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Abstract

In this paper we assess the present sustainadilityrkey’s current account position
using the framework provided by Milesi-Ferretti dRdzin (1996) based on the ability-
to-pay and willingness-to-lend model. This framekvallows us to assess the structural
features and macroeconomic policy indicators. Werel this framework by considering
global sustainability indicators as well. Usindalfor three periods, 1991-1993, 1998-
2000 and 2004-2006 we evaluate the present sulsiigtinan light of the prior two crises
(1994, 2001). Based on our analysis of these faaticthe extended framework, we
conclude that Turkey’s internal structure and macomomic conditions (such as exports
and the fiscal position) have improved that arevathg Turkey to continue having large
and increasing current account deficits. Howetrase is vulnerability from global
factors namely the impending U.S. recession anatengial global slowdown. This
might require some adjustments in policy to corgiaacumulating large deficits.
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1. INTRODUCTION

Although Turkey has suffered from current accowgfiaits earlier, the last two years have
seen ever increasing current account deficits.s@ lerge deficits have caused a great level of
debate over whether the Turkish current accoustistainable and whether there is a possibility
of another crisis in Turkey. The primary causedwmncern is that the two major crises Turkey
faced (1994 and 2001) were preceded by high cuagadunt deficits. The current account
deficits facing Turkey are more severe than thog@évious periods and are over the 5% of GDP
threshold, yet Turkey is yet to experience a cridikis is because a high current account deficit
alone, does not necessarily implywnsustainable external position and thus may not necessarily
result in a crisis. Rather there are a whole bbfictors that have an impact on a country’s
sustainability.

A comprehensive framework for examining currentoact sustainability is provided by
Milesi-Ferretti and Razin (1996). This framewaskbiased on the willingness-to-lend and ability-
to-pay model and incorporates structural factos;nmeconomic policy, political conditions and
market expectations that shed light on current@aiconsustainability. They define an
unsustainable current account deficit as one ittadreresults in a policy reversal or a crisis. By
analyzing the experiences of six countries thatddarge and persistent current account deficits
they identify the key factors that lead to polieyersals or crises. We build on their framework
by including global factors that can shed lighteocountry’s current account sustainability.

Using this extended framework we examine the fadtwat impact current account sustainability
for the periods immediately preceding both theieadrises. Through this discussion we
evaluate Turkey's present vulnerability to a crigBur analysis shows that while internal
fundamentals are allowing Turkey's high currenpaot deficits to persist for longer periods,
there is vulnerability in global sustainability indtors.

The paper is organized as follows: the next segiorides background on crisis literature as

well as discusses the Turkish current account ladrises faced in 1994 and 2001. Section 3



discusses the sustainability framework of MilesirEti and Razin (1996) and our extension of
this framework. This is followed by our analysfgiwe indicators in this extended framework for

Turkey in section 4. Section 5 summarizes andlodes.

2. BACKGROUND

Turkey suffered two major crises in 1994 and 2bMigh current account deficits have been
associated with crises. As noted by Milesi-Feirggttd Razin (1996), conventional wisdom
suggests that a current account deficit to GDP k&tb% or higher implies that the current
account is unsustainabieFigure 1 maps out Turkey’s current account to G&t® from the first
quarter of 1992 to the third quarter of 2007. Prioboth crises, Turkey's current account deficit
to GDP ratio came close to and did breach the S@amability threshold. In the second quarter
of 1993 the current account deficit to GDP raticwaer 5% and fell to a little below 3% and
again increased to 3.4% in the last quarter of 199% current account deficit to GDP ratio was
even worse in the year prior to the 2001 crisis2000, except for the third quarter, the current
account deficit to GDP ratio exceeded the 5% tholelshnd in the second quarter was above 6%.
High current account deficits therefore are a sifjnulnerability.

However, Ozatay (2001) notes that high current aetdeficits in Turkey were not a trend
prior to the two crises, but rather a one-shot lgmob Thus, the temporary nature of high current
account deficits indicates that it was a caus@@®arlier crises. While Turkey’s current account
imbalance may have been temporary earlier, that doeappear to be the case in more recent
years. Turkey's current account balance has werseansiderably since 2003 as seen in figure
1. Moreover, since 2004, Turkey has continuousbabhed the 5% sustainability threshold with

the current account deficit to GDP ratio reachir@% in 2006. This suggests that Turkey's

1 We focus on financial and currency crises ofljus, we do not discuss the economic crisis 09199
when Turkey’'s GDP growth was -4.71%.

