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Abstract

The last decade witnessed an unprecedented ecomgoovith in Emerging Market Economies (EMES).
EMEs have also been the main drivers of growthhin riecovery following the global financial crisis.
Nevertheless, EMEs continue to face a number ditutional and structural challenges that may pose
risks to the sustainability of their recent groygtrformance, with potentially significant reperdass for

the world economy. In this paper, we present aildetaccount of Turkey’s experience in dealing with
various institutional and structural challengesimythe last decade and provide evidence that gatkia
right steps can enable EMEs materialize theirdudwth potential going forward. Successful instanal
and structural reforms can also provide room fometary policymakers to effectively navigate their

economies through turbulent times such as the tegebal financial crisis.
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1. Introduction

The contribution of emerging market economies (EM#&sworld output increased significantly
in the 2000s. According to an HSBC report, emergmnarket economies now account for
roughly 50 percent of world output, up from abo&tgr cent in 2000 (see Figure'MWhile the
global financial crisis of 2008 sharply reducedremmoic growth rates world-wide, the slowdown
in emerging market economies has been substantedly than that observed in advanced
economies, and the emerging market economies hswd@en the main drivers of growth in the
subsequent recovery (see Figure 2). The most régEQD 'Going for Growth' report projects
that the emerging market economies will continuédahe drivers of global growth until 2060,

with major consequences for the composition ofitbed economy.
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Source: HSBC, World in 2050, January 2012.
Figure 1 Shares in World GDP (based on PPP, in per cent)
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Figure 2 Global growth rates (annual change in per cent)

Despite their perceived favourable growth prospectd increasing importance in the
global economic landscape, however, emerging mat@homies face a number of institutional
and structural challenges that may pose risks ® ghstainability of their high growth
performance. Some of the institutional difficultie@ve historically been and, to varying degrees
for different countries, continue to be the pregent weak democracies, opaque government
policies, and populist cycles aiming to maximizeorstterm objectives. The main structural
challenges, on the other hand, have typically bbenunsustainably high levels of public debt,
high and chronic inflation, and shallow and undsgelated financial sectors. Fortunately, there
has been tremendous progress in several emergingetreconomies along both dimensions in
the recent decades, with desirable outcomes. Nwless, the emerging market economies have
still a long way to go in ensuring that the recpndbgress can be carried into the future. In
particular, the ability of the emerging market emmies to sustain the high levels of growth rates
they have attained in the recent past is closeletl with their ability to deal ably with the

abovementioned institutional and structural chajésn



This paper aims to portray the experience of Tulkegddressing these institutional and
structural changes since the 1990s. To this enttid®e2 provides a detailed account of Turkey’s
experience in recent years. In Section 3, we tlenpare and contrast the recent experience of
Turkey with the experiences of peer emerging madaenomies in the Central, Eastern, and
South Eastern European (CESEE) region to assessl#tie performance of Turkey. Section 4

provides our concluding remarks.

2. Assessing the growth experience of Turkey

In order to get a better understanding of the gnosdperience of Turkey, it is important
to look at its macroeconomic background and idgnt§ major economic and institutional set-
ups. In the 1990s, economic growth in Turkey was dmd volatile, with three major recessions,
the last one being the most severe (see Figugy3ll accounts, the 1990s was a lost decade for
Turkey. The severity of the 2001 crisis made iuming point in the sense that it sparked a
political momentum to engage in widespread instihal and structural reforms. This laid the
foundations for a new era in which the Turkish emog has undergone a set of fundamental
changes that resulted in an unprecedented growforpence. In particular, for the first time in
half a decade, the Turkish economy grew at an geeaanual rate of nearly 7 per cent between
2002 and 2007. In order to understand the fachatsdontribute to this dramatic change, we now

analyze the pre- and post-2001 crisis periods failde
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Figure 3 GDP growth (annual change in per cent)

2.1 Before the 2001 crisis

Before the 2001 crisis, there were a number ofcsiral problems in the Turkish
economy regarding the institutional and economiaupe A weak democratic system with fragile
coalitions and weak governments was among the mastitutional factors that retarded
economic performance Prior to the crisis, multi-party coalition goverants had been the norm
and the average life of these coalition governmesas only 16 months, compared to 60 months
during 2001-12 period. Predictably, such a demgctaaded to suffer from myopic electoral
concerns, was hostage to populist policies, anédato recognize the importance of fiscal

discipline.

