits along with
the causes, consequences and policy implications of sudden stops. Chapter 3
provides the brief overview of the Turkish economy as from 1989 and evaluates the
recent developments in the macroeconomic variables that are related with the risk of
experiencing a sudden stop. Chapter 4 introduces the model that is used to calculate
the required RER change in case of a sudden stop and lays out the results for Turkey
with its implications for the economy. Finally, chapter five presents the conclusion

together with the policy implications for Turkey.

' IMF (2008), Fitch Ratings (2008), Standar&Poor’s (2008a, 2008b), Raymond James (2008b),



CHAPTER 2

CURRENT ACCOUNT AND SUDDEN STOPS: THE THEORY

2.1. Current Account: The Theory

In this section the balance of payments and current account of a country is defined,
the literature on the relationship between real exchange rate and current account is
briefly surveyed. This section also discusses the concept of the current account

sustainability.

2.1.1. The Definition of Current Account

The balance of payments is a systematic record of all economic transactions between
residents of one country and the rest of the world for a specific time period. In
principle, the balance of payments consists of three main items: Current account,
Capital account and Official reserves. While the current account records
international flows of goods, services and transfer payments, the capital account
records international transactions in financial assets. In total, the balance of payments
shows the net flow of money to the country before the changes in official reserves
are taken into account. It is in surplus when there is a net inflow of money to the

country and in deficit when there is a net outflow of money from the country.

Inclusive of the official reserves item, which shows the change in the international
reserves of the country as a result of the interventions of the central bank to the
foreign exchange market, the balance of payments must sum to zero. This can be

shown in equation (2.1).

AR; = CA; + K14t (2.1)

where CA;, KA and AR; indicates the current account, the capital account and the

change in the official reserves at time t, respectively.



If this equality cannot be maintained, it means that there is a failure to record all the
transactions in the current account and capital account. Thus, a balancing item, called

“net errors and omissions”, is added to the balance of payments.

As can be seen from the equation (2.1), a current account deficit (surplus) must be
met either by a capital account surplus (deficit) or by a decrease (increase) in the
foreign exchange reserves. Either way, a current account deficit (surplus) is matched
by a reduction (an increase) in foreign assets held. Thereby, the direction and amount
of international borrowing or lending patterns are claimed to be determined by the
current account of a country. In this context, the utmost importance is given to the

current account of the balance of payments in the literature.

There are two ways to measure the current account. One of them is to add the trade
balance, net transfer payments and net international investment incomes as explained
above. The other one is to compute the current account from the basic national
income equation given in (2.2). This second method is called “absorption approach”

to the current account.
GDPt:Ct+It+ Gt+Xt—Mt (2.2)

According to the equation (2.2), gross domestic product at time t (GDP) is defined as
the sum of private sector’s consumption expenditures (C,), public and private sectors’
investment expenditures (I;), government purchases of goods and services (Gy),
exports (X;) and imports (M;) of goods and services at time t. As the difference
between gross domestic product (GDP) and gross national product (GNP) is
emanated from net factor payments which is the product of net foreign assets (NFA)

and real international interest rate (r), we can reach to the equation (2.3)
GNPt: Ct+lt+ Gt+Xt—Mt+rtNFAt (2.3)

As can be seen from the definition of current account made above, the expression
(X = M; + r NFA)) infers the current account at time t (CA,). Thereby, the equation
(2.3) can be expressed as in (2.5) where (C; + I; + G;) can also be defined as total

absorption.

CA; ZXI—MI+I”¢NFA; (2.4)



GNP; - Ct - It - t = CA; (25)

Since (C; + Gy) is equal to total consumption at time t, the difference between this
expression and GNP, gives the total savings in the economy. Thus, “absorption
approach” tells that current account is equal to the difference between savings and

investments.
S; - It = CA; (26)

The total savings in an economy is composed of the savings of private sector (S*) and
savings of public sector (S). Similarly, the total investments can be divided into two
as private sector investments (I") and public sector investments (I°). In this way, the

equation (2.6) is turn out to be:
CAt:St'It:(SPt'IPt)+(SGt'IGt) (2.7)

According to the equation (2.7), current account reflects the gaps between the
savings and investments of the private and public sectors. If saving falls short of
desired investment, foreigners must take up the balance, acquiring as a result claims
on domestic income or output (Obstfeld and Rogoff, 1994). This viewpoint stresses
how macroeconomic factors ultimately determine international borrowing or lending

patterns (Alexander, 1952).

2.1.2. The Relation Between Current Account and Real Exchange Rate

Real exchange rate (RER) shows the relative price of goods from different countries
in a common currency and indicates a country’s competitiveness in world markets. It
is measured as shown in (2.8) where E, P and PF denote the nominal exchange rate,

domestic inflation rate and foreign inflation rate, respectively.

(2.8)



On the other hand, most of the theoretical studies in the literature define the RER as
the relative price of the non-tradables and tradables® in a country under the
assumption that the prices of tradables will be equal all around the world in terms of
same currency. This second definition is mathematically represented in (2.9) where
PY and P" indicate the domestic prices of non-tradable and tradable goods

respectively and P™" refers to international prices of tradable goods.

P" P"

P BT 29

According to Kesriyeli and Kipici (1997), these two definitions of RER usually give

different results despite coinciding in some very special cases.

A decrease in RER means that domestic goods and services are cheaper (or less
expensive) than foreign ones or that the tradables goods are produced more
efficiently and more profitably relative to non-tradables, causing an improvement in
the country’s competitiveness in international markets.’ In this context, the lower the
RER and so the higher the level of the country’s competitiveness in world markets,
the higher will be the demand for exports. And also the lower the RER, the lower
will be the import demand, since the foreign goods become more expensive in terms
of domestic currency. Thus RER plays a deterministic role in current account by
affecting the distribution of production and consumption between domestic and

foreign goods.

Since it is one of the most important topics in the macroeconomic literature, there are
a lot of theoretical and empirical studies on what causes current account imbalances.
The basic approach to this question is to start out with the determinants of the
variables in the equation (2.4). According to the new open macroeconomic theory,

the demand for a country’s exports is a function of the level of income in the rest of

* “Tradables” are goods that could be quickly transformed into exports when there is a collapse in
domestic demand. Thus, a better term for “tradables” in this context is “exportables”.

? The measurement of RER as shown in the equation of (2.8) and (2.9) and thus the evaluation of its
meaning in Turkey is consistent with the definition of RER by IMF. However, contrary to Turkey and
IMF, in most of the countries, RER is defined as the (E * (P* / P)) and thus a decrease in RER means
domestic currency appreciates in real terms.



the world (GDP") and the real exchange rate (RER) whereas the import demand of a

country is a function of domestic income (GDP) and RER.
CA; =X (GDP*, RER,) — M; (GDP,, RER,) + r, NFA; (2.10)

Thereby, as can be seen in the equation (2.10), current account is a function of the
levels of domestic and foreign incomes, real exchange rate and net factor payments.
As the level of domestic income increases, the import demand of the residents
increases causing deterioration in the current account. Similarly, as the level of
income in the rest of the world increases, the current account improves due to the

increase in the world demand to the country’s exports.

Nevertheless, the relationship between current account and real exchange rate is not
as clear cut as the relationship between current account and income levels. Different
approaches to current account in the international economics literature define the

relationship between real exchange rates and current account in different ways.

As it is stated before, devaluation (or depreciation) of the domestic currency reduces
the outflows of foreign currency by decreasing the domestic demand for imported
goods. This is called as the “foreign exchange saving effect” of devaluation.
Similarly, the effect of an increase in the world demand for the exports of a country
in case of a devaluation is called as the “foreign exchange earning effect”. However,
devaluation has two opposite effects on export income. First of all, devaluation
reduces the foreign exchange income from a given amount of exports by making the
exported goods relatively cheaper. This is the negative effect of devaluation on
export income. On the other hand, devaluation increases the world demand for the
exports of the country, causing an increase in export income. Thereby, the net effect
of devaluation on export income depends on the relative weights of these two
contrary effects. If the increase in the demand for exported goods is higher than the
decrease in the prices of exports, then devaluation increases the export income. This
relation is also same for imports. If the decrease in the demand for imported goods is
higher then the increase in their prices then devaluation decreases the import
expenditures. In this context, the size of the foreign exchange saving and earning

effects depend on the demand elasticities of imports (en) and exports (ex), which



show the decrease in the domestic demand for imports and increase in the world

demand for exports respectively in the face of a given devaluation.

In this context, according to the so-called Marshall-Lerner condition in the
international economics literature shown in (2.11), if the sum of demand elasticities
of imports and exports is equal to or bigger than unity assuming that the supply
elasticities of exports and imports are infinite, the depreciation of domestic currency

improves the trade balance and thus current account.

em+ex> 1 2.11)

The “elasticities approach”, which evaluates the effects of a devaluation on exports
and imports, assumes that the Marshall-Lerner condition holds and thus a
devaluation that causes a decrease in the real exchange rate improves the current

account.

On the other hand, “J-curve hypothesis™ states that the immediate and final impacts
of real exchange rate fluctuations can be different from each other. Accordingly, as
an immediate response to the real exchange rate depreciation, current account can
deteriorate contrary to Marshall-Lerner model, since the adjustment of export and
import demands to price changes takes time. However, as the time passes, export
demand increases and import demand decreases causing an overall improvement in

current account.

The “absorption approach”, on the other hand, explains the effects of a devaluation
(depreciation) on current account through the changes it creates on national income
and total spending (absorption). As it is stated before in equation (2.5), a CAD
implies that a country spends for consumption, investment and government
purchases more than it produces. Therefore, in order to decrease the CAD, either the
absorption should decrease or national income should increase. In this context, the
changes in relative prices emanated from devaluation (or depreciation) decrease the
demand for imported goods as stated before and thus the total domestic expenditure,
giving rise to an improvement in the current account. Additionally, real depreciation
of domestic currency causes both the expenditures to shift from imported goods to

domestic goods and, the idle sources (in case of underemployment in the economy)



to be allocated to exports sector due to the increased demand for exported goods,
stimulating the real domestic income together with the exports. Thus, according to
the absorption approach, devaluation is expected to have two different impacts on
expenditures. One of them is a directional change in expenditures and the other one
is a decrease in the amount of expenditures, both of which have an improving effect

on current account.

On the other hand, the intertemporal approach to current account, which extends the
absorption approach through its recognition that private saving and investment
decisions, and sometimes even government decisions (Obstfeld and Rogoff, 1994)
are based on intertemporal factors such as life cycle considerations and expected
returns on investment projects (Edwards, 2004), suggests that the direction of the

relationship between the real exchange rate and current account is ambiguous.

A number of empirical studies have also been made on the determinants of current
account and the relation between real exchange rate and current account. In their
study on the determinants of current account in industrialized countries, Debelle and
Farugee (1996) and Debelle and Galati (2005) discloses that real exchange rate is
significantly relevant with the current account in the short-term. According to the
study of Calderon, Chong and Loayza (2002), a depreciation of the domestic
currency has the result of reducing the current account deficit, although the effect is
economically small. The authors find that a 10% depreciation of the real exchange
rate leads to a current account deficit reduction of only 0.57 percentage points. The
results of the study made by Erkili¢c (2006) for the case of Turkey strongly suggest
that real effective exchange rate together with the lagged current account deficit and
growth rate are statistically most significant variables to explain the determinants of
current account deficit in Turkey. On the other hand, in their empirical study,
Obstfeld and Rogoff (1994) conclude that the relation between real exchange rate
and current account is positive but weak, and hence ambiguous, supporting the
intertemporal approach to current account. Freund (2000), who analyzes the current
account adjustment in developed countries, finds that the depreciation of real
exchange rate causes a J-curve effect on trade balance whereas Calderon at al (2002)

obtain no evidence in support of the J-curve hypothesis. Nonetheless, the recent
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country experiences explicitly indicate that the real depreciation of domestic

currency causes the current account to improve or vice versa.

2.1.3. Current Account Sustainability

It is important to ask whether economic authorities should be concerned if a country
runs large current account deficits. In this context, many studies have been made in
order to search the effects of large current account deficits and whether they have
been related with the currency crises of 1990s and 2000s, bringing the sustainability
problem into foreground. Sustainability is important particularly in the countries
having an external debt, since the sustainability of current account deficits means the

same with the sustainability of external debt (Uygur, 2004).

It is often argued that there is a threshold level of sustainable “current account over
GDP ratios”. For example, by analyzing the 25 episodes of current account reversals
that occurred between 1980 and 1997 in industrial countries, Freund (2000) identifies
a5 % “‘current account over GDP threshold” beyond which current account reversals
typically tend to happen. On the other hand, Dombush (2001) calculates the same
ratio as 4% claiming that a rapid real appreciation of minimum 25% over two or
three years together with a current account deficit exceeding 4% of GDP will
certainly take the country to the red zone. However, Milesi-Ferretti and Razin (1996)
state that it is difficult to identify a specific threshold ratio for sustainability such as 5
percent, beyond which a current account deficit tends to reverse. Instead, they
identify a list of sustainability indicators such as exchange rate policy, the maturity
and components of external debts, trade openness, the health of the financial system
and the levels of savings and investment. According to this study, foreign investors’
confidence to the ability and willingness of a country to pay its external debts and in
this context political instability and policy uncertainty in those countries also play an
important role in determining the sustainability of CADs. Similarly, the results of
GS-SCAD (Goldman Sachs - Sustainable Current Account Deficit) model applied to
developing countries, come to the conclusion that it will be misleading to rely on
general fixed sustainability ratios such as %4-5 and that such threshold ratios can

change depending on the macroeconomic conditions of each country (Babaoglu,
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2005 and Edwards, 2001). Ozmen (2004b) has also showed that the same level of
current account deficits can cause different results in different countries or in the
same country at different periods, making void the suggestion of a critical CAD
threshold, which is valid for every condition and every country. In this study, Ozmen
finds out that the sustainable level of CAD is not invariant to institutional and
financial structures, exchange rate regimes, macroeconomic policy stance and the
order of the international financial system. While the better governance and
macroeconomic stance increases the ability of an economy to sustain CAD, the
presence of original sin® decreases this ability. In light of these findings, Ozmen
claims that “the fear of CAD” should be replaced by “fear of structural
vulnerabilities” as the elimination of vulnerabilities can make a country to sustain
higher CAD. In this context, Ozmen (2004a) gives the examples of Portugal and
Greece where the current account deficits increased from 2-3% and 1-2% in 1990s to
10% and 6-7% in 2000, respectively, suggesting that as the financial system
develops, financial constraints decrease and the facilities of borrowing increase in a

country, the sustainable level of current account deficit also increases.

When it comes to the relation between the exchange rate policy and sustainability,
the widespread view in the literature tells that under the floating exchange rate
regime, as the current account deficit increases, the exchange rate will automatically
make the necessary changes to hold the current account deficit at sustainable levels.
In parallel with this view, Ozmen (2004b) suggests that the exchange rate flexibility
puts a discipline on current account deficit not to deviate systematically from its
equilibrium path. Likewise, Fischer (2002) utters his belief on that the shift towards
flexible exchanges rates precludes some type of crises and hence reduces the
frequency of crises. However he declares that external financing (or in other words
debt sustainability) crises and as a result exchange rate crises can still occur in a
flexible exchange rate regime, if international markets conclude that a country’s debt
situation is not sustainable - as in the case of Brazil in 2001. Finally, whatever the

foreign exchange regime is, as Ozmen (2004b) emphasizes, in a financially open

* Original sin is defined as the inability of a country to borrow abroad in its own currency. For a
detailed information, go to Eichengreen, Hausmann and Panizza (2003)
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economy, the source of the CAD and the institutional structure of its financing is

important in its sustainability.

In the sense of the relation between the source of current account deficits and their
sustainability, economists have reached different conclusions. Sachs (1981)
emphasizes that if the large current account deficit in a country is a result of an
increase in investments and if the fiscal accounts are balanced and the private savings
are not decreasing then there is no cause for concern or for policy action since these
new investment opportunities reflect fast growth rates and thus higher exports. This
view 1is also referred to as “Lawson’s Doctrine” in the literature since it became
popular with the former Chancellor of the Exchequer Nigel Lawson. By going one
step forward, Corden (1994) declares that if the large current account deficits do not
stem from the public sector and rather if it results from a shift in private sector
behavior — from either a rise in private investment or a fall in private savings - it

should not be a matter of concern at all (Edwards, 2004 and Uygur, 2004).

On the other hand, Fischer (1988, 2002) and Freund (2005) have taken a different
position stating that large current account deficit is a sign of clear danger.
Nevertheless, after the crises in Brazil, Mexico and Chile which arose while both the
current account deficits and investments were increasing in 1980s, most of the
economists including the ones in International Monetary Fund (IMF) started to
defend that wherever it takes its roots, a current account deficit, which is increasing
or expected to increase and seemed as unsustainable, can be a significant cause of
crisis and has to be monitored carefully. Coherently, according to Obstfeld (2004),
almost any foreign borrowing can trigger government budgetary intervention and
public-sector liability, so the distinction between purely private and public foreign

borrowing is not a sharp one in practice, discrediting the Lawson’s doctrine.

Moreover, according to Milesi-Ferretti and Razin (1996), although high levels of
savings and investments can improve the sustainability of the external position
assuming that the investments are necessarily growth enhancing and that they
strengthen the ability to repay external debts, inefficient selection of the investment

projects due to the market distortions and political priorities can skew the
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investments towards the non-traded goods sector, failing to enhance the country’s

ability to generate future trade surpluses and therefore to improve the sustainability.

As Ozmen (2004b) suggests, the sustainability of current account deficits is
determined not only by the repayment ability of the countries and by the source of
the deficits, but also by the lending conditions and the willingness of the
international financial system to finance these deficits. In this context, one of the
most important issue in the sustainability of current account deficits is that how these
deficits are financed and whether this financing is sustainable or not. According to
the findings of Debelle and Galati (2005), as the volatility of the components in the
capital account decreases, the probability of sustaining large current account deficits
increases. Nevertheless, in his study in 1994, Fischer predicted the Mexican crises
correctly months before the crisis by evaluating the size and the financing of the
current account deficit. According to Fischer (1994), since Mexican current account
deficit was huge and being financed largely by portfolio investment, which can turn
around very quickly, Mexico would have no choice but to devalue in case of a
sudden stop or an outflow of these investments. Also, while evaluating the
sustainability, it should be taken into account that the financing and sustainability of
current account deficits is an intertemporal phenomenon and external imbalances of a
country cannot be financed forever by the foreign sources. Hence, as Ozmen (2004b)
stresses, instead of the level of CAD per se, the vulnerabilities of an economy to a
reversal of international capital flows should be the main cause of concern about the
sustainability of CAD. Correspondingly, Edwards (2004) finds that major reversals
in current account deficits have tended to be strongly associated with the sudden

stops which will be explained in detail in the next section.