2 There is disagreement with this idea in theditere. For example, in their study of 117 crasbe405
countries, Frankel and Rose (1996) conclude tlut burrent account deficits are not associated with
crashes.



weakening current account position is reflectiva afeteriorating trend rather than a temporary
problem. Thus, there is some concern about Tuskeynerability to a crisis today.

However, even a persistently high current accoefitidlis not necessarily unsustainable.
Milesi-Ferretti and Razin (1996) show that Austdiad a high and continuous current account
deficit for a long period without facing a crisiB1 Turkey's case, Ogus and Sohrabji (2006,
2008) show that the trend in a deteriorating curaecount position in the early 2000s may not
imply unsustainability due to policy changes. dsam intertemporal benchmark model and
stationarity tests, they show a structural breakéndeviation of actual and optimal net external
liabilities since 2001. Thus, current account cl&fialone do not reveal the whole story about
current account sustainability. An examinatiormlbthe factors that impact the current account is
necessary.

There are several factors that contribute to cti@meocount unsustainability. First-generation
crisis models such as Krugman (1979) and FloodGamtber (1984) focus on weakened fiscal
conditions such as high deficits, interest paymantsdebt. In addition, Ozatay (2001)
highlights the need to also consider financingheffiscal position. In analyzing the 1994 crisis,
he highlights that it was not the weak fiscal gositbut the way that deficits were financed that
contributed to the crisis. This is also the casdtfe 2001 crisis noted in Ozatay and Sak (2002).
They argue that liquidity injection from the cettsank which was channeled to the government
resulted in the depreciation of the lira and thees. Now the focus is the fragile financial secto
which is emphasized by third-generation modelsuiticly Krugman (1999) and Aghion,
Bacchetta and Banerjee (2000, 2001).

In addition to the above, there are important trad investment factors that contribute to
sustainability. Second-generation crisis modethsas Obstfeld (1994) and Eichengreen, Rose
and Wyplosz (1997) emphasize the contagion effEhtough trade and investment linkages,
countries can face a weakening current accountiposihich can lead to a crisis. If a country’s

exports decline because its trade partners anegfaccrisis, then it hurts the trade balance and



thus leads to a worsened current account posimilarly, a country could face a crisis through
contagion capital outflows in neighboring countridsis is a crucial issue for a country that has
large foreign portfolio investment.

Thus, to analyze whether Turkey is susceptiblednsis we need to examine a
comprehensive list of indicators which includethé factors discussed above. Milesi-Ferretti
and Razin (1996) provide a sustainability framewtbidd encompasses some of these factors and
includes others that can impact a country’s curaecbunt sustainability. They study the
experiences of six countries based on this framlewand identify the main indicators of
sustainability. They conclude that among the iattics they study only high exports to GDP
ratios, high interest payments and appreciatedesaddange rates differentiate between crisis and
non-crisis episodes and the rest do not show dstenspattern for the episodes in the sample.
They also emphasize external influences, the ftagif the financial sector and political
instability as playing important roles. We build their work in two ways. First we explicitly
include global factors to the list of sustainakilitdicators. Also, we contribute three episodes
from Turkish history to their ten episodes of tkeen countries analyzed by Milesi-Ferretti and
Razin (1996). Two of these are crisis episodesa@dther a persistent current account deficit.
The framework used by Milesi-Ferretti and Razing@)Rand our extension are discussed in the

following section.

3. FRAMEWORK FOR PREDICTING CURRENT ACCOUNT SUSTAINABIL ITY

Milesi-Ferretti and Razin (1996) provide a framekvty examine sustainability. Their
framework is based on the willingness-to-lend apititg-to-pay model which includes indicators
that span structural factors, macroeconomic popoiitical conditions and market expectations.
They study the experience of persistent currematicimbalances in seven countries including
Australia, Chile, Ireland, Israel, Malaysia, Mexiaod South Korea. A country can have three

types of persistent current account imbalanceshdrfirst case a country can have a persistent