Government policies in the pre-crisis period wds® @paque and unaccountable. State-
owned banks financed the discretionary politicaérgping of the ruling government and as a

result encountered large duty losses, which werevextiently concealed thanks to the non-



transparent accounting procedutéhese losses were compensated from the publicebuidigh

and persistent budget deficits increased the inflaef politics on the economy at large.

Another major institutional problem before 2001 was lack of an independent central
bank. The lack of an independent monetary authaeveg in fact a huge 'convenience' for the
government since the rapidly growing government dehld be 'repaid’ through an equally rapid
monetary expansion. Unsurprisingly, this resulted ihighly inflationary economic environment

that is at the same time fraught with uncertainty.

A final factor contributing to the 2001 crisis Wi heightened level of risk in financial
markets which increased the vulnerability of thakmg system. In a system of pegged exchange
rates and a significantly under-regulated bankisgesn, most Turkish banks took excessive risk.
In financing the high public sector deficit, bankere heavily involved in short-term borrowing
in foreign currency from abroad. The size of bapkrocurrency positions grew larger over time.
In addition, the maturity of capital inflows remathshort due to the uncertainty produced by the
highly inflationary environment. This coupled witne large "duty losses" of state-owned banks
financing discretionary political spending (seedvél inevitably increased the vulnerability of the
system. This consequent upward pressure on reaesitrates worked to harm the potential
growth rate.

In such a vulnerable financial environment, threganeconomic crises occurred in 1994,
1998 and 2001. Unlike the 1994 and 1998 crises2@t crisis brought about unprecedented
changes in Turkey’s political and economic landscapd paved the way for the introduction of

significant structural and institutional reform gages.



2.2 After the 2001 crisis

On 19 February 2001, at a time with extremely weatnomic fundamentals, Turkey’s
last coalition government faced a severe politezadis when a public dispute between Turkey’'s
President and Prime Minister against corruptiorakesed. This political tension caused panic in
financial markets and triggered a financial crissth the run on foreign currency, the Central
Bank of the Republic of Turkey (CBRT) lost a lagjeare of its reserves and the payment system
was frozen as the Turkish lira liquidity shrank ichp and the public banks with high daily
liquidity needs faced a severe liquidity crisis.eDto the pressures in financial markets, the
exchange rate-targeting strategy was abandonedhantlurkish lira was allowed to float freely
against foreign currencies on 22 February 200th#h year, the economy experienced a 9.5 per
cent contraction.

Following this sharp contraction, the so-call&trengthening the Turkish Economy'
economic reform programme was introduced. Withitmglementation of structural reforms and
programmes after the crisis, the economy startedroov rapidly, the political influence on
markets dissipated, and the economy gained motslistd Since the reform programmes
brought about a drastic transformation of the Tahlileconomy and created an environment that is
conducive to stronger and stable growth, it is twotile to give an overview of these reforms
and analyze their impact on the economy.