2.2- Capital Account and Sudden Stops: The Theory

In this section, after a short revision of capital account, the concept of sudden stop is
described and the sources of sudden stops and their effects on economy are examined

together with the policy suggestion in the literature against them.
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2.2.1- Capital Account

As already stated in equation (2.1), a current account deficit must be met either by a
capital account surplus or by a decrease in the foreign exchange reserves. Mainly the
capital account is composed of two types of capital flows: long term and short term
capital flows. Long term capital flows are the capital flows with a maturity of more
than a year and can be classified as foreign direct investments (FDI)’, portfolio
investments (investments in foreign bonds and equities) and official capital flows.
On the other hand, short term capital flows are the flows with a maturity of less than
one year. Hence, the capital account covers a variety of financial flows, which have
in common the acquisition of assets in one country by residents of another. However,
among these capital flows, countries favor FDI, because they usually are not subject
to rapid reversals associated with changes in investor sentiment. Moreover, they also
contribute to the growth process in the economy, especially if they are in the form of
greenfield investments that create new production capacity and new employment
opportunities. On contrary, short-term capital inflows and portfolio investments,
which are called as “hot money” in the literature, can be quickly reversed when a
country is hit by an adverse macroeconomic shock, amplifying the shock’s

macroeconomic effect. (Kose and Prasad, 2004).

Starting in 1989-90 there was a huge increase in capital flows to emerging
economies. According to IMF figures, net capital flows to emerging and developing
economies went from 29 billion US dollars in 1989 to 224 billion US dollars in 1996,
an eightfold increment in a very short period of time and as of the end of 2007 they
reached to a record level of 605 billion US dollars as seen in Figure 2.1. Nonetheless,
due to the original sin and debt intolerance of the international financial system, the
developing countries had to finance their current account deficits mostly by short-
term capital inflows, which are, as stated above, very sensitive to the developments
in the country and can move quickly into and out of the country (Ozmen, 2004b)

despite some improvements in this financing structure due to the macroeconomic

> According to the definition of Central Bank of the Republic of Turkey (CBRT), foreign direct
investment is the category of investments that reflects the objective of a resident entity in one
economy to obtain a lasting interest in a direct investment enterprise located in another economy, by
controlling the management of the enterprise. In this context, direct investment occurs when the
investor owns 10 percent or more of the ordinary shares in the enterprise.
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stability achieved in recent years. The volatile structure of the capital flows can also
be seen in the Figure 2.1 with decreases for the years following the 1997 Asian and
1998 Russian crisis. Therefore, rapid and immediate outflows of capital or in other

words sudden stops become one of the most important concerns of developing

countries.
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Figure 2.1 — Real Private Capital Flows to Developing and Emerging Countries*
(1986 — 2007, billion USD)

* Developing and emerging countries compromise the countries in Africa, Central
and Eastern Europe, Commonwealth of Independent States and Mongolia,
Developing Asia, Asean-5 (Indonesia, Malaysia, Philippines, Thailand and Vietnam),
Middle East and Western Hemisphere.

Source: IMF

2.2.2- Sudden Stops

“It is not speed that kills, it is the sudden stop”
Dornbusch et al (1995)

The expression of ‘“sudden stop” was first suggested and the phenomenon
highlighted in Dornbusch, Goldfajn and Valdes (1995). Sudden stops can be
described as the abrupt and significant reductions in foreigners’ demand for the
country’s assets, in other words, in the flow of international capital to the country. As

Calvo and Reinhart (2000) and Chari et al. (2005) highlights “large and highly
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unexpected” are the two defining characteristics of what the literature calls sudden

stop.

Some quantifying definitions have also been made for sudden stops in various
studies in order to distinguish the sudden stops from modest decreases in capital
flows. For example Catao (2006) defines a sudden stop as a drop in capital flows
from peak to trough of no less than 2 standard deviations of respective series from a
linear trend and / or any drop that exceeds 3% over a period shorter than 4 years. He
times the beginning of a sudden stop as the year when capital inflows peak and the
end when capital flows renew relative to trend without dropping back to its lowest
level within a 4-year period. Calvo, Izquierdo and Mejia (2003a) identify sudden
stops as occurring when capital flows to a country contain a year-on-year contraction
of the capital account two standard deviations below its sample mean. They assume
that the sudden stop begins when the annual change in capital flows falls one
standard deviation below the mean and ends when the annual change is less than one
standard deviation below the mean. They further restrict the cases to those in which
capital outflows are accompanied by a contraction in output. Guidotti, Sturzenegger
and Villar (2004) differentiate this definition slightly by restricting the country
sample to those cases in which the capital account contraction exceeds 5 percent of
GDP to avoid including countries that display minimal changes in the capital account
which are larger than one standard deviation owing to the countries’ low volatility.
The empirical analysis based on these definitions highlight some important features

of sudden stops.

First of all, Guidotti et al. (2004) show that sudden stops have been a relatively
common phenomenon since the early 1980s, with 4-8 percent of all countries usually
suffering from such an episode each year and in peak years this proportion may even
reach one out of seven. Also empirical studies in the literature highlight that sudden
stops are a much more common feature of the developing countries.’
Correspondingly, Calvo and Reinhart (2001) show that, on the whole, sudden stop is
absent in advanced countries. Secondly, as Calvo et al. (2004) bring out, sudden

stops seem to come in bunches, grouping countries together that are different in

® Calvo, Izquierdo and Talvi (2003b), Calvo, Izquierdo and Mejia (2004), Calvo and Talvi (2005)
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many respects such as fiscal stance, monetary and exchange rate arrangements. In
other words, sudden stop episodes tend to occur around the same time, and in
countries including both the crisis-prone economies and fundamentally strong
developing economies such as Chile and Singapore. For example sudden stops in
emerging markets (EMs) are mostly materialized around the 1994 Tequila, 1997 East
Asian and 1998 Russian crises whereas sudden stops in developed countries are
centered on the 1993 The European Exchange Rate Mechanism (ERM) crisis.
Bunching is particularly striking around the time of the Russian crisis of August
1998. Within one year before and after the Russian crisis, countries like Argentina,
Chile, Colombia, Ecuador, Indonesia, Korea, Peru, Thailand, Turkey and the
Philippines, which were quite heterogeneous in terms of their fiscal stance and other
macroeconomic measures, were all in a sudden stop phase, making it hard to argue
that there was a common flaw in fundamentals driving these episodes, other than the
fact that they are all EMs. (Calvo et al., 2004) Hence, it can be adduced that the
“bunching” of countries is another important characteristic of sudden stops. Finally,
in addition to being a relatively common phenomenon, sudden stops are extremely
large and lead to major adjustments in current accounts and real exchange rates; and
the effects of the sudden stops in developing countries are much more dangerous

than in developed ones because of some structural vulnerabilities of these countries.

2.2.2.1- The Effects of Sudden Stops

In their study on sudden stops and fiscal sustainability in Argentina, Calvo et al.
(2003a) define sudden stops as the shocks to credit that generate real effects, with
long-run outcomes. Coherently, according to Calvo et al. (2004), a sudden stop
reflects large and unexpected falls in capital inflows that have costly consequences in

terms of disruptions in economic activity.

A capital-inflows episode is a period during which capital account (KA) shows a
sharp and sustained increase. As can be seen from the equation (2.12), in a non-

monetary economy, this capital inflow episode is also a period of high CAD.

KA; = CAD; (2.12)
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Accordingly, a decline in capital inflows that reduces the capital account of the
country corresponds with a contraction in current account deficit. In other words, as
pointed out by Edwards (1999), a reduction in foreigners’ net demand of a country’s
assets will result in a decline in that country’s sustainable current account deficit,
forcing it into adjusting. If this reduction in foreigners’ demand for the country’s
assets is abrupt and significant — that is, if the country faces with a “sudden stop”
reflecting the disruption in international credit markets - it is very likely to observe a
major current account reversal. More precisely, if the financing of the current
account deficit stops, the full amount of that imbalance needs to be cut. Indeed, it is
not uncommon to see an abrupt adjustment towards current account balance within a
year following the Sudden Stop. For example, the adjustment of the current account
deficits of the key Latin American economies, which are faced with a sudden stop
aftermath the Russian Crisis in 1998, was on average equivalent to 6.3 percentage
points of their GDP reaching a zero balance by the end of 2000 and turning to a
surplus of 1.3 percent of GDP in the year ending 2002, according to the study of
Calvo et al. (2003a, 2005). In another study Guidotti et al. (2004) analyze 265 cases
in which a current account reversal followed the sudden stop in both developed,
developing and poor countries and finds that the adjustment of the current account
appears to be large and very fast, with an average of 10 percent of GDP in the first
year. Thus, the authors conclude that if the economy cannot use its own reserves or
obtain assistance from international financial institutions in sufficient amounts, then
the issue is not whether a sudden stop would cause an adjustment, but by how much

and with what consequences.

In this context, the empirical studies’ in the literature show that a sudden stop,
causing a reversal in current account, will bring about a fall in aggregate demand and
a possibly large decrease in the RER. The “absorption approach” mentioned in
chapter 2.1 gives us the logic beneath it. According to this approach, by deriving
from the equation (2.5),

CAD{ = (Ct + It + Gt) - GNPt (213)

" Calvo (1998), Calvo and Reinhart (2000), Calvo and Talvi (2005), Calvo et al. (2004), Edwards
(2001), Freund (2005), Milesi-Ferretti and Razin (2005)
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where (C; + I; + Gy) is equal to aggregate demand. Hence, a sudden contraction in the
current account deficit following a sudden stop necessitates a sharp decline in
aggregate demand unless there is an offsetting increase in GNP. The decline in
demand, in turn, lowers the demand for tradables and non-tradables. As Calvo and
Reinhart (2000) express, the excess supply of tradables can be shipped abroad, but
the non-tradables are, by definition, bottled up at home and thus, its relative price
will have to fall resulting in a real depreciation of the currency. On the other hand,
the decrease in the aggregate demand makes the output of non-tradables to fall
causing a collapse in growth and employment. Also, according to the new open
macroeconomic theory as can be seen from the equation (2.10), the slowing income
growth and real depreciation constitute a significant part of current account reversal.
In this context, we can say that the abrupt reversal in current account deficit,
following the loss of access of domestic economic actors to the international
financial system, is associated with a large real depreciation, fast contraction of
aggregate demand and major financial disruptions, leading to decreases in the prices

of financial assets.

Correspondingly, according to the observation of Calvo et al. (2004), only 37 percent
of all depreciation episodes in developing countries were not associated with a
sudden stop. In her study on current account reversals in developed countries, Freund
(2005) finds that as a counterpart of the current account reversal, the domestic money
depreciates in real terms of about 10 percent over a period of three years. In another
empirical analysis by Milesi-Ferretti and Razin (1999) comprising 105 low- and
middle-income countries, it is seen that the real exchange rate increase prior to the
reversal and fall the year of the reversal with a median nominal depreciation of 53
percent, and do not recover within the three-year period. However, it is clear that the
required real exchange rate depreciation in case of a sudden stop is determined by the
net foreign asset position and current account of the country (Obstfeld, 2004).
Besides, according to Freund (2005), the nominal depreciation is in general
substantially greater than the real depreciation, causing the adjustment process to

involve relatively high inflation in most of the countries.

Additionally, the empirical analyze of Edwards (2001) on current account deficits in

a sample of 120 countries finds evidence that current account reversals lead to lower
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per-capita GDP growth. But, on the other hand, Milesi-Ferretti and Razin (1999) find
that although declining real income growth is a significant part of the adjustment
process among industrialized countries, there is not a strong relationship between
income growth and the current account adjustment in non-industrialized countries.
One possible explanation they introduce for this difference is that in industrialized
countries, pressure groups may work to limit exchange rate adjustments, forcing real

income to do much of the work of external adjustment.

Also, there may be some differences in adjustment processes among emerging
countries in the aftermath of a sudden stop. As Guidotti et al. (2004) highlight, a
comparison of Asian and Latin American countries shows that the former tend to
adjust to a sudden stop via fast export growth; as a result, Asian recessions have been
short-lived and recoveries swift. In contrast, adjustment in Latin American
economies has occurred via import and demand contraction, while exports have
remained stagnant even in the wake of significant exchange rate devaluations,

causing the recessions to be large and long-lived.

A monetary economy differs from the “real” one in that, instead of identity (2.12),
KA;=CAD, + AR, (2.14)

where AR; stands for accumulation of international reserves at time t. One key
difference here is that a slowdown in capital inflows could now be met by a loss of
reserves instead of lower current account deficits. As Calvo and Reinhart (2000)
highlights, in practice, both take place. Hence, it can be claimed that sudden stops are
also typically accompanied by large contractions in international reserves. The loss
of international reserves cushions the output and credit collapse associated with the
contraction in the current account deficit. However, as the sudden stop phenomenon
lingers on, international reserves will be depleted, increasing the country’s financial
vulnerability. Since reserves will not typically be enough to sustain a current account
deficit for a long time, this is in principle a losing strategy if sudden stop events are

highly persistent.

In order to check to what extent countries have used reserves to smooth out the effect

of a sudden stop on the current account deficit, Calvo er al. (2004) examine the
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behavior of foreign reserves in the neighborhood of sudden stops. Despite being a
losing strategy, many countries have engaged in reserve loss strategies to sustain
exchange rates and avoid abrupt current account adjustment, perhaps in the hope that
sudden stops would be reversed. They find on average 35.7 percent reserve loss from
peak to trough within the Sudden Stop phase for each country in their sample of 32

developed and developing countries.

In this context, whenever capital flight emerges, the question of the exchange rate
regime is immediate. As Dornbusch (2001) states, under fixed exchange rate regimes
that means how much reserves the central bank has and is willing to commit; under
managed or flexible rates it means how far and fast the rate will depreciate. However
Calvo et al. (2003a) declare that the long run outcomes of sudden stops are
independent of nominal exchange rate arrangements, although short-run dynamics

can vary substantially depending on nominal arrangements.

As Calvo (1998) emphasizes, if the country is committed to a fixed (or semi-fixed)
exchange rate, international reserves will fall precipitously in order to preserve the
foreign exchange rate. Correspondingly, this mechanism makes the central bank
vulnerable to a speculative attack, resembling a currency crisis. The moment this is
perceived by the public, they will lower their demand for assets denominated in
domestic currency and try to convert dollar-denominated liabilities into domestic-
currency denominated liabilities, exacerbating the fall in capital inflows. In fact, the
study of Milesi-Ferretti and Razin (1999) on 105 low- and middle-income countries
denotes that in the whole sample, although the exchange rate is pegged 69 percent of
the time, a number of countries abandon the exchange rate peg the year of the crisis,
and a few more the following year. Besides, since these reactions are taking place
against a background of tighter international credit, they are likely to further increase
all interest rates inside the country: both dollar and domestic currency interest rates.
According to the study of Calvo et al. (2004), real interest rates rise sharply in the
neighborhood of a Sudden Stop, on average 3900 basis points, particularly so for

EMs with an average of 4670 basis points.

On the other hand, in a flexible exchange rate regime, changes in capital account

must be offset mostly by changes in the current account causing a high real
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depreciation, as stated before. However, this high real depreciation affects the
inflation and output negatively. Thus, in respect of the observation of Caballero and
Krishnamurty (2002), the knee-jerk reaction of a central bank, which is concerned
with inflation and output, to the outflow of capital is raising domestic interest rates.
Raising interest rates reduces the exchange rate depreciation with limited effects on
output beyond the impact of the external constraint. However it is worth to note that
during a sudden stop monetary policy loses its potency, since the principal constraint
on output in case of a sudden stop is a shortage of external resources, although the

main effect of domestic money is on agents’ domestic borrowing capacity.

Additionally high interest rates following the sudden stop deteriorate the public
finance. As cited by Dornbusch (2001), besides high interest rates, the deterioration
in public finance also arises from the fall in tax revenues because of a drop in output
during a sudden stop period and from the bailing out of banks by the government if

the sudden stop is accompanied by a currency crisis.

Another impact of sudden stops that is specified by Calvo (1998) is that they may
result in bankruptcies, and destruction of human capital and local credit channels. To
put the case more clearly, sudden stops are likely to generate across-the-board
bankruptcies and the sudden emergence of bankruptcies puts into question not only
the solvency of the directly affected firms, but also the other firms which are actually
or potentially connected with them through the credit channel. Consequently, more
information is needed to assess firms’ creditworthiness and, as a result, human
capital devoted to production is diverted to financial matters, depressing physical
capital’s average and marginal productivities (Calvo, 1998). Similarly, in another
study, Calvo and Reinhart (2000) suggest that the capital inflow slowdown or
reversal could push the country into insolvency and drastically lower the productivity
of its existing capital stock as a result of large unexpected swings in relative prices

and costly bankruptcy battles.

Finally, as Calvo (2003) and Bordo (2006) claims, financial crises may be one of the
deleterious effects of sudden stops. Similarly, Calvo (2001) highlight the fact that
recent financial crises affecting emerging economies have been accompanied by a

major cutback in capital inflows as happened in Brazil in 1998, Argentina in 2001
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and Turkey in 2001. In principle, a reversal in capital flows can cause a currency
crisis. However, in their study on the relation between currency crises and current
account reversals, Milesi-Ferreti and Razin (1999) conclude that currency crises have
a tenuous relation with current account reversals with only less than one-third of all
current account reversals were preceded by a currency crisis. On the other hand,
Calvo and Reinhart (2000) show that nearly all the banking crises in their sample of
15 emerging countries are associated with a negative reversal in capital inflows and
while in most cases the banking sector problems begin before the sudden stop, the
abrupt capital flow reversal deepens the financial sector problems. Also, as stated by
Bordo (2006), empirical studies in the literature that take the fallout from the 1998
Russian debt default, which ended a protracted period of capital flows from the
advanced countries to the emerging markets (see Figure 2.1), as a template for their
analysis, provide a convincing case for the importance of systemic sudden stops as

the key cause of severe financial turbulences in developing countries.