current account deficit for several years with ntiqy shift or crisis such as was the case of
Australia (1981 — 1994) and Malaysia (1991 — 199#)is implies that the current account was
sustainable. Unsustainability of the current aot@osition implies that there was either a policy
shift or a crisis. Thus, the second type of pesiscurrent account deficits are those that lead t
a policy reversal (such as fiscal tightening) whtie policy reversal improves the current
account position such as in Ireland (1987 — 198@3el (1985 — 1986), Malaysia (1985 — 1986)
and South Korea (1978 — 1988). Finally, a coun#ny have a persistent current account deficit
that leads to a crisis where the country is untbhaeet their debt obligations such as Chile
(1977 — 1982) and Mexico (1977 — 1982 and 199195)19Policy shifts or crises are triggered
by a shock that change investor expectations whittrn impact capital flows. These changed
expectations are related to factors that impaheethe ability or the willingness of the countoy t
repay debt.

Milesi-Ferretti and Razin (1996) group the factibrat impact crises according to four broad
categories: structural features, macroeconomicysliance, political factors and market
expectations. Structural features include econgmuwth, investment, trade and financial
liberalization and external liabilities. Macroeowonic policy position considers exchange rate
policy and fiscal policy. Political factors emplmesas credibility and stability and market
expectations include bond prices and interestgateads. They modify their list of predictors
for practical concerns which cover structural feasutand macroeconomic policy indicators. As
noted earlier, based on the analysis of the casmstudied, Milesi-Ferretti and Razin (1996)
conclude high exports to GDP ratios, high intepestments and appreciated real exchange rates
differentiate between crisis and non-crisis epispddnile the rest of the factors do not show a
consistent pattern for the episodes in their sampley also emphasize the importance of
external forces, the fragility of the financial s&cand political instability in crises.

We follow their modified list in analyzing past seis to determine sustainability factors for

Turkey's external position. We contribute threésegdes from Turkish history, two of which are



crisis episodes and the other a persistent cua@unt deficit to the ten episodes of six
countries analyzed by Milesi-Ferretti and Razind@9 Our list of structural features include
GDP growth rate, investment/GDP, net foreign direct investment inflows/GDP, net foreign
portfolio inflows/GDP, exportsGDP, terms of trade, gross external debt/GNP, real interest rate,
extent of short-term debt/gross external debt andforeign exchange(FE) reserves/gross external
debt. Macroeconomic policy indicators include ttgal effective exchange rate (REER) index,
inflation rate®, fiscal deficit/GNP andinterest paymentsGNP. In addition, we also consider
global sustainability indicators includingprld growth rate, EU growth rate, world real interest
rates andoil prices. All these factors are discussed in detail below.

3.1 Structural features

Higher GDP growth rate implies that a country can sustain a higher curaenbunt deficit,
both because the current account/GDP ratio is lesvas well as because it indicates that the
country’s ability to pay has increased. In additigrowth signals confidence to foreign investors
that may increase their willingness to lend. Thyewth should have a positive impact on a
country’s current account sustainability. By piesity impacting growth, higher investment can
also allow current account deficits to persistléorger periods. Highenvestment/GDP ratios
would thus have a positive impact on the externaltjpn of a country.

Foreign investment is also an important compon&atanuntry’s current account
sustainability. While higher foreign investmentltbhave a positive impact, excessive
dependence on foreign portfolio investment whictdseto be short-term, increases the potential
of a crisis. Thus we consideet portfolio inflows andnet FDI inflows (both measured as a
percentage of GDP) separately.

A higherexport/GDP ratio improves a country’s ability to repay deBtheavy dependence

on exports increases a country's vulnerabilityxtemal shocks such as a sudden decline in

% Inflation rate is not explicitly an indicator the Milesi-Ferretti and Razin (1996) framework, et
include it because it adds to the discussion ofraemnomic stability.



foreign demand due to recessions. However, a highiel of exports by improving the trade
balance would improve the current account positiiba country. In addition, improvement of
theterms of trade (defined as the ratio of the price of exports® price of imports) helps the
current account deficit of a country.