One of the most important reform areas was cenb@ahk independence. The
independence of the CBRT ended the institutionatiosship between the government and the
monetary authority (see Figure 4), meaning thatgbeernment could no longer rely on the

central bank to inflate away the debt burden ofgtreernment.
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Figure 4: CBRT monetization and inflation

In addition to central bank independence, thereewaw laws and regulations on the
restructuring of the banking sector. First, a damegebt swap was launched in order to ensure
easy liquidity for the Treasury and to lower thgkrof banks by closing banks’ open currency
positions. These steps taken to strengthen thealfisovironment were combined with the
introduction of legislative and operational regidas on the transparency and the effective
supervision of the system. In this context, the K8ag Regulation and Supervision Agency
(BRSA), which was established not long before thsix; was authorized as the sole regulator
and supervisor in the banking sector. Under the system, regulations were launched to closely
monitor the banks for excessive risk-taking andrtlopen currency positions. Reforms also
covered the state banks, and the practice of asgid¢pss-creating duties to state banks, resulting
in corresponding "duty losses”, was ended; suclitigadl spending is now covered by the

governmental budget. Moreover, some state bankgedeand others were liquidated. These



changes helped weaken the political influence @ dbonomy significantly, and as a result,

reduced economic uncertainty.

Concurrently with the above-mentioned steps, at tigbnetary policy and fiscal policy
were implemented. The CBRT began implementing &éirstmplicit and then an explicit inflation
targeting policy as a result of which the effectiges of the monetary transmission mechanism
increased dramatically. At the same time, very lpgmary surplus targets were announced by
the government and, in order to achieve the targetgulations were introduced in various
taxation and public spending domains (see FigureVBith tight fiscal measures, interest
payments and the debt stock began to decreaseifi&ibg the public debt stock went down
from over 70 per cent of GDP in 2001 to less th@mpdr cent in 2011 (see Figure 6). In addition,
the maturity of government borrowing improved sfgaintly after 2001. In particular, the

average maturity of borrowing increased from 41{,sda 2000 to 1170 days in 2011.
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Figure 5 Interest payments and primary surplus
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Figure 6 Debt-to-GDP ratio and borrowing maturity

The economic reform program after the 2001 crisas wxtremely fruitful. The inflation
rate that was about 60 per cent before the crisddireed rapidly, and by 2004, single-digit
inflation was achieved for the first time in decad®Vith the confidence in the Turkish lira
reconstructed, the currency reform of droppingzaros from the lira was introduced in 2005. As
a result of increased macroeconomic and financiabildy combined with the renewed
confidence in the government, the improved prospéot EU membership and the positive
international conjuncture, capital inflows soarethst of which were in the form of long-term
capital (see Figure 7). The rise in capital inflpuwsturn, enabled the banking system to offer
greater resources to the private sector. Whilesttage of private-sector credit in banks’ assets
was as low as 19 per cent in 2001, it increaséditper cent in 2011, and in real terms, increased

by 242 per cent (see Figure®).
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Figure 8 Credits to the private sector/total assets

The positive economic outlook in the post-crisisiqu also improved political stability.
Long-term policies and perspectives of governmeuliag for longer periods replaced populist
policies of short-term coalition governments. While average life of government was 16
months in the 1990s, it increased to 60 months é&@tw2002 and 2012. The EU compliance

package passed by Parliament and government mlibecame more transparent and

accountable.
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All the above-mentioned developments in Turkey'sorexny created an enabling
environment for growth. These reforms altered ttavh dynamics of the Turkish economy and
resulted in higher and stable growth rates. At aenfandamental level, there were important
changes in the dynamics of productivity, the conitpmsof expenditures, and the role of private
sector in the economy. In particular, productivibcreased considerably in the 2000s. The
contribution of total factor productivity to growthcreased dramatically from 0.1 per cent in the
1990s to 25 per cent after 2001 (see Table 1). iLimbor productivity and its contribution also

increased after 2001 (see Figure 9).