Russian crisis triggered a cutback in lending to emerging markets, even if to the ones
that had no meaningful financial or trading ties with Russia. As Calvo and Talvi
(2005) posit, this contagion effect of the crisis likely came via the common creditor
channel, whereby the balance sheets of highly leveraged investors in emerging
markets were negatively impacted by losses from the Russian default, leading to a
liquidity crunch and a general sell off of EM bonds across the board at fire sale
prices to meet margin calls. An alternative systemic explanation that they bring for
the widespread effect of the Russian crisis is Reverse Moral Hazard. According to
this explanation, the IMF refusal to bail out Russia sent a strong signal to the market
that the IMF would no longer support blanket bailouts. This, in turn, increased the
perceived risk of investing in developing countries and orchestrated a run out of
developing country securities. Thus, following the Russian crisis, interest rate
spreads for emerging economies skyrocketed and the value of collateral bottomed
out, increasing the external financing cost and signaling the unsustainability of
outstanding debt stock. Also the currency devaluation exacerbated the situation by
increasing private debt ratios even further. The result was a sudden stop in external
financial flows and domestic bank credit flows. This shock led to current account

reversals in many countries, a depreciation in nominal and real exchange rates and a

24



decline in growth rates of real GDP as specified above. In fact, GDP growth in seven
major Latin American countries (LAC-7)® fell from a yearly average of 4.4 percent
in the period between 1991 and the second quarter of 1998, when international
financial resources were abundant and cheap, to 0.5 percent between 1999 and 2002
after the sudden stop according to Calvo and Talvi (2005). Moreover, Bordo (2006)
denotes that sudden stops with financial crises produced twelve times greater output

losses than those without in the recent period.

2.2.2.2- The Sources and Triggers of Sudden Stops

Money . .. has oppressed nearly all people in one of two ways:
either it has been abundant and very unreliable, or reliable and very scarce.

John Kenneth Galbraith

Any shock that pushes the economy beyond the critical debt level would trigger a
sudden stop. It can be an external factor such as changes in international interest
rates, the violent swings in the risk appetite of financial markets or contagion effect
as was the case in Latin America following the Russian crisis, but it can also be an
internal factor like a domestic political or corporate governance scandal that leads
foreign investors to change their evaluation of the country’s future prospects (Calvo,
2003; Guidotti et al., 2004; Milesi-Ferretti and Razin, 1998). Nevermore, the studies’
that analyze the past experiences conclude that developments at the center of capital
markets rather than domestic policies were key in producing a sudden stop in capital
flows to developing economies. According to Caballero and Panageas (2005), there
is extensive evidence that in many circumstances the main culprit of the sudden stop
is not the country itself but the international financial markets’ response to shocks
only vaguely related to the country’s actions. This diagnosis also explains the feature
of “bunching of the countries that are different in many respects” of the sudden stops.

However, as Calvo and Talvi (2005) suggest, although the root cause of sudden stops

8 LAC-7 includes the seven major Latin American economies, namely, Argentina, Brazil, Chile,
Colombia, Mexico, Peru and Venezuela.
% See Caballero and Krishnamurty (2003), Cabalero and Panageas (2005), Calvo (2005)
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must lie in common external factors, external does not necessarily mean that capital

inflows are independent of domestic fundamentals.

Domestic policies and fundamentals play an important role in determining the
possibility of experiencing a sudden stop and the strength of the effects of it.
According to Calvo (2005), robust economic fundamentals and appropriate domestic
policies increase the resistance of the countries against sudden stops. Calvo and Talvi
(2005) explain this fact with a metaphor of a cold spell. A cold spell affects different
people in different ways: some catch a mild cold, while others end up at the hospital,
depending on the physical strength or fragility of the person affected. Similarly, a
sudden stop in capital flows originating in external factors can have very different

impacts depending on the strength or the vulnerability of each economy.

Correspondingly, the country experiences show that, as it is expected, due to their
weaker domestic fundamentals, capital reversals and current account adjustment in
developing countries seem to be much more substantial than in developed ones.
Moreover, Calvo (2001) claims that sudden stops are not experienced by developed
countries, where the crises have been accompanied by an expansion of credit, rather
than strong contraction as in the case of the emerging economies. On the other hand,
unlike their more developed counterparts, EMs routinely lose their access to
international capital markets. The finding of Guidotti et al. (2004) in their study on
sudden stop episodes in both developed and developing economies, about that the
middle-income emerging economies are most prone to suffer from a large sudden
stop, also supports this concept. In these economies, current account behavior is
molded by the availability of capital flows that is called as the “capital account
dominance” by the Goldfajn (2004). The costs of adjustments are high in an
environment of capital account dominance since goods and labor markets tend to
adjust slower than capital markets. Also, as stated by Calvo and Reinhart (2000),
given the common reliance on short-term debt financing, the public and private
sectors in developing countries are often asked to repay their existing debts on short
notice, increasing the need for abrupt adjustment. In fact, according to the study of
Calvo et al. (2004), the average increase from trough to peak in the current account
balance is of 6.1 percent of GDP in EMs, while it is only 1.1 in developed

economies.
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Furthermore in a developing economy, foreign savings can substitute the domestic
savings, increasing the vulnerability of the economy to a sudden stop. In this case,
the country is caught to the sudden stop with a very low savings ratio increasing the
cost of adjustment. Besides, as Inan (2006) denotes, since their money are not
convertible in international markets and in general they finance their current account
deficit with foreign borrowing causing an increase in exchange rate risk, developing

countries suffer more from the sudden stops.

Accordingly, it can easily be claimed that the economic performance after a sudden
stop can differ dramatically across countries, depending on certain country
characteristics. The two most important characteristics of developing countries that
causes them to be more vulnerable to sudden stops relative to developed countries

can be listed as the relative closedness and liability dollarization

Openness is defined by Calvo er al. (2003b) as the share of tradable goods output'’
relative to domestic absorption of tradable goods. As Calvo and Talvi (2005) states
openness is an essential link in the chain mapping an external liquidity shock to a
financial crisis and an economic collapse. The degree of openness is related with the
sensitivity of the real exchange rate to capital flow reversals. In a closed economy,
the change in the real exchange rate to accommodate a sudden stop in capital flows is
larger than in an open economy. This relation will be detailed in section 4. Calvo and
Talvi (2005) give the example of Chile and Argentina as a proof of this fact. Chile’s
economy prior to the Russian crisis and the sudden stop was approximately 50
percent more open than that of Argentina. Therefore, although Argentina’s current
account deficit prior to the sudden stop was smaller than Chile’s (4.7 percent versus
6.5 percent), due to its relatively closed economy Argentina would have required a

larger real depreciation than Chile in order to eliminate the current account deficit.

On the other hand, liability dollarization as a result of the “original sin” that
developing countries face with, causes large financial currency mismatches in both
the private and public sectors, whose revenues are in local currency. The increasing
exchange rate risk taken as a result of this currency mismatch increases the risk

perceptions of the lenders, strengthening the possibility of experiencing a sudden

19 More specifically, output that can be transformed into exports rapidly.
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stop. Also, as Calvo et al. (2003b) explain, this currency mismatch between revenues
and liabilities can easily lead to financial distress following the depreciation of real
exchange rate coming with sudden stop, as balance sheets deteriorate dramatically
with the increased value of loans, which usually give rise to bankruptcies in these
non-dollar earning sectors. This can contribute to a banking crisis as the collaterals
backing bank loans deteriorate. In such a case, public sectors usually feel as if they
have to bail out banks and/or the corporate sector as happened in the recent crises.
The materialization of contingent liabilities of this sort together with the big real
exchange rate swings and high dollarization in public debt, send the debt to GDP
ratios to skyrocketing levels, lead to a debt crisis for governments and even can cause
the bankruptcy of the public sector accounts (Calvo et al., 2003b; Bordo, 2006).
Besides, both the banking and debt crises can generate currency crises as
international reserves, which serve to back the banking system’s liabilities as well as
the government’s balance sheet, are threatened (Dooley, 2000; Mishkin, 2001).
Hence, while under normal circumstances, a real devaluation would be part of the
solution for an economy that requires substantial external adjustment, under
extensive liability dollarization it becomes a part of the problem rather than the part

of the solution. (Calvo and.Talvi, 2005)

In short, while trade closedness increases the required real exchange rate adjustment
in case of a sudden stop, liability dollarization amplifies the negative consequences
of this adjustment. Thus, as Calvo et al. (2004) imply, these two factors together
represent a dangerous financial cocktail for both the private and public sectors. For
example the Argentine crisis of 2001 incorporated many of these elements. As Calvo
et al. (2003b) define, it was extremely closed to international trade, highly indebted
and has a high degree of dollarization in both the private and public sectors causing
large financial currency mismatches. By contrast, Chile, which was both more open
and whose economy was much less dollarized, experienced a serious current account
correction and slowdown in growth following the sudden and severe interruption in
capital inflows as a result of Russian crisis, but no financial crisis and economic
collapse (Calvo and Talvi, 2005). Coherently, Guidotti et al. (2004) find that open
economies that do not show much liability dollarization recover fairly quickly from

the output contraction that comes with the sudden stop, whereas countries with
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liability dollarization recover more slowly. According to their study, open Chile
should grow 4 percentage points more in the aftermath of a sudden stop crisis than

closed Brazil.

Besides, Caballero and Krishnamurty (2003) observe that the countries, which have
been unsuccessful in fighting with inflation causing a lack of credibility in their
monetary policies, are also more prone to sudden stops. However, there is still a
group of countries for which the problem of high and unstable inflation is no longer
present but the problem of sudden stops persists such as Brazil, Chile, Mexico,

Turkey and many of the Asian and Eastern European economies.

Calvo and Reinhart (2000) show that many of the emerging countries having
experienced a surge in capital inflows in 1990s are also listed as having suffered an
abrupt capital account reversal and correspondingly needed a severe adjustment in
the current account. Thus, it can be claimed that the higher the size of the capital
inflows, the higher the vulnerability to the sudden stops. By taking the environment
of capital account dominance in developing countries into account, this argument
leads us to the result of that as the current account deficit increases, the country
becomes more open to sudden stops. In her study on current account reversals,
Freund (2005) also cites the current account as the main predictor of a reversal.
Furthermore, according to that study, strong GDP growth in the current year and an
increase in international reserves of the country tend to reduce the likelihood of

having a current account reversal in the following year.

Also as Calvo (1998) states, debt maturity structure is relevant in assessing the
potential reversal of capital flows. The shorter is the residual maturity structure of a
country’s debt, the more fertile will be the ground for a sudden stop crisis. Similarly,
Calvo and Reinhart (2000) cites that large current account deficits are to be feared,
irrespective of how they are financed, but particularly so, if they are financed by
short-term debt. For example following the Russian crisis, the sudden reversal in
capital inflows which fall from 100 billion US dollars (or 5.5 percent of GDP) prior
to the Russian crisis to 37 billion dollars US (or 1.9 percent of GDP) one year later,
is largely explained by the collapse in non-FDI flows.(Calvo and Talvi, 2005)
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In this context, according to the observations of Mody and Murshid (2002) in their
study on 60 developing countries, the developing countries with weak fundamentals
are more successful in attracting so called “hot money” investments, which are ready
to leave the country immediately in case of a negative event, rather than the long-
termed foreign investments that is going to strengthen the relation between foreign
capital and domestic investment. This fact also brings another explanation to the
question of why the developing countries are more open to sudden stops and their

negative effects.

In their study on the relation between exchange rate regimes and sudden stops, Razin
and Rubinstein (2005) find that fixed or semi-fixed exchange rate regimes that
increase the probability of domestic agents to borrow in foreign currency also
increases the probability of sudden stops. On the other hand, the model of Calvo
(2003) shows that the roots of a sudden stop may rest on fiscal dysfunction and be

totally divorced from exchange rate policy.

Lastly, Caballero and Krishnamurty (2003) states that underlying weaknesses in the
domestic financial sector and limited integration with world financial markets make

emerging economies vulnerable to “sudden stops” of capital inflows.

Most of these factors that make developing countries more vulnerable to sudden
stops are the results of domestic policies as Calvo et al. (2004) state; hence by
implementing appropriate policies oriented to these deficiencies in the economy,

their resistance against the negative effects of sudden stops can be increased.

2.2.2.3- Policy Implications for Sudden Stops

As also considered in Calvo, Izquierdo and Talvi (2006) that examine the recovery
process in all emerging market sudden stop episodes from 1980 to the present, Calvo
(2005) suggests that systemic sudden stops are preventable accidents. Naturally, how
to prevent sudden stops and increase the resistance of the economy against their
destructive effects depends on how one interprets the reasons behind sudden stops.
As discussed in the previous chapter, since both the external and domestic factors

play a critical role in sudden stops, policies to avoid sudden stops and mitigate their
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effects must involve both domestic and global components as also implied by Calvo

(2005).

First of all, Calvo (1998) claims that the financial sector is at the center of the action
and directly, or indirectly, must be the key to the solution. Correspondingly, the
empirical research of Calvo (2005) suggests that it is essential to reduce financial

vulnerabilities in order to be protected from sudden stops and its deleterious effects.

Early liberalization of undeveloped financial systems is one of the most important
components of financial vulnerabilities. According to Calvo (1998), in such systems
liberalization may generate large international capital inflows that are likely to take
the form of short-term credit which are easily reverted and could cause serious
financial trouble. Therefore financially closed and underdeveloped systems should
not be encouraged to liberalize the financial sector instantenously. Instead, financial
reform should be gradual and policymakers should keep an eye on firms’ leverage

ratios (i.e., bond/equity ratios).

In this context, as Calvo and Talvi (2005) emphasize, a common and misleading
intuition is that if one prevents short-term capital from flowing in by imposing
capital controls, then capital will not rush out, and a sudden stop will thus be
prevented. However, capital outflows can take place even in the absence of short-
term capital inflows and lower capital inflows rather than capital outflows can also
cause a sudden stop. Thus, a sudden stop would take place even if FDI slows down
(as happened in Peru in 1998), even though FDI is the polar opposite of hot money.
Also Calvo and Talvi (2005) give the example of Chile that casts serious doubts on
the effectiveness of controls on capital inflows. Following the Russian crisis in 1998,
Chile suffered the largest sudden stop in Latin America, despite having imposed
controls on capital inflows. Furthermore, in a financially liberalized economy, the
expectation that capital controls will be executed in order to avoid a sudden stop may
exacerbate the extent of the sudden stop (Calvo and Talvi, 2005; Calvo, 1998).
Hence, Calvo and Reinhart (2000) suggest that while capital controls appear to
influence the composition of flows away from short maturities, they are not likely to

be a long-run solution to the problem of sudden capital flow reversals.
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Secondly, as Guidotti er al. (2004) highlight, because of the negative role of liability
dollarization during the sudden stops, the domestic-currency denomination of
financial sectors should be encouraged through appropriate prudential policies. In
this context, the so-called “carrot and stick approach” in the literature'', which
consists of regulations that encourage the use of domestic currency and punish the

use of foreign currency, can be implemented.

As a part of the “carrot and stick approach”, a possible regulation that has received
attention is to try to steer the domestic financial system away from indexing to a
foreign currency and towards some domestic price level such as consumer price
index (CPI) (Calvo and Talvi, 2005). The Chilean UF (Unidad de Fomento) is a
successful example of domestic price level indexation in Latin America that allowed
Chile to carry out a large real devaluation after 1998 without disrupting the domestic

capital market.

Besides, in order to discourage the domestic economic agents to borrow in foreign
currency, levying a tax on foreign currency denominated debt can be come into
force. However, as Calvo (2005) implies this is not easy to implement and it may
have a negative impact on growth. Similarly, imposing higher capital adequacy ratios
to non-dollar earners for foreign loans and setting the capital adequacy ratio for each
firm according to their ratio of foreign currency denominated debt to foreign
currency denominated assets can be a part of the solution to the liability
dollarization. Furthermore, increasing the amount of liquid assets that should be
hold, as the foreign currency denominated debt increases, and decreasing or
eliminating the insurance on foreign currency deposits are other policies proposed to

fight against the liability dollarization.

However, as Calvo and Talvi (2005) denote, forceful de-dollarization can result in a
drastic shrinkage of the financial system and a reduction in the maturity of deposits.
Therefore, as Ize and Levy Yeyati (2005) suggest, before launching an overly
ambitious policy agenda, one should make all the necessary researches to understand
the roots of dollarization and the implications of policy reforms made against it

(Y1lmaz, 2006a).

! For the broad discussion, see Levy Yeyati (2003)
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Another policy that is suggested to discourage foreign-exchange-denominated
borrowing is allowing the exchange rate to float. By using cross-country data for the
banking sector, Arteta (2002) has found that more volatile exchange rates reduce the
share of the foreign currency denominated loans and deposits, thus contributes to
prevent dollarization. However, Calvo and Reinhart (2001) claim that this policy
resulting in a highly volatile real exchange rate may have negative effects on trade
and output. Moreover, as Calvo (2005) emphasize if the economy initially exhibits
large and unhedged liability dollarization, real exchange rate volatility may cause
serious financial distress. We will discuss the choice of exchange rate regime in

detail later in this chapter.

On the other hand, as a global policy measure against the liability dollarization and
systemic shocks in EMs, Eichengreen and Hausmann (2003) propose that the
multilateral institutions should lend a portion of their funds to EMs in inflation-
indexed instruments denominated in domestic currency of each country. These
multilateral institutions, in turn, will issue debt instruments backed by a basket of
these inflation-indexed instruments that will be sold to institutional investors. The
implied basket will suffer less from idiosyncratic risk, and therefore, may enjoy
higher liquidity than the country-specific bonds while decreasing the liability
dollarization in that country (Calvo and Talvi, 2005).

About the issue of choosing the appropriate exchange rate regime in order to avoid
from sudden stops and its negative effects, traditional theory'” teaches that the choice
of a foreign exchange regime ought to be a function of the nature of shocks: If the
shocks are mostly real, float; otherwise fix the exchange rate. However, sudden stop
shocks contain both real and nominal components, so the choice of the exchange rate
regime becomes more complex (Calvo and Reinhart, 2000). In this context, Calvo
(2003) points that since a sudden stop is essentially a real shock, one might reason
that floating would be optimal, at least until the dust settles. However, the country
experiences show that the optimal exchange rate regimes can be different among the

countries according to their economic structure and fundamentals. Besides the

"2 For a simple presentation of this theory, see Calvo (1999).
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exchange rate regime that should be implemented in order to prevent a sudden stop

and in order to mitigate its destructive effects after a sudden stop can also differ.