Contribution
Total Factor
Employment Capital Stock Productivity
1990-2000 24.3 75.6 0.1
2002-2010 21.8 53.5 24.6

Source: Republic of Turkey Ministry of Development

Table 1Sources of growth
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Figure 9 Productivity and real GDP (1991=100)

12



Another significant change in the economic dynamifsTurkey took place in the
composition of expenditures. Both investment ar@mhsamption expenditures increased
considerably. Importantly, investment expenditurese more than consumption expenditures,
reaching 250 per cent in real terms by 2011 (sgar€il0). This type of change in expenditure
composition is favourable since it increases theemal growth rate of an economy in the long

run.
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Figure 10Investment and consumption expenditures (2001=100)

Last but not least, the private sector startedidy p larger role in economic activity and
became the main source of growth and employmerdr é#002. Government investment
expenditures’ contribution to growth, on the othand, did not change significantly. As can be

seen from Figure 11, private-sector real investregpenditures increased threefold in the 2000s.

13
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Figure 11 Public and private Sector investment expenditur&991=100)

2.3 Monetary policy stance after the Lehman crises immediate response to the crisis

The global financial crisis of 2008 underscored ittng@ortance of a pro-active central

bank in protecting the environment for stable gtowBeing pro-active requires closely

monitoring the developments in both domestic arab@l economies and taking the necessary

precautions in a timely manner. Following the qadl@ of Lehman Brothers, the CBRT moved

ahead of most other emerging market economiestatdmdnks and took decisive measures to

protect economic growth. In addition to the longgm structural reform process initiated after

the 2001 crisis, monetary policy measures impleeteim response to the Lehman crisis and

macroeconomic governance in this period eased tiverse effects of the turmoil on the

economy. Some of the main policy measures takehdoBRT are the following:

The CBRT cut overnight rates by a total of 10.25ceet from November 2008 to
November 2009. This is more than any other couopgrating within an inflation-

targeting framework.
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il The band between the borrowing and the lending nates gradually reduced in order

to limit fluctuations in overnight interest rates.

iii. The CBRT used FX reserves to support the bankistesy The CBRT acted as a
broker in the FX market between the financial tosions to facilitate the flow of FX
liquidity in the system. The maturity of foreigna®ange deposits borrowed by banks
from the CBRT was extended and the lending rate® weduced. Additional FX
liquidity was also provided to the banking systeynab200 basis point reduction in

the FX required reserves ratio.

2.4 Soft landing after 2010

With the help of these measures, the initial imgddhe recent global crisis on Turkish
economy remained rather limited. In fact, afteramtcaction in 2008 and 2009, the economy
started to recover rapidly. However, from late 2@d8vards, credit growth and then the current
account deficit began to grow rapidly as well. Taenouncement of a second round of
guantitative easing (QE2) in the United Statesaia R010 further fuelled this growth, starting to

create serious risks for macro-financial stability.

From Q4 2009 to Q2 2011, the current account dedind credit growth increased from
2.1 per cent and 0.4 per cent of GDP to 9.9 per @ed 14.8 per cent of GDP, respectively. At
the same time, the quality of current account definancing deteriorated significantly, with
short-term capital flows almost completely replaciong-term flows. For Turkey, the stability
(or the lack thereof) of capital flows has histatig been a key factor in determining the national

growth performance and macroeconomic stability (Seere 12). In particular, a high current

15



account deficit coupled with a high share of shertn capital flows in its financing has typically
been associated with elevated risks for macro-tizdustability. Therefore, a key objective of the
CBRT’s new policies and measures after QE2 has bedming credit growth and the current
account deficit to sustainable levels as well agriprove the financing of the current account

deficit.
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Figure 12 GDP growth and net capital flows/GDP

The first element in the new policy mix was a widdnnterest rate corridor. In particular,
the overnight borrowing rate was reduced sharplylene lending rate was kept unchanged.
This wide interest rate corridor allowed for sigeaintly more volatility in short-term interest
rates while leaving the average funding rate vilyjuanchanged. Open market operations
conducted via quantity auctions further intensifib volatility in the short-term rates (see
Figure 13). Both of these actions worked to disagarthe inflow of short-term foreign capital,
thereby contributing to the overall stability ofpttal flows. This corridor policy is used counter-

cyclically. During good times, when the global firtégal markets lead to a surge in capital