Exchange rate flexibility could play a useful role in the countries that are not
extremely closed to international trade, not highly indebted and do not have large
financial currency mismatches, as was the case of Chile (Calvo et al., 2003b), since
as stated above, it discourage the currency mismatches in the balance sheets of
private sector by transferring the exchange rate risk on private portfolios. Moreover,
as pointed in the concept of sustainability before, exchange rate flexibility puts a
discipline on current account deficit not to deviate systematically from its
equilibrium path (Ozmen, 2004b). On the other hand, as Yilmaz (2006a) denotes
flexible exchange rate regimes provide more room for monetary policy that enables
to respond to external shocks freely. Coherently, Guidotti et al. (2004) show that
economies that choose a floating exchange rate and are relatively open are likely to
grow fastest in the aftermath of a sudden stop, on average, 4 to 6 percentage points

more than those that do not float.

On the other hand, in extremely closed and highly indebted countries with a high
degree of de facto dollarization causing large financial currency mismatches, a
floating exchange rate is of little help and may even aggravate the crisis by
increasing the deleterious balance sheet effects of sudden stops (Calvo et al. 2003,
Calvo and Talvi 2005). In a highly dollarized economy, if the central bank lets the
exchange rate to float, since there will be no loss of international reserves, the entire
adjustment in case of a sudden stop will fall on the current account calling for a sharp
real depreciation. As a result firms saddled with dollar debts may be forced into
costly asset liquidation, provoking sizable income redistribution including
bankruptcies in the non-tradable sector causing a “fear of floating” phenomenon.
Hence, the central banks in dollarized economies will have incentives to follow an
expansionary policy that places some of its international reserves in private hands,
particularly in the non-tradable sector’s, if the main objective is bankruptcy
prevention. In short, subject to having enough international reserves, pegging the
exchange rate may be a desirable choice of policy in a highly liability dollarized
country, in order to slowdown the relative price adjustment once a sudden stop is

detected.
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However, Calvo (2003) has some serious doubts about that the central bank credit is
the best way to help the private sector during a sudden stop, since he thinks that the
new domestic credit will likely go to the public sector slowing down the desirable
adjustment in government expenditure and to the multinational firms that have access
to international credit markets. Hence, domestic credit expansion may drain
international reserves from the central bank without substantially relieving the
pressure on the balance sheets. In sum, as Calvo (1998) denotes, even though the
ability to release international reserves could soften the effects of a sudden stop in
capital inflows, recent experience backed by basic economic reasoning, suggests that
doing it properly could be a major feat. This also explains why, during a sudden stop,
governments might be driven to adopt heterodox policies such as controls on capital
outflows as in Malaysia in 1998, socialization of private debts as in Chile in 1982-83

or controls on the direction of bank credit as in Brazil in 2002. (Calvo, 2003)

Besides, if the country is committed to a fixed or semi-fixed exchange rate, the
central bank of the country becomes more vulnerable to a speculative attack, which
aggravates the capital outflow. If the resulting drop in international reserves is high

enough, a currency crisis together with a balance of payments crisis can ensue.

Correspondingly, as it is stated before, Razin and Rubinstein (2005) find that the
exchange rate regimes that increase the probability of domestic agents to borrow in
foreign currency, increase the probability of sudden stops. And, as Calvo and
Reinhart (2000) point, liability dollarization is partly a result of fixed exchange rate
regimes, magnified by the overconfidence and moral hazard problems that pegging
may bring about. Accordingly, the study of Razin and Rubinstein (2005) concludes
that floating exchange rate regimes can decrease the sudden stop risk, although not
eliminate it, on condition that it decreases the domestic agents appetite to borrow in
foreign currency. If it is unsuccessful in preventing the liability dollarization, the
expected benefits of floating exchange rate regime decrease substantially. In this
context, Calvo and Reinhart (2000) propose that sterilized intervention policies
during the capital inflow period should be discouraged, since these operations
typically place more short-term debt in the hands of the private sector and provoke
the economic actors to increase their exchange rate risk, by stabilizing the exchange

rate.
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Also, as Calvo et al. (2003a) state, introducing regulations aiming to increase trade
openness is an appropriate policy action against the deleterious effects of sudden
stops not just because it reduces the size of RER swings after a sudden stop, but also
because a higher share of tradable sectors in output composition may reduce the
currency mismatches in private sector balance sheets. This reduces the vulnerability
of the banking sector following a sudden stop, as well as the size of potential bailouts

that may worsen the fiscal position of the country.

Another important policy implication that is underlined by the country experiences,
in order to decrease the vulnerabilities against sudden stops, is implementing a sound
debt management policy and improving the fiscal institutions (Calvo, 2003; Bordo,

2006).

As a part of sound debt management, first of all as Calvo et al. (2003b) point,
governments should decide on lower debt levels based on their degree of openness
and liability dollarization in order to create the necessary space for the public sector

to respond in times of crisis while securing sustainability.

Also, if one of the triggers of sudden stops is short term debt, then it is obvious that
EM governments should adopt more conservative debt management strategies and
lengthen the maturity of their debt in order to decrease the vulnerability to liquidity
shocks. In this regard, a tax on short-term borrowing can be implemented. Here, as
Calvo and Reinhart (2000) emphasize, taxing all short-term borrowing rather than
taxing just the foreign short-term borrowing may be a preferable strategy, since
domestic short-term debt is also an implicit claim on the reserves of the central bank.
In the case of banks, this strategy can be implemented through high reserve
requirements for shorter maturity deposits, irrespective of the currency of
denomination of the deposit. While a prudent public debt management strategy is
necessary to strengthen the country against sudden stops, it is doubtful that it is

sufficient to solve it.

Besides, as a part of improving fiscal institutions, efforts should be made to create
markets for the issuance of debt in domestic currency not indexed to the exchange

rate as stated in the dedollarization strategies above. In this context, debt should be
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issued under the terms that eliminate incentives to inflate it away through money

creation such as CPI indexing (Calvo et al., 2003b).

In brief, as Bordo (2006) points, the development of a domestic bond market based
on a broad based and efficient tax regime, together with a sound banking system are
the key elements to the creation of financial stability which is crucial for a reliable
access to the world capital market. Also holding large international reserves and
having robust export capacity sufficient to service hard currency debt help.
Moreover, as Caballero, Cowan and Kearns (2004) point out, being able to hedge
currency risk with derivatives and thus building a sound and well processed
derivative market are important but that in turn requires a minimum of country and

currency risk.

In the context of implementing either tight or expansionary policies following a
sudden stop, there are different views depending on the structure of each economy
and the degree of being affected from sudden stops. In a non-dollarized economy
without a large debt stock and a big budget deficit, expansionary policies may be a
better policy response to the output collapse that comes with a sudden stop.
However, as Calvo (2005) points, expansionary policies may be counterproductive if
the government is also subject to sudden stop. Clearly, under those circumstances,
lowering taxes or raising public expenditure is out of the question unless the
government resorts to some kind of capital levy, like debt repudiation or a higher

inflation tax.

On the other hand, as Calvo (1998) states, pro-cyclical policies following a sudden
stop, can further deepen the output collapse prophesy. More clearly, while tight fiscal
policy depresses the relative price of non-tradables further, likely contributing to
deeper and more widespread bankruptcies, tight monetary policy aggravates the
credit destruction problem. However, if tight fiscal and monetary policies improve
the economy’s credibility and facilitate the access of the private sector to the capital

markets, then it can be stated as a desirable policy action.

As can be understood from the above discussion, standard policies are not very

effective in case of sudden stops unless some form of new credit is made available
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(Calvo and Talvi, 2005). Thus policy alternatives such as building contingent credit
lines from international institutions or a War Chest of international reserves come to
order in some countries. Contingent credit lines, which were implemented by
Argentina and Mexico, are effective complements of international reserves. However
they tend to dry up as crisis looms and the amounts are typically insufficient to
prevent a sharp current account adjustment. On the other hand, in building a War
Chest such as Chilean Copper Stabilization Fund, which is supposed to move in the
same direction with the business cycle, the basic idea is to minimize adjustment costs
during downturns, and, especially, avoid having to implement tight fiscal policy
during recessions. According to Calvo and Talvi (2005), one problem with War
Chests is that the ruling party may have strong incentives to violate its operating

rules and sacrifice the War Chest for the sake of popularity at the polls.

In light of these arguments and country experiences, it seems that a reasonable
course of action would be implementing a fiscal policy that does not further constrain
aggregate demand in the short run while moving towards a balanced budget, and a

monetary policy aimed at price stability.

Given its success in various kinds of economies, inflation targeting policy can be a
good policy choice in order to maintain price stability and increase the credibility of
the country once the pre-conditions of this policy is met. In this context, in their
study on implementation of inflation targeting in countries whose main
macroeconomic concern is sudden stops, Caballero and Krishnamurty (2003) suggest
to modify the inflation targeting framework by including state-contingent inflation
targets (low during good times and high during bad times), targeting a measure of
inflation that overweights non-tradable inflation (which will reduce the central
bank’s incentive to increase the interest rates during crisis since the exchange rate
pass-through is lower for non-tradables) and choosing an appropriate weight for the
stock of reserve holdings (which will help the central bank to internalize the effects
of its exchange rate interventions on the private sector’s incentives of taking

exchange rate risk).

In short, in order to save from sudden stops and its destructive effects, a country

should maintain fiscal, financial and price stability. Indeed, as Bordo (2006) denotes
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what EM countries really need to do to protect themselves from sudden stops is to
grow up and become an advanced country. They should learn from the experience of
countries that were the emergers of a century ago and are now advanced. In this
context, as explained by Caballero et al. (2004), EMs need to develop country trust
which relies on sound institutions based on the deep fundamentals of the rule of law
and stable political system, and currency trust which is based on the ability to adhere

to a credible nominal anchor.

Another policy suggestion as an additional insurance against sudden stops is to
conduct an agreement with IMF. In their study on 35 sudden stop cases in 24
countries, Eichengreen, Gupta and Mody (2006) observe that in the countries that
implement an IMF-supported economic stability program, sudden stops are fewer
and generally less severe. As Dornbusch (2001) explained, the IMF's role is twofold.
First it offers a commitment device for governments to underwrite a stabilization
strategy that is known to work, increasing the credibility of the country. Second, it
offers temporary credits and debt reorganization and thus helps to stem the outflows.
Emergency financial assistance can reassure individual investors about the country’s
continued ability to finance its international transactions and reduce their incentive to
liquidate their positions. However, according to the findings of Eichengreen et al.
(2006), this form of insurance works best for countries with strong fundamentals. In
his words, “If country fundamentals are weak, IMF financial assistance may only
come in the front door and go out the back door with no impact on the incidence of
the sudden stop”. This fact again highlights the importance of strengthening the
economic fundamentals with appropriate policies towards financial, fiscal and price

stability.

Finally, since EMs have a very limited set of policies for preventing sudden stops
and alleviating their effects, especially when they emanate from malfunctioning of
the global capital market, some global policy measures such as creating a global
central bank in order to manage global liquidity problems are also suggested.
Unfortunately, as Calvo and Talvi (2005) specify, because of the national constraints,
such a project will be full of forbidding regulatory problems for the member
countries. Therefore, a more modest proposal of creating an Emerging Market Fund

(EMF) which would attempt to stabilize the price of EM bonds in case of a global
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liquidity crunch, is made by Calvo (2002). As Calvo (2005) cites, institutions like the
EMF play the role of lenders of last resort and would thus be close relatives of
national central banks. However, as specified by Calvo (2005), international
arrangements like the EMF require full and credible support by the involved
sovereign countries. Additionally, as expressed before, necessitating the multilateral
institutions to invest a portion of their funds to domestic currency denominated debt
instruments of EMs, is also suggested as a global policy aiming to decrease the
liability dollarization in those countries and increase the liquidity of their domestic

debt instruments.

2.3. Summary

A variety of studies have been made and different views are brought forward about
the sustainability of CADs. According to widely accepted view in the literature, it is
misleading to identify a general fixed threshold ratio, which is valid for every
condition and every country as some studies do, and thus the sustainable level of
CAD for each country varies depending on the macroeconomic conditions of each
country. Besides, the sustainability of CADs also depends to the lending conditions

and the willingness of the international financial system to finance these deficits.

In this context, sudden stops can be described as the large and highly unexpected
falls in the capital inflows to a country. The empirical analysis show that sudden
stops have tend to occur around the same time in countries that are different from
each other in many respects. Thus “bunching” of countries is an important
characteristic of sudden stops, indicating that developments at the center of
international capital markets rather than domestic policies are key in producing a
sudden stop. However, they are a much more common feature of developing
countries and the effects of sudden stops in those countries are much more dangerous
because of some structural vulnerabilities. Sudden stops force the current account to
adjust to the new levels of capital and this reversal of current account is associated
with a large real depreciation, reserve losses, fast contraction of aggregate demand
causing a collapse in growth and employment and decreases in the prices of financial

assets. The adjustment process also brings relatively high inflation and a

40



deterioration in the public finance. Additionally, sudden stops may result in
bankruptcies, destruction of human capital and local credit channels, and may even

cause a financial crisis.

Although the root cause of sudden stops generally lie in common external factors,
domestic fundamentals and policies are also important. The two most important
characteristics of developing countries that cause them to be more vulnerable to
sudden stops relative to developed countries can be listed as the relative trade
closedness and liability dollarization. While trade closedness increases the required
RER adjustment in case of a sudden stop, liability dollarization amplifies the
negative consequences of this adjustment through the currency mismatches it creates
in the balance sheets of economic agents. Besides, implementation of fixed or semi-
fixed exchange rate regimes, failure in fighting with inflation causing a lack of
credibility in policies implemented and attracting a very high level of capital with a
short maturity are observed to increase the vulnerability of the countries to sudden

stops.

In this context, both domestic and global policies are called for to increase the
stability of EMs while allowing them to reap the benefits of financial globalization.
Also, since traditional fiscal and monetary stabilization policies do not seem very
effective in case of sudden stops, they need to be complemented with structural
policies that help to lower domestic financial vulnerabilities, especially in economies

suffering from a high incidence of liability dollarization. (Calvo, 2005)
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CHAPTER 3

THE DEVELOPMENTS IN THE TURKISH ECONOMY

3.1. Policy Implementations and General Outlook of Turkish Economy

A new era for the Turkish economy has started with the full liberalization of capital
account movements and removal of the entire controls over foreign exchange
transactions in 1989. However, since capital account was opened without taking
appropriate measures to upgrade banking and financial market supervision and
regulation, to adopt international auditing and accounting standards, to strengthen
corporate governance and shareholder rights and to modernize bankruptcy and
insolvency procedures (Ersel and Togan, 2004), macroeconomic imbalances and thus
the vulnerability of the economy to both external and domestic shocks had increased.
As aresult, until 2001 unstable and low growth rates, large fiscal deficits, high public
sector debt burden, high and volatile inflation rates and massive dollarization
together with financial sector instability had become the main features of the
economy. In order to overcome inflation and to achieve macroeconomic stability,
many stabilization programs, of which one of the pillars was pegged exchange rate
regime, had launched in this period. However, all of these programs were either
interrupted or abandoned, preventing Turkey to achieve price stability and
sustainable growth rates and causing loss of confidence to economic policies.
Besides, the weaknesses listed above contributed substantially to the balance of
payments crisis of 1994 and 2001 that increased the vulnerability of the economy
further, together with the contagion effects of Asian and Russian crises in 1997 and

1998.

After a decade of failed reforms and deteriorated macroeconomic performance,
Turkey entered the millennium under a new exchange rate based disinflation
program which was put into effect in December 1999 (Pamukcu and Yeldan, 2005),
in order to recover the negative effects of the Russian crisis in 1998 and the severe

earthquakes in 1999 on the economy, and in order to strengthen the economy against
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new shocks. IMF was involved with both the design and supervision of the program.
This program that aimed to reduce the inflation rate to a single digit by the end of
2002, had three main pillars: a tight fiscal policy that consists of increasing the
primary surplus, realizing the structural reforms and accelerating the privatization;
income policies compatible with the targeted inflation, and finally fiscal and
monetary policies focusing on the low inflation target (Ercel, 1999; CBRT, 2000). In
the context of this program, the daily values of the foreign exchange basket,
composed of 1 US dollar and 0.77 euro, for the 12-month period were pre-announced
in line with targeted inflation. Here, it is worth to note that, this program was
different from the previous programs in the sense that it was planning to allow the
exchange rates to float freely in a band that would be enlarged gradually beginning
from May 2001, and would finally end up with a floating exchange rate regime at the
end of the third year after the attainment of single digit inflation rates (Serdengecti,
2001). In line with the pre-announced target values of the currency basket, maximum
limits for the item of net domestic assets and minimum limits for the item of net
international reserves in the balance sheet of the Central Bank of the Republic of
Turkey (CBRT) were imposed. Correspondingly, CBRT announced that it is ready to
buy all supplied foreign exchange at the predetermined exchange rate, meaning that
it would inject TRY to the market only in exchange of foreign currency (Ercel,
1999). However, this implementation that makes the capital inflows to be the source
of the liquidity generation mechanism had increased the dependency of the economy
to the speculative short-term foreign capital flows and thus constituted the main
weakness of the program by leaving the economy defenseless against speculative

runs and sudden stops (Pamukcu and Yeldan, 2005).

In the first half of 2000, the program seemed to be successful in increasing the
stability of the economy by decreasing the inflation rates (as seen in Figure 3.1)
together with the interest rates, and increasing the domestic demand and growth
rates. However, since the monthly inflation rates did not decrease as fast as the
program forecasts, TRY appreciated above the expectations in real terms. The
appreciation of RER together with the quick recovery in domestic demand, the
increase in energy prices and the change in the Euro/US dollar parity caused the

current account to increase rapidly above the forecasts, increasing the concerns about
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its sustainability and financing. Besides, the capital inflows started to decrease in the
second quarter of 2000, due to increased risk perceptions of foreign investors against
developing countries following the negative economic developments in Argentina.
The resulting decrease in the liquidity had caused an increase in the interest rates,
deteriorating the financial structure of the banks having maturity mismatches in their
balance sheets and increasing the concerns about the health of the financial sector.
Following the seizure of a medium-sized bank by Savings and Deposits Insurance
Fund (SDIF) in November 2000 due to its liquidity problem, the country experienced
a financial crisis with a capital outflow of 6 billion US dollar in a month. Despite the
measures and additional financial support from IMF to carry on the program, the
rising risks in the banking sector, the quickened current account deficit and the delay
of the structural reforms aimed at shaping the expectations raised the concerns about
the sustainability of the program, giving rise to a speculative attack to the currency in
February 2001. As a result interest rates sky rocketed and international reserves
declined rapidly causing Turkey to experience a severe currency crisis. On 22" of
February 2001, Turkish lira was allowed to float freely with a resulting nominal

depreciation by 40% in a single day and by 57% in four days.

2001 crisis had become an important cornerstone for the macroeconomic policies
implemented in Turkey. A new economic program called “Strengthening the Turkish
Economy — Turkey’s Transition Program”, was announced in May 2001 with an aim
of decreasing the ratio of public debt to GNP to sustainable levels, fighting against
inflation with tight monetary and fiscal policies backed up by structural reforms, and
achieving the sustainable growth. In order to achieve these key objectives of the
program, the program entailed the implementation of the multi-pronged agenda
consisting of continued sizable public sector primary surplus, maintaining a well-
functioning floating exchange rate regime under which price stability is the
overriding objective of the monetary policy, completion of the banking sector
restructuring and enhancing the role of private sector in the economy (Serdengecti,
2002). On the monetary policy front, CBRT was granted its independence from
political authority, and restoring and maintaining the price stability in the domestic
markets has been set as the primary mandate of CBRT by its Law. In accordance

with the floating exchange rate regime implemented, CBRT made public that it does
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not have any commitment about the level of exchange rates. Instead, the short-term
interest rates, which have been determined according to the future prospect of
consumer price inflation, have become the main policy instrument of CBRT in
achieving price stability. In this context, first the implicit inflation-targeting (IT)
regime, which was a preparatory period for the full-fledged IT regime, was
implemented. In this transition period, base money was used as a temporary anchor
together with the short-term interest rates and the pre-conditions of implementing a
successful I'T regime such as absence of fiscal dominance, low levels of inflation and
macroeconomic stability were tried to be fulfilled. Thanks to the implementation of
tight monetary and fiscal policies, the inflation rates in this period were realized
below the targets, which were set by the government and CBRT, as shown in Figure
3.1. After 35 years of high and chronic inflation, the single digit inflation was
reached together with a considerable and uninterrupted growth (Figure 3.2). The
average annual growth in the period between 2002-2008 has realized as 6.4 percent
while the cumulative real growth since 2001 has reached to 50 percent. The progress
made towards stability provided a significant decline in nominal and real interest
rates. The borrowing requirement of the public sector and thus the fiscal dominance
has decreased as a result of disciplined fiscal policies and high primary surpluses. A
steep decline in the public and external debt ratios has occurred. Not only the level
but also the structure of the public debt has improved with a longer maturity and a
lower level of foreign currency denominated or indexed domestic debt.
Harmonization with the floating exchange rate regime increased, financial markets
became deeper and the financial sector became less fragile with the help of structural
reforms in these areas. All these improvements in the economy provided the
favorable environment for a successful currency reform and six zeros were dropped
from TRY in January 2005. The favorable global liquidity conditions together with
the European Union (EU) and IMF anchors also contributed a lot to these
achievements. These developments also pointed that the pre-conditions of the full-
fledged IT regime have been met to a large extent. As a result, Turkey adopted full-

fledged IT regime in 2006 as it was planned"”.

" For a detailed information about the framework of the inflation targeting regime in Turkey, see
CBRT (2005).
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Figure 3.1 — CPI Inflation* and Inflation Targets (January 1995 — June 2008,
Percentage)

* Before 2005, 1994=100 index of CPI, for 2005 and onwards 2003=100 index of
CPI are used.

Source: Turkish Statistical Institute (TSI), CBRT
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Figure 3.2 — Real Gross Domestic Product (GDP) Growth (1998Q1 - 2008Q1,
Annualized, Percentage)

* GDP data series were revised upwards in the fourth quarter of 2007. Thus the new
series of GDP are used for 2007Q4 and 2008Q1.

Source: TSI
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However, the increase in food prices as a result of the decrease in its supply due to
the bad weather conditions and the increase in global oil prices together with the
depreciative effects of global financial fluctuations on TRY has caused the consumer
inflation rates to realize above the targets since 2006 (Figure 3.1). As of May 2008,
the inflation rate has returned to double digits. All these recent developments in the
inflation front have caused the inflation target of 4 percent for 2009 and 2010 to
become meaningless. Accordingly, CBRT revised its inflation targets upwards on the
basis of its evaluation on that rising food and energy prices may be reflecting a
structural change in global economic environment rather than temporary cyclical
factors and even under the maintenance of a cautious policy stance, reaching the 4

percent target is likely to take an extended period (CBRT, 2008).

Besides, the high and uninterrupted growth rates achieved since 2001, the meteoric
rise in energy prices especially in crude oil prices and the appreciation of TRY
following the recovery of the economy has caused the current account deficit to
increase (Yilmaz, 2006b) and reached to record high levels with 43 billion US dollar
as of May 2008 annually. Although the achievements towards macroeconomic
stability and favorable global liquidity conditions improved the financing quality of
these deficits with the increased share of FDI and other long-term capital inflows in
total financing, concerns have started to rise about their sustainability. The
turbulences in the global financial markets experienced since 2006 has increased
these concerns. Especially the credit crunch, that started in August 2007 in US
mortgage markets and spread to whole economy in time affecting the investors,
institutions and countries all over the world, particularly in USA and Europe, has
increased the risk aversion of international investors and the risk premium of
developing countries, causing a deterioration in the external financing conditions of
developing countries. Correspondingly, the level of net capital inflows has decreased
and the quality of it has deteriorated in Turkey exacerbating the concerns and debates
about the sustainability of recently high current account deficits. Also, the
constitutional court case deliberating the closure of the ruling Justice and
Development Party (AKP) has increased the uncertainty and worries of the foreign
investors about the political stability and the implementation of structural reforms,

triggering a withdrawal of foreign investors from the domestic markets.

47



Consequently, though there is not a significant worsening in the macroeconomic
background, Turkey has affected more strongly from this turmoil than other
developing countries due to the worsening domestic political and economic
conditions, increasing the concerns about the financing of the large current account

deficit and the possibility of a sudden stop.

3.2. Evaluation of Chosen Indicators for Turkey

Due to the increased concern about the financing of large current account deficits,
the macroeconomic indicators that seems as related with the resilience of the Turkish
economy to sudden stops such as openness, dollarization, the structure of current

account deficit and its financing and real exchange rates are evaluated in this section.

3.2.1. Openness

As stated in chapter 2, openness of a country is an essential link in the chain mapping
an external liquidity shock to a financial crisis, since it is related with the sensitivity
of the real exchange rate to capital flow reversals. The country experiences show us
that the more open a country is to international trade, the lower the real exchange to
accommodate a sudden stop in capital flows. Thus measurement of openness of
Turkey can guide us in evaluating the strength of the impact of a possible sudden

stop on RER and thus on the whole economy.

A common measure of the openness of a country in the literature is the share of the
sum of imports and exports of a country to its GDP. The calculation of this ratio for
Turkey as shown in Figure 3.3 shows that openness has been in an increasing trend
since 1990, meaning that the depreciating effect of sudden stops on RER is

decreasing.

48



Y1 Y2

70 120
= (X+M) / GDP (Y1)

— Output of tradables / Absorption of tradables (Y2)

60

+ 100

50 -

1 80
40 -

1 60
30 -

140
20 -
10 T20

0 Lo

Figure 3.3 — Openness Indicators (1990 — 2008Q1, Percentage)
Source: TSI, CBRT
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Here it is worth to note that the increase in the openness indicator in 2001 takes its
root from the sharp decrease in the GDP during the crisis period. Similarly, the
decrease in the indicator in 2007 and in the first quarter of 2008 despite the record
high levels of imports and exports reflects the upward revision of GDP data. Thus the
increase in this openness indicator can be emanated from a relatively high increase in
imports or a decrease in GDP both of which exacerbate the negative impact of a
sudden stop on RER and thus on economy rather than decreasing it. Therefore, this
indicator of openness is thought to be misleading. Instead, Calvo et al (2003) define
the openness of a country as the share of tradable goods output relative to domestic
absorption of tradable goods and used this ratio as a measure of the vulnerability of
RER to sudden stops. The higher the ratio, the higher the demand for tradables met
by the domestic output of tradables and hence the lower the necessary change in the
RER following a sudden stop. Since this ratio is thought to be a better measure of the
impact of sudden stops on RER, it is also calculated for Turkey. As can be seen in
Figure 3.3, this second openness indicator decreased to one of its lowest levels in
2000 due to the high demand for imported goods triggered by high growth rates, but

increased again over 100 percent with the sharp decrease in domestic demand to both
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imported and domestic goods during the 2001 crisis. However, the recovery from the
crisis has brought an increase in the absorption of tradables relative to the domestic
supply of these goods, causing a continuous decrease in the indicator referring that

the required RER adjustment in case of a sudden stop is increasing.
3.2.2. Dollarization

As the indicators of dollarization in Turkey, the share of the foreign exchange (FX)
deposits to total deposits in the banking sector, the share of FX denominated
domestic credits to total domestic credits of the banking sector and the share of FX
denominated and indexed debt of the government in its total domestic debt stock are

calculated and presented in Figure 3.4.
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Figure 3.4 — Dollarization Indicators (1996 — 2008*, Percentage)
* As of the first six months of 2008.

Source: CBRT, Undersecretariat of Treasury of the Republic of Turkey

Beginning from 1983, in which Turkish residents were allowed to open foreign
exchange deposits, the volume of foreign currency denominated deposits had started
to increase, reaching to its highest level with 57.6 percent in 2001. Similarly as of
2001, the share of foreign currency loans in the total loans given by the banking
sector reached to 44.6 percent, while the share of foreign currency denominated and

indexed debt of the government in its total domestic debt increased to 23.9 percent.
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As a result, Turkey became one of the most dollarized economies in the world as of

2001 (Yilmaz, 2006a).

Dollarization in Turkey had taken its roots from political and macroeconomic
instability with fixed or predictable exchange rate regimes, inefficient and currency-
blind market regulations such as blanket guarantee on foreign exchange deposits and
lack of credibility of economic policies. Accordingly, Yilmaz (2006a) draws
attention to the fact that foreign exchange deposits rose significantly even the real
rates of return on them were lower than that on the Turkish currency deposits,
indicating that the high inflation and inflation uncertainty and the resulting lack of

confidence to TRY had given rise to an escape from domestic currency.

However, following the progress in both macroeconomic and political stability after
the 2001 crisis thanks to the tight fiscal and monetary policies and structural reforms
including the banking sector reform that aimed to strengthen the regulation,
supervision and financial structure of the sector, the credibility of TRY has started to
increase. Particularly, the decrease in the inflation rates to single digit numbers as a
result of implementation of IT regime has played a big role in this credibility gain by
erasing the uncertainty about the inflation rates and averted the erosion in the
purchasing power of TRY. Besides, the currency reform made in 2005 has solidified
the credibility of TRY in both internal and external markets. Moreover, by
transferring the exchange rate risk from government to market, the floating exchange
rate regime has increased the sentiment of the economic agents to the exchange rate
risk in their balance sheets. The agents that are aware of that the exchanges rates are
no longer fixed and can change in any time according to the demand and supply
conditions in the market, started to decrease their unhedged exposure to foreign
currency assets by selling them or by using hedging instruments and derivatives
market better. In this context, the opening of the Turkish Derivatives Exchange
Market in February 2005 had played a crucial role in decreasing the dollarization by
presenting an alternative way of protecting from exchange rate risk without holding
foreign currency assets or debt. Consequently, the desire and the need to invest in
foreign currency in order to hedge the value of wealth decreased significantly and
investors have started to increase the share of Turkish currency assets in their

portfolios (Yilmaz, 2006a). This trend can be seen in Figure 3.4 with the sharp fall in

51



each of the three indicators. The share of foreign currency denominated deposits in
total deposits and the foreign currency loans in total loans decreased to 33.94 percent
and 11.09 percent respectively in 2007. Similarly the share of foreign currency
denominated and indexed debt of the government in total domestic debt decreased to
9.76 percent in the same period and reached to 7.65 percent in the first half of 2008,

also reflecting the improvement in the structure of domestic debt.

Despite decreasing, the level of dollarization and the propensity to dollarize is still
high in Turkey due to the bad memories of the past inflationary and unstable
economic environment. Therefore, as Yilmaz (2006a) states, even a small threat to
the macroeconomic stability or any kind of internal or external development that
increases uncertainty perceptions can easily lead to a deterioration in expectations
and give rise to an increase in dollarization. The slight increase in the foreign
currency deposits and credits ratio to 34.3 percent and 11.21 percent respectively in
the first seven months of 2008 as seen in Figure 3.4 following the global financial

turmoil has been a concrete proof of this fact.

Furthermore, as shown in Figure 3.5, despite the declining tendency, liability
dollarization of the real sector that is calculated as the share of foreign exchange
liabilities to total liabilities of this sector, is still high with a level 68.3 percent as of
the end of 2006, imposing a significant level of exchange rate risk and leading to the
persistence of exchange rate sensitivity in the economy. However, it is worth to note
that the low and further decreasing ratio of foreign currency denominated liabilities
to total liabilities in the sectors with no export revenues and in the small sized
companies, which are considered to be more vulnerable to exchange rate risks, has
decreased the vulnerability of the economy to the exchange rate shocks, relative to
pre-2002 period (CBRT, 2006). Nevertheless, further declines in this ratio and
currency mismatches in the balance sheets of the real sector are necessary for the

health of the economy in the face of a sudden stop.
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Source: CBRT Company Accounts

3.2.3. Current Account

When the current account deficits of Turkey are analyzed, it is seen that Turkey is a
country that always runs current account deficits except the crisis periods as shown
in Figure 3.6. In this context, it can be claimed that current account deficits have a
cyclical structure, increasing in high growth periods and decreasing in stagnation
periods, particularly during the crisis periods (see Figure 3.8). Focusing on the recent
period, in parallel with the high growth rates experienced since 2002, the current
account deficit has increased to record levels both in nominal terms and as a share of
GDP (see Table 3.1 and Figure 3.6). The high dependence of domestic production to
imported investment and intermediate goods, and the real appreciation of Turkish lira
that shifts the increased demand from domestic goods to imported goods have
strengthened this deficit-increasing effect of high growth rates. Moreover, record
increases in the global energy and commodity prices have become the biggest
contributors to the deterioration in the current account deficit. According to a special
country report of Fitch (2008), the surge in global oil prices accounts for the
widening of the CAD particularly in 2008 and the CAD that excludes fuels is just 8
billion US dollar rather than 43.1 billion US dollar in the 12 months to May 2008.
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Also, a report of Raymond James (2008a) highlights that as a result of the rise in FDI
inflows, the increasing dividend transfers from Turkey to abroad, which are tripled in
the last three years as shown in Table 3.1, have also added to the deterioration in
CAD. As a result of all these facts, the current account deficit has reached to its
highest levels with 37.7 billion US dollar in 2007 and 21.5 billion US dollar in the
first five months of 2008. The decrease in the share of current account deficit to GDP
that is observed in Figure 3.6 for 2007 and for the first quarter of 2008 is mainly
emanated from the upward revision of GDP data in the last quarter of 2007. To make
its effect more clear, if the revised data had been used for 2006, the ratio would have

been 6.48 percent rather than 7.91 percent shown in the figure.

Table 3.1 — The Sub-Items of Current Account

(million US Dollars) 2002 2003 2004 2005 2006 2007 2008
CURRENT ACCOUNT -626 -7515 -14431 -22137 -31893 -37753 -43137
Net Exports of Goods and Services 1495 -2978 -9939 -17716 -27110 -32846 -18982
Net Income Payments -4554 -5557 -5609 -5875 -6691 -7143 -7475
Net Income from Direct Investment -108 -440 -799 -850 -1039 -2085 -2539
Transfer Payments 2433 1020 1117 1454 1908 2236 2370

Source: SIS, CBRT
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Figure 3.6 — The Ratio of Current Account to GDP (1989- 2008Q1, Percentage)
Source: CBRT, TSI
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Despite the increase in current account deficits, the reasons and financing of current
account deficit, which are very important in evaluating the sustainability of current
account deficit and the risks imposed by it to the economy, are different from the
pre-2001 period. As can be seen from Figure 3.7, while in the pre-2001 period the
current account deficit took its roots from the negative public savings-investment gap
which was increasing continuously, after 2001 this negative gap started to decrease
and turned to positive together with an opposite change in private sector savings-
investment gap causing the private sector’s negative gap to become the main cause of
the current account deficits in recent years. Also before the 2001 crisis, both total
domestic investments and savings displayed a downward trend. However, following
the tight monetary and fiscal policies together with high growth rates experienced
after the crisis, the current account deficit has emerged in an environment where both
domestic savings and investments have been increasing. In this framework, current
account deficit in the recent years emanated from the faster increase in total domestic

investments relative to the increase in total domestic savings.
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Figure 3.7 -Domestic Savings and Investments (1994- 2008, Billion TRY)
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Source: State Planning Organization (SPO)
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When we look at the reasons of the change in net savings of public and private
sector, it is obvious that the increase in the net savings of public sector is a result of
the tight fiscal policies implemented. On the other hand, about the decrease in net
savings of private sector different factors have been effective. First of all, the
appreciation of TRY following the recovery of the economy after the crisis has
contributed a lot to the decrease in net savings of private sector. Also Inan (2006)
claims that, as experienced in other developing countries, with the maintenance of
macroeconomic stability in a great extent, the foreign savings that flow in to Turkey
could have substituted the domestic savings and become another reason of the
decrease in net domestic savings. He supported this view with his finding of high

negative correlation between these two series.