16



inflows, the corridor is broadened, whereas dubag times, when capital inflows are reversed

or tend to follow a weaker trend, the corridor éasnowed.
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Figure 13Interest rate corridor and average funding rate

The second important element in the new policyldesen the Reserve Option Mechanism.
Under this mechanism, banks are allowed to deposign currencies or gold for their Turkish
lira reserve requirements. This facility not onkpwides Turkish lira liquidity to the banks in a
more permanent way and lowers their cost, but sdgports the CBRT’s reserves, which in turn
reduces the adverse impact of volatile capital §am the financial system and alleviates the

appreciation and depreciation pressures on theiShulika.

At the time the interest rate corridor was widededvnwards, the CBRT took a number
of accompanying measures to slow down the creditvtfr. Specifically, the remuneration of

reserves was halted, reserve requirements weresased, and the coverage of reserve

17



requirements were increased to include repos. Iditiad, reserve requirements were

differentiated by maturities in order to allevigihe maturity mismatch concerns (see Figure 14).
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Figure 14 Reserve requirements

With the help of this new policy mix, the econonmgghn to move in the desired direction.
Specifically, the increased volatility in shortsterinterest rates resulted in declines in the
volatility of exchange rates (see Figure 15), enagimg long-term capital movements. The
improvement in the quality of capital inflows beaawisible as early as early 2011 (see Figure
16). This also helped reduce excessive apprecigitessures on the Turkish lira, leading to
depreciation in the real exchange rates (see FifjtiyeAs a result, the composition of demand
started to move in the desired direction, slowirmgndstic demand and speeding up foreign
demand. This rebalancing in the composition of deinan turn, helped reduce the current
account deficit to more reasonable levels. Hikesenuired reserves coupled with a number of
measures taken by the BRSA increased loan inteatet and began to impact on credit growth

by mid-2011.
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Figure 15 Volatility in emerging market currencies (impliecf the next 12 months, in
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Figure 16 Current account deficit and financing the deficit
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Figure 18 Total credit change/GDP

3. Turkish Economy versus CESEE Economies
While the growth performance of Turkey and CESE&emies was quite similar during
2002-08, the growth paths decoupled significaraljofving the collapse of Lehman Brothers in

20



2008 (see Figure 19). Specifically, while the agergrowth rates were generally negative for the
CESEE economies during 2009-11, Turkey and Polajayed average growth rates of roughly
4 per cent and 3 per cent, respectively. Remarkdhigkish economic growth in 2010 and 2011

was 9.2 and 8.5 per cent, one of the highest groatds in the world.

A LN B O R N WAMAMOGLBOO N

2002-2008 2009-2011
Source: World Bank (World Development Indicators (WDI) database).

Figure 19 Average growth rates

What are the factors that contributed to this gjroecovery in Turkey in the past few
years? Foremost among them is the tight fiscalcpplihat is, low levels of public debt and
budget deficit. In contrast with most of the CESEBRuntries, Turkey has succeeded in
maintaining its tight fiscal stance after the @ighs can be seen from Figures 20 and 21, Turkey
and Hungary were the only two countries in thisaedo actually improve their fiscal positions
during this period relative to the pre-crisis pdriorhis provided an environment that is

supportive of growth led by the private sector.
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Figure 21 General government budget deficit (per cent of GDP

Another factor that helps to explain the Turkisbwgth performance is the presence of a
sound banking system that was created thanks tantiitious reforms following the 2001 crisis.
Importantly, there were no bank failures in Turldying the global crisis. In fact, the Turkish
banking system has come out stronger from the glolsis. Turkish banks have one of the
lowest non-performing loan ratios and one of thghbst capital adequacy ratios both in the
world and in comparison with the emerging markeneenies in the CESEE region (see Figures
22 and 23).

22



15 4

10 ~

2002-2008 2009-2011

Figure 22 Banks' nonperforming loans to total loans (in peeat)

15 4

2002-2008 2009-2011

Source: World Bank (WD database), EBRD (Transition Report).