Moreover, when the components of imports are examined as in Table 3.2, it is seen
that the share of consumption goods in total imports has always remained limited and
the increase in imports has been mainly emanated from the imports of investment
and intermediate goods, causing the domestic production capacity of Turkey to
increase, which is a good development for the sustainability of CADs. However, as
cited by Babaoglu (2005), besides the composition of imports, the sectors in which
these imported investment and intermediate goods are used are also very important.
High investment in the non-tradable goods sectors temporarily boosts domestic
demand but does not improve the productive capacity in exporting and import-
competing sectors significantly whereas private sector investment in tradable goods
sectors contributes to reducing the CAD (World Bank, 2008). According to World
Bank (2008), although investment in non-tradable sectors has historically been
significantly larger than investment in tradable sectors, a significant shift in the
composition of investment towards tradable sector has taken place in Turkey since
2001. Despite still being low compared to fast growing countries and new EU

members, this is a positive process for the sustainability of CADs in Turkey.

Table 3.2 — Imports by Classification of Broad Economic Categories

% of total imports 2002 2003 2004 2005 2006 2007 2008
Capital Goods 16.3 16.3 17.8 17.4 16.7 15.9 13.5
Intermediate Goods 73.0 7.7 69.3 70.1 714 72.7 75.5
Consumption Goods 9.5 11.3 12.4 12.0 11.5 11.0 10.6
Source: TSI
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In summary, looking at the change in the causes of current account deficit, based on
Lawson’s Doctrine, it can be suggested that current account deficit is not a problem
anymore due to the fact that now the private sector’s investment expenditures, which
exceed the savings, are at the center of the increase in CADs. However Brazil, Chile
and Mexico faced with crisis in such a situation in 1980’s as it is stated before in
Chapter 2. Therefore, although the change in the reasons of current account deficit
reflects a healthier and less vulnerable economy, if Turkey faces with a sudden stop
due to a deterioration in whether local or global conditions, a serious balance of
payments correction will become essential, bringing serious consequences for the
economy. Nevertheless the ratio of CAD to net international reserves, which is one
of the indicators of the country risk, has been pursuing an increasing trend since 2001
reaching to its record level with approximately 40 percent as of May 2008 despite the
increase in the reserves. The increase in this ratio indicates the risks tied to CADs are
rising. However, it should be noted that the import coverage ratio of international
reserves, which is another indicator of country risk and a measure to calculate the
adequacy of international reserves that shows for how long the international reserves
of the country can cover for the imports without any external financing, has still
maintain its high levels with 7.3 months which is well above the 3 months ratio that
is stated by the IMF as the adequate level of international reserves. In light of these

remarks, the structure of the financing of CAD has a critical importance.

3.2.4. The Financing of Current Account: Capital Account

As seen in Figure 3.8, high growth rates, high current account deficits and high net
financial inflows have come hand in hand in Turkey. This trend can be read as high
current account deficits that exists as a result of high growth rates in the country have
necessitated high capital inflows to the country and the foreign investments have not
hesitated to enter to the country in the high growth and high real interest rate
environment. On the other hand, Pamukcu and Yeldan (2005) and Yeldan (2006)
have interpreted this relation from international financial inflows to growth and
current account deficit. According to them, growth in Turkey has been mainly driven
by the massive inflows of foreign capital, which was lured by the high real rates of

return. In turn the high growth rates have caused the current account deficits to
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increase due to the high dependence of domestic production to imported goods. Thus
it can be claimed that there is a bilateral relationship between growth rates and global
financial inflows. Whatever the direction of the relation is, as stated by
Standard&Poor’s (2008a), the massive capital inflows together with high current
account deficits has subjected the relatively shallow Turkish domestic and foreign
exchange markets to pronounced downswings when foreign investors withdraw their
funds en masse in response to either changing global liquidity conditions or
perceived increase in domestic risks. Coherently, as seen in Figure 3.8, in 1994, 1998
and 2001, net international financial flows to the country decreased very rapidly and
passed into negative territory causing the slowdown of the economy with negative
growth rates in 1994 and 2001 and the CADs to turn into surpluses. In this context,
we can claim that Turkey experienced three sudden stop episodes in the post-1989
period. The calculations of Varlik (2004) using the quantitative definitions of sudden

stops in the literature stated in Chapter 2 also confirm this fact.
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Figure 3.8 — Net Financial Flows, CAD* and Growth (1989 — 2008*%)

* Positive figures indicate CADs where as negative figures refer the current account
surpluses.

** Annualized percentage change as of the first quarter of 2008 for the GDP growth,
first five months of 2008 for CAD and financial flows.

Source: CBRT, TSI
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In this rapid reversal of capital flows, the structure of these flows played a critical
role. In figure 3.9, the maturity structure of capital inflows are examined. Here the
short-term capital inflows captures the short-term credits that are used by residents of
Turkey including the government, CBRT and the banking sector from abroad,
foreigners deposits in the banking sector and the short-term deposits of Turkish
workers, who are resident abroad, in CBRT. On the other hand, the long-term capital
inflows covers the long term credits used by residents from international markets,
long-term deposits in CBRT and the credits used from IMF. Until 2001, the FDI
inflows, which are the most stable capital items with the least probability of escaping
from the country during a crisis, were very limited and the CADs were mainly
financed by the short-term capital inflows that are the most volatile capital item. This
type of capital can easily and very rapidly fly from the country in the crisis periods
and even in case of minor unfavorable developments in the country, causing the
situation to worsen. The movements in short-term capital flows during 1994 and
2001 crises and during the turmoil in the global financial markets experienced in

2006 and 2007 are the concrete proofs of the volatile structure of such flows.
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Figure 3.9 — Maturity Structure of Capital Inflows (1989-2008*, Million USD)
* Annualized as of May 2008.
Source: CBRT
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On the other hand, as from 2001, the financing quality of current account deficits has
improved with a significant increase in FDI and in long-term capital inflows thanks
to the macroeconomic stability and the structural reforms in the country together
with the IMF and EU anchors that increase the investor confidence to the country.
The increase in FDI has mainly emanated from the privatization of some public
institutions as a part of structural reforms and the acquirement of existing companies
by foreigners, rather than the greenfield investments that create new production
capacity and job opportunities, and that are the most desirable type of foreign capital.
On the other hand, the striking increase in the long-term capital inflows in the last
four years are achieved in an environment where the government and CBRT are
saving from their liabilities to foreign creditors, Turkish workers living abroad and
IMF, thanks to the increased long-term borrowing of banking sector and other sectors
from abroad. In this context, the share of more stable capital items in the financing of
CAD has increased sharply. Despite these improvements in the quality of financing,
the slow-down in FDI in 2008 and the increased dependence to external borrowing of
corporate sector in financing the continuously increasing CADs have raised the

concerns one more time about the sustainability of CADs and its financing in recent

years.
. O Non-debt generating financing / CAD
2008 18 | 68 | B Portfolio Flows / CAD
— O Net Borrowing / CAD
2007 56 B 74 |
2006 59 5
2005 49 95
2004 21 [ 53
2003 75 46
2000 26 h 85
-100 -50 0 50 100 150 200 250

Figure 3.10 — Financing of Current Account Deficits (2000- 2008*, Percentage)

* 2001 is excluded because of being a crisis year, 2008 figure covers the first five
months of the year

Source: CBRT, TSI
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Accordingly, Figure 3.10 shows that beginning from 2002 non-debt generating
financial inflows, which capture the FDI and net errors and omissions items in the
capital account, started to finance a bigger part of CAD reflecting the improvement
in the quality of financing and the capital account surpluses have exceeded the
current account deficits causing an increase in reserve assets of the country. In other
words, Turkey with its strong economic potential and high real interest rates was a
magnet for foreign investors and was more than capable of securing financing for the
large CAD (Standard&Poor’s, 2008b). However, as the figure depicts, Turkey fell
short of financing its CAD in the first five months of 2008 with a sharp decrease in
non-debt generating financing and portfolio outflows. The credit crunch in the
international financial markets that started in August 2007 in US mortgage markets
and exacerbated by spreading to other sectors and countries, has played the main role
in this decrease by increasing the risk perceptions of investors. According to
Standard&Poor’s (2008b), the withdrawal of foreign investors from the domestic
market may also have been triggered by inflationary pressures and deteriorating
inflation expectations, which would have eroded foreign investors’ expected rates of
return and also by political uncertainty, which would have raised the risk premium
on government debt. Thus, Turkey should thank to external borrowing of the private
sector, which is about 70 percent of CAD, for limiting the erosion in foreign reserves
and preventing the abrupt adjustment in RER. Nonetheless, the increasing reliance of
the Turkish corporate sector on foreign borrowings leads to a riskier balance sheet
profile in this sector and increase its vulnerability to the swings in the exchange rates.
Besides, in its report on Turkish capital account, Raymond James (2008b) warns on
that these capital inflows could also decrease because of the recent negative
developments in global liquidity conditions, and TRY could still be prone to external
shocks due to the rising global risk factors and domestic political tension. Moreover,
the analyze of Raymond James on total credits of the private sector shows that the
largest repayment of the non-banking sector’s external credits will take place in
2008-2009 period, meaning that in order to contribute the CAD financing positively
they should borrow more than they repay in the 12 months ahead. However,

considering the deteriorating international liquidity conditions, this could be difficult.
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Table 3.3 summarizes the financing of current account deficits in terms of the sub-
items of balance of payments. Here, it draws attention that foreigners’ holdings of
government debt securities issued in Turkey is one of the most volatile and ready to
run-away capital item in the balance of payments as stated by Erkilic (2005). These
flows, which had followed a rising trend as from 2002 after the deep fall in 2000 and
2001, have started to flow out of the country beginning from 2007 due to the recent
unfavorable developments in both domestic and global conditions. In considering
that the government’s domestic debt securities held by foreigners amounted to 29
billion USD'* as of May 2008, the further negative developments in either domestic
or global investment conditions can pose the risk of further and faster withdrawals of

this capital, putting the financing of current account deficit in distress.

In short, although the rejection of the lawsuit about the closure of the ruling party
AKP by the constitutional court in late July could give rise to an increase in capital
inflows, especially in portfolio inflows by easing the political uncertainty in the
country, concerns over the widening CAD and its financing are exacerbated by
declining FDI coverage, tighter global liquidity and reduced risk appetite of foreign

investors.
3.2.5 - Real Exchange Rates

Figure 3.11 summarizes the developments in the real effective exchange rate (REER)
index, which is computed as the weighted geometric average of the price level in
Turkey relative to the price levels in its trade partners, from 1980 to today by taking
1995 as the base year and its relation with the CAD. The increase in the index
indicates a real appreciation of Turkey or vice versa, coherent with the equation 2.8.
Here, it is worth to note that, as Erkiligc (2006) highlights, the health of using this
index as a clear indicator of overvaluation or undervaluation of TRY is open to
debate since it implies to adopt the assumption of that the RER in 1995 is the

equilibrium rate.

'* International Investment Position Report published by CBRT.
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Table 3.3 — The Financing of Current Account Deficits in terms of the Sub-Items of Balance of Payments

(Million US Dollars) 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 Jan-May
CURRENT ACCOUNT 974 6433 2631 -2339 -2437 -2638 2000 -925 -9920 3760 -626 -7515 -14431 -22137 -31893 -37753 -21,541
FINANCING OF CURRENT ACCOUNT| 2164 8595  -4463 93 938 3625 1287 -377 12581 -1633 1403 3095 13388 20302 32066 36612 21,947
Direct Investment, net 779 622 559 772 612 554 573 138 112 2855 958 1252 2005 8967 19065 20099 4,390
In Turkey 844 636 608 885 722 805 940 783 982  33%2 1133 17561 2785 10031 19989 22205 6,053
Equity Capital 844 636 608 885 722 805 940 783 982  33%2 617 737 1092 8134 16982 18702 5,000
Other Capital (Net) 516 16 350 56 85 551 30
Real Estate (Net) 998 1343 1841 2922 2952 1,023
Portfolio Investment, net 2411 3917 1158 237 570 1634 6711 3429 1022 -4515 -593 2465 8023 13437 7373 717 -1,095
Assets -754 -563 35 -466  -1380 -710 -1622 -759 593  -788  -2096 -1386 -1388 -1233 -4029  -2063 -74
Liabilities 3165 4480 1123 703 1950 2344  -5089 4188 1615 -3727 1503 3851 9411 14670 11402 2780 -1,021
Equity Securities 350 570 989 195 191 8 -518 428 489 -79 -16 905 1427 5669 1939 5138 927
Debt Securities 2815 3910 134 508 1759 2336 4571 3760 1126  -3648 1519 2946 7984 9001 9463  -2358 -1,948
General Government 2988 3903 446 933 1919 1915 -4369 3677 984  -3645 1958 3123 7984 9351 9463  -2358 -1,948
In Turkey 10 182 35 124 428 562  -3992 540  -5126 -3744 929 1614 6025 5934 6129  -3281 -1,082
Abroad 2978 3721 411 809 1491 1353 -377 3137 6110 99 1029 1509 1959 3417 3334 923 -866
Banks 43 7 -312 212 -160 421 -202 83 142 -3 -439 177 0 -350 0 0 0
Other Investment, net 458 4364  -5634 3903 4301 4753 5067 1782 11801 -2667 7191 3425 4184 15745 11742 23828 17,563
Assets -2438  -3291 2423 -383 331 -1750  -1464 2304 -1939  -601 777 986 6955 259  -13437 -4782 -6,570
Liabilities 2896 7655  -8057 4286 3970 6503 6531 4086 13740 -2066 7968 4411 11139 15486 25179 28610 24,133
Short-term credits 4045 5572 -7611 2840 915 1626 365 2781 6666 -9810 -329 3518 7403 6085 -2839 2691 4151
Long term credits -1362 59 -1535 2087  -1729 490 1673 241 4382 312 2081  -453 1727 864 8093 18331 14453
IMF credits 0 0 340 347 0 -28 -231 520 3351 10230 6365 -50  -3518 -5353  -4511  -3983 2882
Currency and Deposits 154 1589 1260 2462 2567 876 2877 239 -20 -832 348 1368 647 489 4622 -3323 2,135
Reserve Assets -1484  -308 -546  -5005 -4545 -3316 -216 -5726  -354 2694 -6153 -4047 -824 17847 -6114 -8032 1,089
[NET ERRORS AND OMISSIONS -1190 2162 1832 2432 1499  -987  -713 1302 -2661 -2127 -777 4420 1043 1835 -173 1141 -406

* Negative figures indicate an increase while positive figures indicate a decrease in reserve assets.

Source: CBRT, SIS




As it 1s indicated in Chapter 2, RER is also an indicator of the competitiveness of a
country in the global goods and services market. An increase in RER decreases the
competitiveness of the country by making the domestically produced goods more
expensive relative to foreign goods causing the exports to decrease and vice versa.
However RER is not the single competitiveness indicator. The cost of inputs,
financial burdens on the producers, the cost of credit and the productivity also affects
the competitiveness (Inan, 2006). In fact, despite the high real appreciation of TRY
following the 2001 crisis, exports of Turkey has continued to increase thanks to the
productivity increase in the manufacturing sector that has been high enough to offset

the loss of competitiveness emanated from the increase in RER.

In light of these informations, according to the Figure 3.11, there is a positive
relation with REER and the share of CAD to GDP. As the REER increases or in
other words as TRY appreciates in real terms, the CAD ratio also increases,

supporting the fact that Marshall-Lerner condition is viable for Turkey.
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Figure 3.11 -Real Effective Exchange Rate Index (1995 = 100, CPI based,
annual average) and CAD (1980-2008%)

* 2008 figures are the average of the first six months of 2008 for REER and the first
quarter of 2008 for CAD to GDP ratio.

** Negative CAD/GDP figures indicate a current account surplus.
Source: CBRT
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The real depreciation of TRY during 1980s as seen in the figure can be explained by
the exchange rate policy pursued in that period in an aim of controlled depreciation
of TRY consistent with the exports-based growth strategy. However, with the
liberalization of the international capital flows, the real exchange rates started to
increase indicating a relative real appreciation of TRY. This real appreciation trend
continues until the 1994 crisis resulting in a devaluation and thus a real depreciation.
Nevertheless the RER started to increase again with the recovery from the crisis.
RER increased further in 2000, since in this period monthly inflation rates were
realized above the targeted rates while the exchange rates were increased in-line with
pre-announced levels, which are compatible with the targeted inflation rates stated in
the exchange rate based disinflation program, rising the speculations about the
(un)sustainability of the exchange rate policy. As a result of these speculations
together with the fragilities in the economy mentioned previously in this section, an
attack to TRY had materialized, causing a high devaluation and abandonment of
fixed exchange rate regime and thereby resulting in a sharp decrease in RER.
Following the 2001 crisis period, the RER started to increase again reaching record
levels in its history due to the massive capital inflows to Turkey thanks to the
macroeconomic stability achieved and favorable liquidity conditions in the global
financial markets. Also it is worth to note that until 2006, the real appreciation of
TRY realized in an environment where the domestic inflation was decreasing,
whereas as from 2006 TRY has appreciated in real terms while the inflation is
increasing. Thus the increase in inflation has also contributed to the RER increase in
2007 and 2008. As expected, this striking real appreciation of TRY has played one of
the main roles that caused the CAD to increase to its historically record levels.
Accordingly, the movements in RER will also play the main role in the adjustment
process in case of a sudden stop that necessitates a serious balance of payments

correction as happened in the past.
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CHAPTER 4
THE MODEL AND ITS APPLICATION TO TURKEY

4.1. The Model

In order to calculate the necessary real exchange rate adjustment in Turkey in case of
a sudden stop, the model of Calvo et al. (2003b) and Calvo et al. (2004) is used. This
model explores the consequences of a fall in capital inflows in terms of RER

behavior in a small open economy that experiences a current account deficit.
According to the model:
CAD=A"+8*-Y" 4.1)

where A' is the absorption of tradable goods, S* is the net factor payments to
foreigners and Y is the supply of tradable goods. This equation is another form of

equation (2.4) where S* = - r, NFA; and:
AT=Y'+M-X 4.2)

Typically, prior to a sudden stop episode the CAD is positive, and as a result of the
sudden stop the full amount of that imbalance should be cut. In this case, assuming
that S* and Y" are constant, the fall in absorption of tradable goods should be equal

to current account deficit:
-AA" = CAD (4.3)

Thus the percentage fall in the absorption of tradable goods needed to restore

equilibrium is equal to:

AAT CAD
==F =T =—(1- o) 4.4

66



where ® is the amount of un-leveraged absorption of tradable goods which is
financed by the domestic supply of tradable goods. From equations (4.1) and (4.3), it
can be seen that ® is equal to:
y'—g§*

w= (A—T) 4.5)
As can be seen from the equation (4.5), ® is related with the degree of openness
which can be calculated as the share of Y" relative to A'. Accordingly, the lower the
degree of openness and hence the lower the value of ®, the higher will be the share
of absorption of tradables financed from abroad. So relatively closed economies with

a small supply of tradable goods will be highly leveraged.

Now let’s consider the effects of the fall in the absorption of tradable goods on the
RER. According to the equations (2.8) and (2.9) that show the measurement of RER,
RER depends on both the domestic and foreign price levels or with another definition
on non-tradable and tradable goods’ prices. Given that the price of tradable goods is
determined from abroad, all we need to take into account is the behavior of the non-

tradable goods market. Demand for non-tradable goods is equal to:
al=a-Pp+ Sa’ (4.6)

where a" and a" are the log of demands (absorptions) for non-tradable and tradable
goods respectively, p is the log of the relative price of non-tradable to tradable goods

(rer), B is the price elasticity of the demand for non-tradable goods.

According to the “absorption approach” defined in Chapter 2, a sudden contraction in
CAD following a sudden stop requires a sharp decline in aggregate demand which
implies a fall in the demand for both tradable and non-tradable goods. Thus the
expected sign of 0 is positive as presented in the equation (4.6). As it is expressed by
Calvo and Reinhart (2000), the excess supply of tradables can be shipped abroad, but
the non-tradables are, by definition, bottled up at home and thus, its relative price
will have to fall. In this context, taking the first differences in the equation (4.6),

approximating the relative change in A" by its first difference in logs and assuming
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that the supply of non-tradables is constant for simplicity, the required RER change

can be calculated as shown in the equations (4.7) and (4.8).
da™ = - Bdp + 8da” 4.7)

Since da" is assumed to be equal to zero and da’ is equal to 1, the change in the real

exchange rate is equal to:

i ) X[_ CADJ __(-w (4.8)

A" 4

where (0/B) is equal to (1/x). Hence, in case of a sudden stop, the change in the
relative price of non-tradables to tradables (dp) and thus the change in RER depends
on the price elasticity of the demand for non-tradable goods (P), the sensitivity of
non-tradables demand to tradables demand (0) and the ratio of CAD to A" which
indicates the leveraged absorption, 1. In this context, one of the key element in
determining the size of the required change in the RER is given by Y, which is equal
to the ratio of 3 to d. As can be seen from the equation (4.8), the higher the 4 and the
lower the P, and thus the lower the %, the higher the required RER change.
Accordingly, the higher the leveraged absorption of tradables, 1 (or the lower the un-
leveraged absorption of tradables, ®), the higher the impact on the RER needed to
restore equilibrium after a sudden stop. As Calvo et al. (2004) explain, the intuition
is that since the supply of tradables is relatively fixed in the short run, the smaller the
supply of tradables relative to domestic absorption of tradables, the larger the
proportional reduction in domestic absorption of tradables required by the adjustment
of the current account and thus the larger the required fall in the RER. Hence it can
be claimed that ® is a good summary statistic to measure the impact on RER.
However, as Calvo et al. (2004) emphasize, this equation is not intended to model
the actual change in the equilibrium real exchange rate but, rather, the part of the

total change that is likely to be very difficult for the country to prevent.

In order to calculate 1 and ®, Calvo ef al. (2003b) proxy A" by imports and Y" by
exports, assuming that all the tradables produced domestically are exported and all

the tradables consumed by residents are imported. More realistically, in their study
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on 32 developing countries, Calvo ef al. (2004) compute the value of A" as shown in
equation (4.2), by proxying tradable output by the sum of agricultural and industrial
output (or in another way by excluding services from total output) and by subtracting
exports and adding imports to this value. Besides Calvo ef al. (2003b) assume that
the preferences are homothetic and hence 9 is equal to 1, causing the  to be equal to
the price elasticity of non-tradable goods, . Under this assumption, they take the
value of  as 0.4 which is the lowest point estimate of price elasticity in the literature
because it is found that estimates of ) for developing countries are much lower than
those for industrial countries, implying that sudden stops can be much more

devastating for EMs.

Using the model, Calvo et al. (2003b) find that Argentina would have needed to
depreciate its RER by 46 percent in order to bring down its current account to zero
following the Russian crisis, whereas Chile which was a more open and non-
dollarized economy would only have needed to depreciate its RER by 32 percent.
However, while between 1998 and 2001 Chile depreciated its currency vis-a-vis
dollar by about 45 percent in real terms and close a deficit equivalent to 6 percent of
GDP from 1998 to 1999, Argentina depreciates its RER by only around 14 percent.
Resulting decrease in the current account deficit from 4.9 percent of GDP in 1998 to
2.4 percent of GDP in 2001 clearly indicates that this depreciation was far from
sufficient. The authors explain the slow adjustment of RER observed in Argentina by
the combination of a fixed exchange rate and price stickiness, which retarded the

adjustment of the RER.

According to Obstfeld and Rogoff (2005), the implications of the RER changes for
nominal exchange rates depend on the monetary policies implemented. In this
context, they consider two possibilities: that central banks stabilize the domestic CPI,
and that they stabilize the domestic GDP deflator. Under CPI targeting, the monetary
authorities hold overall price levels constant, so that the only source of real exchange
rate change is nominal exchange rate change. As a result, nominal and real exchange
rate changes are equal. On the other hand, under real GDP targeting, central banks
allow the prices to change and as a result the overall price level increases following

the depreciation of domestic currency after a sudden stop. By considering the

69



equation (2.8), it is clear that the decrease in RER (real depreciation of domestic
currency) while overall price level in the country is increasing means that the change

in nominal exchange rate is bigger than the change in RER".

4.2. Application of the Model to Turkey

By applying the model introduced by Calvo et al. (2003b) and Calvo et al. (2004),
the question of what would have happened to RER if recently Turkey had faced with
a sudden stop is tried to be answered. In this context, the supply and absorption of
tradables is calculated by using two methods for different purposes. As a first method
of calculation, as Calvo et al. (2004) did, tradable output (Y") is proxied by the sum
of agricultural and industrial output'® and absorption of tradable goods (A") is
calculated by adding imports to and subtracting exports from this value of Y". From
now on, this method of calculation will be called as “Method 1" and is preferred due
to its more realistic approach to the calculation of AT and Y'. Since the GDP
components, which are used to calculate the Y' and A", are published quarterly, the
calculations using Method 1 are made quarterly. On the other hand, in order to see
and analyze the most recent situation, the same calculations are also made by using
the monthly current account data, by making the simplifying assumption that Y" and
A" are equal to exports and imports respectively as Calvo e al. (2003) did. Similarly,
“Method 2 will state for this type of calculation.

In this context, first of all, the un-leveraged absorption of tradable goods, ®, which is
financed by the domestic supply of tradable goods, for Turkey are calculated as
shown in the equation (4.5). Figure 4.1 shows the movements in ® in Turkey from
January 1993 to May 2008. As it is seen, Method 2 is used in deriving the graph in
order to see the trend of the coefficient in a broader time period since the recently

revised GDP data go back to only 1998 whereas monthly current account data can be

' For an analytic explanation of the effects of the changes in RER on nominal exchange rates under
different monetary policies, see Obstfeld and Rogoff (2005)

' In detail, supply of tradables (Y*) is assumed to be equal to the sum of the agriculture, hunting and

forestry, fishery, mining and quarrying, and manufacturing items of the gross domestic product (GDP)
calculated by Turkish Statistical Institute (TSI).
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obtained from 1992 till May 2008. Also, the data is annualized in order to distinguish

the trend from seasonal movements.

2000 2001 2007 2008Q1  May 2008

(%) 83.7 108.5 78.7 78.8 78.5

Figure 4.1 - The Un-Leveraged Absorption Coefficient (®) for Turkey
(December 1992 — May 2008, Method 2, Annualized Monthly Data)

Source: CBRT

It can be seen from the Figure 4.1 that just before the 1994 and 2001 crisis, the un-
leveraged absorption coefficient, ® hit to its lowest levels and following the crisis it
started to increase reaching over 1. Specifically focusing on the recent period, it is
seen that at the end of 2000, with the over-valuation of Turkish Lira as a result of the
monetary and exchange rate policies implemented in that period, the imports
increased faster than exports and o fell to 83.7 percent annually. However, following
the banking sector shock at the end of 2000 and the financial crisis in 2001, the
coefficient started to increase, reaching 108.5 percent at the end of 2001.
Nonetheless, together with the appreciation of TRY and the increase in domestic
demand as a result of the recovery in the economy, ® has continuously decreased
back to the levels below 1 from the second quarter of 2002 till today. As a result of
this decrease, as of May 2008, ® has reached to its lowest level in the period
analyzed, with a level of 78.5 percent. Similarly, Table 4.1 shows the values of ®

calculated by using Method 1 that uses GDP components to derive A" and Y" instead
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of proxying them to imports and exports respectively. As it can be seen, although the
calculations of Method 1 are slightly higher than the values calculated by Method 2,
the trend is same with a continuous decrease in recent years. Thus, as the equation
(4.8) implies, the required change in the RER following a sudden stop and
accordingly the vulnerability of the economy to sudden stops have increased in the

recent period.

Table 4.1 — The Un-Leveraged Absorption Coefficients (®) for Turkey
(Percentage, Method 1, Annualized Quarterly Data)

2000 2001 2007 2008Q1
0] 89.3 107.4 81.3 81.1

Source: TSI, CBRT

Given this framework, the question of what should be the size of RER realignment in
Turkey following a sudden stop that requires a full adjustment of the current account
deficit is tried to be answered. As implied by the equation (2.14), net capital inflows
at a certain time should be equal to the sum of current account deficit and the change
in international reserves. Thus a sudden stop that decrease the net capital inflows to
zero should be met either by a same amount of decrease in current account deficit
without a change in international reserves or a lesser amount of decrease in current
account deficit together with a position closing decrease in international reserves.
Also, it is possible to meet the decrease in capital account with a same amount of a
decrease in international reserves without affecting the current account. However, as
it 1s stated before in Chapter 2, such a policy action that exhausts the international
reserves can worsen the situation by increasing the possibility of a speculative attack
and the vulnerability of the country against it. Thus, in calculating the necessary real
exchange rate change in the face of a sudden stop in Turkey, it is assumed that pure
floating exchange rate regime is implemented and therefore all the decrease in capital
account surplus is met by an equivalent change in capital account deficit without a

change in international reserves.

To this end, the scenario in which the net capital inflows decrease to zero is
evaluated using the equation (4.8). In this context, although in their calculations

Calvo et al. (2003b) use the lowest point estimate in the literature for x which is 0.4
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as stated above, in this study ) that shows the ratio of price elasticity of non-
tradables to its sensitivity to absorption of tradables is tried to be estimated
specifically for Turkey and the required RER change is measured by using these

estimated coefficients.

In order to estimate %, first of all a long-run variable space of the absorption of non-
tradable goods, z; = (aN, rer, aT) is considered, where rer, a and a’ signify natural
logarithms of RER, A" and A", respectively. Here, A is calculated by subtracting
the absorption of tradables that is assumed to be equal to imports from total
absorption and the quarterly data from 1998:1Q to 2008:1Q are used. The integration
properties and thus the stationarity of these three variables in the system individually
are investigated by applying Augmented Dickey-Fuller (1981) (ADF) unit root test
with the lag length (k) that is selected to remove any manifest serial correlation. The
results of the test are presented in Table 4.2, suggesting that a", rer and a' are
integrated of order 1, I(1) and hence non-stationary in their levels but stationary in

their first differences.

Table 4.2 — Augmented Dickey-Fuller (ADF) Test Statistics

Levels First Differences
Series Tu(k) T(k) T(k)
a™ -1.62(4) -0.05(4) -5.78(1)*
rer -1.63(4) -0.18(4) -17.64(1)*
a' -2.11(4) -0.86(4) -4.55(1)*

Notes: The equations for T. contain a constant term whereas the equations for 7T also
include a linear trend. Numbers in the paranthesis are the lags (k) used in the
augmentation of ADF regression. An asterisk (*) indicates that the unit root null
hypothesis is rejected at the 5% level, using MacKinnon’s (1991) critical values.

Since all the three variables are integrated in the same order, a simple regression of
these variables can present the long-run relationship if they are cointegrated with
each other. Accordingly, in order to see if there is a cointegration relation between
a", rer and a', by using the Engle-Granger approach we can look at the stationarity of

the residuals of the simple regression. In this context, the equation (4.8) is estimated
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with the least squares for the period between 1998:1Q and 2008:1Q. The results of

this regression are disclosed in the equation (4.9).

a¥ =8.98-0.4rer+0.62a" (4.9)
(0.678) (0.178) (0.088)
R>=0.79, DW = 1.88, ADF(0) =-7.21

where DW is the Durbin-Watson test statistic for the detection of the autocorrelation
in the residuals from the regression and ADF(Qi) represents the statistic of augmented
Dickey-Fuller test for the non-stationarity of the equation residuals (Engle and
Granger, 1987). While the DW statistic indicates that the equation residuals are not
correlated, the ADF(i) statistic refers that these residuals are stationary. Alternative
to ADF, the Cointegration Regression Durbin-Watson (CRDW) (Sargen and
Bhargava, 1983) test also implies that a", rer and a" are cointegrated with each other.
Hence, the results of the regression suggest that the static equation can be interpreted
as representing a long-run equilibrium relationship. Accordingly, the long run price
elasticity of a" is estimated as 0.4 with a negative sign as expected and the long-run
sensitivity of a" to a" is 0.62. Therefore the y coefficient that is used to calculate the

necessary RER change is found to be equal to 0.65.

Considering the results of the estimation for Turkey, it is seen that the y coefficient is
higher in Turkey than what Calvo suggested for developing countries'’. Therefore,
according to the equation (4.8), the required RER change following a sudden stop in
Turkey will be lower than what is suggested by Calvo. In order to see the differences,
the required RER change in Turkey is calculated for both of ) coefficients, } = 0.4
and x = 0.65.

The results of the model for Turkey are summarized in Table 4.3. Here the data,
which are used to calculate ®, are not annualized as in Figure 4.1 and Table 4.1 that
aim to show the trend in the coefficient, and rather raw data of national and current

account are used in order to see the necessary RER change just at that point of time.

"7 Here it should be considered that Calvo assumes a homothetic relation between non-tradables and
tradables demand and therefore takes the coefficient of sensitivity to tradable goods demand,d as 1
and 7 as equal to price elasticity of non-tradables demand, B. In this context, Calvo’s assumption on
the level of price elasticity of non-tradables in developing countries is consistent with our findings for
Turkey.
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Table 4.3 — The Annualized Current Account Deficits (CAD) and the Required

Real Exchange Rate (RER) Changes in Turkey
2000Q4 2007Q4 2008Q1 May 2008*

CAD
(billion USD) 3.01 11.61 12.02 4.64
© 87.45 79.62 75.93 76.88
(Percentage)
n 12.55 20.38 24.07 23.12
(Percentage)
Required RER Change y = 0.65 19.99 31.35 3703 35.57
(Percentage) ) ) ) )
Required RER Changex =04 5, 55 50.95 60.18 57.80

(Percentage)

* The required RER change in May 2008 is obtained by using the ® coefficient calculated
through Method 2, where as the other RER calculations are made by following the Method 1.

Source: TSI and author’s own calculations

The results indicate that in case of a sudden stop in Turkey, RER is required to
depreciate by 37 percent in the first quarter of 2008 in order to close the current
account gap that amounts to 12 billion USD for the quarter. Similarly, using the
Method 2, the necessary RER depreciation following a sudden stop is calculated as
35.6 percent for May 2008. As can be seen from the table, the necessary RER
depreciation that is calculated by taking y as 0.4 as suggested in the literature, is

significantly higher than the calculations that use y estimations peculiar to Turkey.

In order to evaluate the results of the model, the required RER changes derived from
the model and the realized RER change in the 2000-2001 period are compared with
each other. According to the model calculations that use the ¥ coefficients estimated
for Turkey, in order to close the current account deficit of about 3 billion USD in the
fourth quarter of 2000, the RER should have to decrease by 19.3 percent. However,
in reality the CAD decreased to only 571 million USD with a real depreciation of 8.4
percent in the first quarter of 2001 whereas the model foresees a real depreciation of
15.6 percent for such a decrease in CAD. On the other hand, the calculation that
takes x as 0.4 consistent with the literature, find that for such an adjustment, the RER

should depreciate more by 25.4 percent. Accordingly, the comparison of the realized
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RER change with the results obtained from the model for the periods 2000 and 2001
shows that the realized change is lower than the model’s calculations. This difference
can be explained by the combination of a fixed exchange rate and price stickiness as
Calvo et al. (2003b) did for the slow adjustment of RER observed in Argentina.
However, because of the floating exchange rate regime that has been implemented
since February 2001, it is acceptable to assume that hereafter CBRT will beware of
intervening in the foreign exchange markets aggressively and thus the RER change
required to close the current account gap in case of a sudden stop will probably be

closer to the model’s forecast.

Regarding the implications of these RER depreciations for nominal exchange rates, it
is seen that nominal depreciation had always been significantly higher than real
depreciation due to the high inflation particularly in the crisis periods, consistent with
what Freund (2005) suggests. For example in 2001, the average nominal exchange
rate depreciated by 96.1 percent annually whereas RER depreciated by only 17.6
percent. However, it can be claimed that now on the level of the nominal exchange
rate depreciation will be closer to that of RER, since the implementation of IT regime
is expected to limit the increase in domestic general price level following a sudden

stop relative to the 2001 crisis period.

The results of this probable RER adjustment and particularly whether it will cause a
financial crisis or not depend on the currency mismatches in the balance sheets of the
economic agents and the level of the liability dollarization in the economy. As
analyzed in Chapter 3, since the foreign currency denominated debt of the public
sector has decreased significantly in nominal terms since 2001, the negative effects
of such a real depreciation in TRY on public finance is expected to be in manageable
levels. Also with the effective regulations and supervision of the banking sector
within the context of restructuring of the sector, the currency mismatches in the
balance sheets of banks have also decreased substantially relative to 2001 period.
Therefore the effects of a sudden stop are expected to be milder than that of the
sudden stop experienced in 2001. However, despite being decreased, currency
mismatches and liability dollarization in the real sector is still high and thus a real
depreciation of TRY following a sudden stop can still lead up to a financial crisis due

to the resulting bankruptcies in the real sector and the increases in delinquent debts
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of the real sector to the banking sector following a sudden stop. In this context,
decreasing the currency mismatches further in all the sectors especially in the real

sector is vital for the health of Turkish economy against the sudden stops.
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CHAPTER 5

CONCLUSION AND POLICY SUGGESTIONS

The continuous widening of CADs in Turkey as from 2002 and the historically
record levels it attained in May 2008 have caused the sustainability and financing of
CADs and its relation with RER to become one of the most discussed and forefront

issues in Turkey.