Figure 23Banks' capital to assets ratio (in per cent)

Low foreign ownership is another factor that cdnites to the soundness of the Turkish
banking system. Globalization of the financial systthrough foreign bank ownership could
internationally transmit shocks through the bankéegtor. Thanks to low foreign ownership,
Turkey has been affected less by the recent ¢hsis many other countries. Moreover, Turkish
households were banned from taking out FX-denorathldans from banks in 2009. This policy

measure shielded households against currencymitklao against excessive borrowing.

Besides, the imposition of loan-to-value restrictivelped to alleviate credit risk in the
aftermath of the crisis. In 16 December 2010, tRSB limited residential mortgage loans to 75

per cent of the appraised value of the residentidlin order to contain credit supply and also to
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alleviate credit risk associated with the swingsdal estate valuations over time. According to
the same resolution, mortgages on commercial stateeproperties are limited to 50 per cent of

the appraised value of the real estate.
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Source: WDI, EBRD (Transition Report).

Figure 24 Foreign ownership in the banking sector (in per cg@n

Finally, a combination of disciplined fiscal ands&imonetary policies as well as a sound
banking system produced an environment that is@tipp of investment in Turkey. As can be
seen from Figure 25, differently from the CESEEmtaes, Turkey has succeeded in sustaining

its high investment profile even after the crisis.
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Source: World Bank (WDI database).

Figure 25 Gross fixed investment of selected countries (aahgrowth in per cent, 2002-11)

24



4. Conclusion

There has been a tremendous increase in the impertd emerging market economies in
the world economic landscape. They have also beéa tesilient to the global financial crisis
and were the main drivers of growth in the subsefjwecovery. Despite their favourable
economic outlook, however, the emerging market esoes, both in the CESEE region and
elsewhere, face a number of institutional and strat challenges which may jeopardize their
recent success story. Whether they will be ableawy this success into the future depends
critically on their success in dealing with varicztigllenges some of which we touched upon in

this paper.

The recent experience of Turkey provides a goodngika We have provided evidence
that when the right institutional and structurapst are taken, the growth potential and stability
can be significantly increased. A strong structwaatl fiscal position also provides room for
monetary policy-makers to effectively navigate thesonomies through turbulent times such as
the recent global financial crisis. The newly desid'monetary policy mixbf the CBRT also
started to produce positive results in a shortgaeoiff time. The unconventional monetary policies
adopted by the CBRT are also a good indicationhef ihstitutional change in Turkey. The
macro-prudential policy needs of Turkey are wellr@dsed in this new policy framework which
aims at reaching the main objective of price stigbwithout ignoring financial stability in the
medium and the long run. This paper presents tiae menetary policy framework adopted in
Turkey against which the dimension of institutiomad structural change in Turkey may be

assessed.
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Notes

1 The report titled ‘The World in 2050’ was writtdsy HSBC economist Karen Ward and
published in January 2012.

2 Written by eight OECD economists, the title o€ treport is ‘Looking to 2060: Long-term
Global Growth Prospects’ and was published in Ndwven2012.

3 Onis and Aysan (2000) and Akin et al. (2009) mtevevidence that the unstable political
landscape of the 1990s had a substantial adveesg eh the Turkish economy.

4 For evidence on these so-called duty lossesiME&1998), Al and Aysan (2006), Aysan and
Ceyhan (2007), Aysan and Ceyhan (2008 a-c) and gdgba et al. (2008).

5 The European Council at its December 2004 surmrBrussels clearly underlined the rapid
pace of transformation and reform that Turkey eigmeed after 2001. Also see Turhan (2008),
Aysan et al. (2011), Turhan and Kilinc (2011) andng et al. (2012).

6 See UNCTAD (2003) on the importance of privatet@e credits in generating high and
sustained growth in middle-income developing cdestr

7 See Cetorelli and Goldberg (2011).
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