A variety of studies have been made and different views are brought forward about
the sustainability of CADs. Some studies adduce magical general “current account
over GDP ratios” as the sustainable level of CAD whereas some states that it is
difficult and misleading to identify such a general fixed threshold ratio for
sustainability, which is valid for every condition and every country, beyond which
the CAD tends to reverse. According to this view that is widely accepted, the
sustainable level of CAD for each country varies depending on the macroeconomic
conditions of each country. In light of these findings, Ozmen (2004b) claims that
“the fear of CAD” should be replaced by “fear of structural vulnerabilities” as the
elimination of vulnerabilities can make a country to sustain higher CADs. On the
other hand, the sustainability of CADs is determined not only by the domestic
macroeconomic conditions but also by the lending conditions and the willingness of
the international financial system to finance these deficits. In this context, one of the
most important issue in the sustainability of CADs is the structure and sustainability
of the financing of these deficits. Nevertheless, Fischer (1994) predicted the Mexican
crises correctly months before the crisis by evaluating the size and the financing of
the current account deficit, which was huge and being financed largely by portfolio
investments. Like Mexico, most of the developing countries have had to finance their
CADs mostly by short-term capital inflows, which are very sensitive to the
developments in the country and can move quickly into and out of the country, due

to the original sin and debt intolerance of the international financial system.
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Therefore, the sustainable level of CADs has remained low and sudden stops become

a widespread and most alarming phenomenon in these countries.

Sudden stops can be described as the large and highly unexpected falls in the capital
inflows to a country. The empirical analysis show that sudden stops have been a
relatively common phenomenon since the early 1980s, particularly in developing
countries and tend to occur around the same time in countries that are different from
each other in many respects. Thus “bunching” of countries is an important
characteristic of sudden stops, indicating that developments at the center of
international capital markets rather than domestic policies are key in producing a
sudden stop. However, the effects of the sudden stops in developing countries are
much more dangerous than in developed ones because of some structural

vulnerabilities of these countries.

Accordingly, sudden stops can have costly consequences in terms of disruptions in
economic activity, especially in the countries with weak fundamentals. First of all, an
abrupt and significant reduction in foreigners’ net demand of the country’s assets
will result in a decline in that country’s sustainable CAD, forcing it to adjust and
moreover causing a major current account reversal. On the other hand, a reversal in
the current account, following the loss of access of domestic economic actors to the
international financial system, is associated with a large real depreciation, reserve
losses, fast contraction of aggregate demand causing a collapse in growth and
employment, and major financial disruptions leading to decreases in the prices of
financial assets. The adjustment process also brings relatively high inflation in most
of the countries due to the pass-through from exchange rates to domestic prices,
referring that the nominal depreciation is in general greater than the real depreciation.
On the other hand, higher nominal and real interest rates in the neighborhood of a
sudden stop, together with the fall in tax revenues due to the drop in output, may
deteriorate the public finance. Additionally, sudden stops may result in bankruptcies,
destruction of human capital and local credit channels, and even financial crisis.
Similarly, as Calvo (2001) highlight, the recent financial crises affecting emerging
economies have been accompanied by a major cutback in capital inflows as

happened in Brazil in 1998, Argentina in 2001 and Turkey in 2001.

79



Although the root cause of sudden stops generally lie in common external factors,
domestic fundamentals and policies also play an important role in determining the
possibility of experiencing a sudden stop and the strength of the effects of it. Robust
economic fundamentals and appropriate domestic policies increase the resistance of
the countries against sudden stops. This explains why sudden stops are more
common and their negative effects on economy are much more substantial in
developing countries than in developed ones. The two most important characteristics
of developing countries that cause them to be more vulnerable to sudden stops
relative to developed countries can be listed as the relative trade closedness and
liability dollarization. While trade closedness increases the required RER adjustment
in case of a sudden stop, liability dollarization amplifies the negative consequences
of this adjustment through the currency mismatches it creates in the balance sheets of
economic agents. In other words, although under normal circumstances, a real
depreciation would be a part of the solution for an economy that requires substantial
external adjustment, by increasing the net exports of the country consistent with the
Mundell-Flemming model and thus supporting the growth, under extensive liability
dollarization it becomes a part of the problem through its negative balance sheet and
wealth effects, causing a collapse in the real investments and growth. In this context,
there are some empirical findings on that fixed or semi-fixed exchange rate regimes
that increase the probability of domestic agents to borrow in foreign currency and
thus liability dollarization also increases the detrimental effects of sudden stops. On
the other hand, the countries, which have been unsuccessful in fighting with inflation
causing a lack of credibility in their monetary policies, and the countries attracting a
very high level of capital and having a shorter residual maturity structure of debt are

observed to be more prone to sudden stops.

In this framework, the evaluation of the developments in the macroeconomic
indicators that seemed to be related with sudden stops, refers that sudden stops are
still a risk factor for Turkish economy and despite decreasing, the economy’s
vulnerability to capital flow reversals are still high. First of all, the openness of the
country that is measured as the share of tradable goods output to domestic absorption
of tradable goods, has decreased continuously following the recovery from the 2001

crisis due to the fast increase in the absorption of tradables, indicating that the
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required RER adjustment in Turkey in case of a sudden stop is increasing. Also, even
though dollarization in Turkey is decreasing thanks to the increased credibility of
TRY as a result of lower inflation rates, achievement of macroeconomic stability in a
great extent and the floating exchange rate regime implemented since 2001, the level
of dollarization and the propensity to dollarize is still high in Turkey due to the bad
memories of the past inflationary and unstable economic environment. Therefore,
even a small threat to the macroeconomic stability or any kind of internal or external
development that increases uncertainty perceptions can easily lead to a deterioration
in expectations and give rise to an increase in dollarization, as experienced during the
recent global financial turmoil, increasing the vulnerability of the country to the
deleterious effects of a potential sudden stop. Correspondingly, when the still high
levels of liability dollarization in the real sector is taken into account together with
the high tendency of dollarization in bad times, it can easily be deduced that a RER
depreciation in Turkey following a sudden stop is still contractionary through its

balance sheet effects.

On the other hand, in parallel with the high growth rates experienced since 2002 and
the real appreciation of TRY, the current account deficit has increased to record
levels both in nominal terms and as a share of GDP. Record increases in the global
energy and commodity prices and the increasing dividend transfers from Turkey to
abroad emanated from the high FDI flows into the country in recent years have also
contributed to the deterioration in the CAD. As a result, CAD in Turkey has reached
to its highest levels with 37.7 billion USD in 2007 and 21.5 billion USD only in the
first five months of 2008. Correspondingly, the ratio of CAD to net international
reserves, which is one of the indicators of the country risk, has been pursuing an
increasing trend reaching to its record level with approximately 40 percent as of May

2008 despite the increase in the reserves, indicating the risks tied to CADs are rising.

However, besides the level of CAD, the structure and financing of it are also
important in its sustainability. In this context, the view that is referred to as
“Lawson’s Doctrine” in the literature suggests that if a large CAD is taking its roots
from an increase in investments and if the fiscal accounts are balanced and the
private savings are not decreasing then there is no cause for concern or for policy

action since these new investment opportunities reflect fast growth rates and thus
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higher exports. By going one step forward, Corden (1994) declares that if the large
current account deficits do not stem from the public sector and rather if it results
from a shift in private sector behavior, it should not be a matter of concern at all.
This is compatible with what Turkey has been experiencing since 2002 with an
increasing net savings of public sector due to the tight fiscal policies implemented,
and a reversal of net savings of private sector to negative territory, in an environment
where both domestic investments and savings have been increasing. However, after
the crises in Brazil, Mexico and Chile which arose while both the CADs and
investments were increasing in 1980s, the view of that wherever it takes its roots, an
increasing current account deficit can be a significant cause of crisis and has to be
monitored carefully, has become widespread. This explains the reason of the
increased concerns about the CADs of Turkey. In this context, although the change
in the reasons of current account deficit reflects a healthier and less vulnerable
economy, if Turkey faces with a sudden stop due to a deterioration in whether local

or global conditions, a significant balance of payments correction will be inevitable.

Accordingly, as from the liberalization of capital account in 1989, the massive
capital inflows together with high current account deficits has subjected the relatively
shallow Turkish domestic and foreign exchange markets to pronounced downswings
when foreign investors withdraw their funds en masse in response to either changing
global liquidity conditions or perceived increase in domestic risks (Standard&Poor’s,
2008a). In fact, Turkey experienced three sudden stop episodes in the post-1989
period, in 1994, 1998 and 2001 during which CADs were mainly financed by short-
term capital inflows. On the other hand, as from 2001, the financing quality of CADs
has improved with a significant increase in FDI and long-term capital inflows thanks
to the macroeconomic stability and the structural reforms in the country together
with the IMF and EU anchors that increase the investor confidence to the country. In
this context, beginning from 2002 non-debt generating financial inflows started to
finance a bigger part of CAD and the capital account surpluses have exceeded the
current account deficits causing an increase in reserve assets of the country.
However, the credit crunch in the international financial markets, the inflationary
pressures and deteriorating inflations expectations together with the increased

political uncertainty in Turkey in the last two years has decreased the more stable
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financial inflows as from 2007 by increasing the risk perceptions of the international
investors and as a result Turkey fell short of financing its CAD in the first five
months of 2008 with a sharp decrease in non-debt generating financing and portfolio
outflows. Accordingly, the slow-down in FDI in 2008, the increased dependence to
external borrowing of corporate sector in financing the continuously increasing
CADs and the reduced risk appetite of foreign investors in a tighter global liquidity
environment have exacerbated the concerns about the sustainability of CADs and its

financing further.

By taking all these recent developments in related indicators into account, it can be
claimed that the risk of experiencing a sudden stop has increased in the last two years
despite a decrease in the exposure of Turkey to the destructive effects of such a
shock relative to pre-2001 period thanks to the structural improvements in the
economy. In this context, the application of a model, which is introduced by Calvo et
al. (2003b) and Calvo et al. (2004) for calculating the required RER change in case
of a sudden stop in small open economies, to Turkey shows that the resulting
adjustment process that requires the closing of all the current account imbalance will
necessitate a RER depreciation of approximately 37 percent as of the first quarter of
2008 and 36 percent for May 2008, under the assumption that CBRT will not use its
international reserves in order to mitigate the level and the effects of the adjustment
process. This is a very high real adjustment when compared with the 2001 crisis
period. However, due to the decreased financial dollarization and currency
mismatches in the public and banking sector of Turkey, it can be claimed that the
effects of such a real depreciation would be milder. On the other hand, despite being
declined relative to the past, still high level of currency mismatches in the balance
sheets of the real sector has maintained the risk of experiencing another financial
crisis following a sudden stop through the resulting bankruptcies in the real sector
and the increases in the delinquent debts of this sector to the banking sector. In this
context, decreasing the currency mismatches further in all the sectors especially in
the real sector and implementing appropriate policies oriented to the deficiencies in

the economy is vital for the health of Turkish economy against the sudden stops.
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In order to increase the resistance of the economy against the negative effects of
sudden stops, the domestic policies that Turkey should implement can be classified

as follows.

i. To continue with the implementation of disciplined monetary and fiscal policies

together with structural reforms that aim to achieve price stability, fiscal stability and

financial stability.

As a developing country that uses intensive capital flows and thus being exposed to
sudden stops, Turkey should maintain fiscal, financial and price stability in order to
save from sudden stops and its destructive effects. Implementing a disciplined fiscal
and monetary policy, managing the expectations of economic agents successfully,
improving the institutional structure of the economy, strengthening the fiscal
positions of the financial sector and enhancing the risk management implementations

are important in this context.

On the way to achieve price stability and to raise the credibility of the country,
inflation targeting policy seems to be successful in Turkey by decreasing the
inflation significantly. However, mainly due to the external factors, an increase in the
inflation rates outstripping the targets, has been observed in the last two years. In
order to avoid the loss of credibility in the policies implemented during a sudden
stop, Turkey can modify the inflation targeting framework by including state-
contingent inflation targets, which are low during good times and high during bad
times, and targeting a measure of inflation that overweighs non-tradable inflation,
which will reduce the central bank’s incentive to increase the interest rates during
crisis since the exchange rate pass-through is lower for non-tradables, as Caballero
and Krishnamurty (2003) suggest in their study on inflation targeting countries

whose main macroeconomic concern is sudden stops.

ii. To implement active dedollarization policies that aims at limiting the foreign

exchange risk of economic agents.

Because of the negative role of liability dollarization during the sudden stops, the
policies intending to regulate the financial system in Turkey should contain an active

dedollarization strategy and the domestic-currency denomination of financial sectors
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should be encouraged through appropriate prudential policies. A possible regulation
that has received the greatest attention is steering the domestic financial system away
from indexing to a foreign currency and towards indexing to some domestic price
level such as CPI, consistent with the inflation-targeting regime. The issuance of
CPI-indexed government bonds by the Treasury Secretariat in February 2007 is
important in this context. Moreover, effective legal regulations aiming at preventing
the currency mismatches in the balance sheets of not only the banking sector but also
the real sector should be put into practice. Accordingly, the use of the Turkish
Derivatives Exchange Market, which presents hedging instruments as an alternative
way of protecting from exchange rate risk without holding foreign currency assets or

debt, should be promoted further.

On the other hand, as a part of the so-called “carrot and stick approach” in the
literature, Turkey should also evaluate the measures such as levying a tax and
imposing higher capital adequacy ratios to non-dollar earners for their foreign
currency denominated debts, setting the capital adequacy ratios according to the
share of foreign currency denominated debts to foreign currency denominated assets,
bringing a minimum maturity structure requirement for foreign currency deposits and
decreasing or eliminating the insurance on these deposits. However, as Yilmaz
(2006a) highlights before launching an overly ambitious policy agenda, one should
make all the necessary researches to understand the roots of dollarization and the

implications of the policy actions taken against it.

iii. To stick with the floating exchange rate regime in a manner to decrease the

appetite of economic agents for taking exchange rate risk.

In line with the findings of Arteta (2002), Caballero and Krishnamurty (2003) and
Calvo (2005) on that more volatile exchange rates reduce the share of foreign
currency denominated loans and deposits in total by increasing the uncertainty in the
value of these assets and thus contribute to the dedollarization process, it can be
claimed that floating exchange rate regimes can decrease the sudden stop risk.
Moreover, according to Ozmen (2004b), exchange rate flexibility puts a discipline on
CAD not to deviate systematically from its equilibrium path and as Yilmaz (2006a)

denotes, flexible exchange rate regimes provide more room for monetary policy that
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enables to respond to external shocks freely, increasing the support for the
implementation of floating exchange rate regime. Thus, most of the studies suggest
the implementation of floating exchange rate regime against sudden stops.
Accordingly, the decrease in dollarization indicators of Turkey since the

implementation of floating exchange rate regime confirms this fact.

However, it should be noted that if this regime is unsuccessful in decreasing the
domestic agents appetite to borrow in foreign currency, its effectiveness in avoiding
sudden stops become controversial. In this context, it can be offered to discourage
the sterilized intervention policies during the capital inflow period, since such
interventions typically place more short-term debt in the hands of the private sector
and by stabilizing the exchange rate, provoke the economic actors to increase their

exchange rate risk.

iv. To introduce regulations aiming to increase trade openness.

Introducing regulations aiming to increase trade openness is an appropriate policy
action against the deleterious effects of sudden stops not just because it reduces the
size of RER swings after a sudden stop, but also because a higher share of tradable
sectors in output composition may reduce the risk of currency mismatches in private
sector’s balance sheets. In this context, informing the exporters about the external
markets, providing cheap inputs and credit to the tradable goods sector, introducing
some tax exemptions for exporters and decreasing the bureaucracy in the exports
sector are some of the regulations aiming at increasing the exports and limiting the
CADs in the short term. On the other hand, long-term measures are mostly related
with the development policies of the country such as increasing the production
capacity of the country and enhancing the exports sector, which necessitates the use
of high technology in the production, acceleration in the investments and

improvement in the efficiency of economic management. (Seyidoglu, 2001)

v. To conduct an agreement with IMF as an additional insurance against sudden

stops.

As stated in most of the studies in the literature, an agreement with IMF offers a

commitment device for governments to underwrite a stabilization strategy that
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increases the credibility of the country, and provides temporary credits and debt
reorganization that helps to stem the outflows. Therefore, such agreements are
suggested as a tool of decreasing the possibility and negative effects of sudden stops.
However, empirical findings claim that for such a form of insurance to work, the
country should have strong economic fundamentals. Otherwise, IMF financial
assistance may only come in the front door and go out the back door with no impact

on the incidence of sudden stops (Eichengreen et al., 2006).

With the structural improvements in the economic fundamentals following the
recovery from the 2001 crisis, Turkey also enjoyed from this additional insurance
that the IMF agreements provide, in attracting massive capital inflows and financing
the large CADs seamlessly. However, Turkey’s 19™ and the last stand-by agreement
with IMF was completed in May 2008 and the government authorities had declared
that a new and full stand-by agreement is not necessary as Turkey’s public finance
no longer needs IMF financing. Instead, in order to decrease the country’s risk
premium, Turkey has inclined to opt for a precautionary stand-by deal, which allows
for a fair degree of IMF oversight but only provides financing in emergencies. Such a
deal is welcomed by various analysts due to Turkey's increased vulnerability to shifts
in global liquidity conditions because of its huge CAD. However, in order to benefit
from the additional insurance that this new type IMF agreement will provide, Turkey
should continue to implement disciplined fiscal and monetary policies without any

concession.

Finally, as Bordo (2006) denotes, like other developing countries what Turkey really
needs to do to protect itself from sudden stops is to grow up and become an advanced
country by learning from the experiences of developed countries. In this context,
Turkey needs to develop country trust which relies on sound institutions and
currency trust which is based on the ability to adhere to a credible nominal anchor,

further.
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