A high level ofexternal debt/GNP could imply an unsustainable external positiorowever,
a high debt is not the only concern. It is alspanant to consider what allows a country to
continue accumulating debt as well as the compwsdf the debt which affects a country’s
vulnerability to a crisis. Growth of external débtmpacted by foreigners’ willingness to lend
which in turn is based on interest rates. Thednighereal interest rate, the greater the
willingness of foreigners to continue lending.al€ountry relies heavily ashort term debt
(measured as a percentage of external debt), thergovould be more vulnerable to a crisis.
Also, a lowFE reserves/external debt ratio can reduce a country’s ability to staveaoffrisis thus
making it more vulnerable.
3.2 Macroeconomic policy indicators

Fiscal unsustainability can lead to current accamsustainability. The framework uses
three measures to examine fiscal unsustainabilitygherfiscal deficit/GNP andinterest
payments/GNP ratio indicate a poor fiscal position. Shaky &isfundamentals, impacts a
country’s ability to pay and makes foreigners ulimgi to lend. Thus, a weakened fiscal position
has the potential to make the current accountiteficustainable.

To determine macroeconomic stability we also carsitices and exchange rates. High
inflation rates which can be related to fiscal ppladd to concerns in an economy. A country
with high inflation rates is burdened by macroecguimouncertainty and poor allocation of

resources. In addition, it has an impact the vafule currency.

* We acknowledge the two-way relation between fiaod current account unsustainability discussed in
the twin deficits literature. However, for ourges, we focus on the impact of the fiscal deficittbe
current account deficit.



The exchange rate regime and exchange rate moveientmatter for the current account
position. Before the 2001 crisis, Turkey had adixexchange rate. A fixed regime puts a burden
on foreign exchange reserves. As noted earligighalevel of foreign exchange reserves makes a
country less vulnerable to a crisis. Howeverhd tegime is fixed then there is a need for even
higher levels of reserves. We capture exchangemavements through tRREER index. An
increase in the index implies that the currendyeisoming overvalued which hurts the trade
position and thus contributes to unsustainabilitthe current account position.

3.3 Global unsustainability indicators

As noted earlier we extend the list of sustaingpitidicators provided by the Milesi-Ferretti
and Razin (1996) framework to include global fastibrat impact Turkey’s current account
position. One of the main global factors is grovates in the world. In Turkey's case we
include bothworld growth rate as well a€€U growth rate as indicators of a crisis. As its largest
trading partner, economic conditions in EU matterffurkey. In addition, Turkey’s potential
accession to the EU would make the region even imaguertant for Turkey in the future. A
lower growth rate (world growth as well as EU grbyvould have a negative impact on
Turkey's external position through a decline irdgand investment opportunities. Hence, a
world wide or EU recession has the potential to enBilirkey’s current account vulnerable to a
crisis.

In addition, as shown by Frankel and Rose (19@8)d real interest rates are an important
determinant in current account sustainability. ighler world interest has the potential to draw
resources away from a country, while lower retunnthe world could lead to increased
investment into the country. Thus, a higher wamtdrest rate could impact both a country’s
ability to pay off debts as well as foreigners’limigness to lend and thus its current account
sustainability.

Finally, we consider the impact of oil price shaclkscreases inibprices can slow

investment and production while simultaneouslyéasing the import bill for an oil importing



country. Thus, oil price increases hurt Turkeydity to pay off its debts and thus negatively
impact its current account position.

We use this extended framework to analyze sustiityabdicators for the 1994 and 2001
crises in Turkey to shed light on its present aureecount position. Our analysis is spread over
three phases, the first relates to the 1994 ctlsssecond relates to the 2001 crisis and the thir
is the current phase. Each phase is further brdkem to capture short-term and long-term
changes. Thus, we break the first phase into {heeeds, the three-year average prior to the
crisis (1991 — 1993), the year immediately priothte crisis (1993) and the crisis period (1994).
Likewise the second phase is broken up into theetlyear average for 1998 — 2000, the year
2000 and the year 2001. The third phase is brakdnto the three-year average of 2004 — 2006
and the year 2006 alone to make it comparablectetiisis periods. Our analysis of the extended

list of indicators is presented in the followingten.

4. DATA AND RESULTS

Data for the series discussed in the section ahmvavailable from the Central Bank of
Turkey website. Since we analyze sustainabilitijdators for the past crises to draw conclusions
for the current situation, we use data from 192D086. We consider annual data for all series.

Data for the three phases (discussed earlieprasented in tables Il and Ill. Table I
focuses on Turkish sustainability indicators whaech from the framework provided by Milesi-
Ferretti and Razin (1996). Table Il provides imfiation on our extension of the framework
which includes global sustainability indicatorsaagfor the three phases discussed earlier.
4.1 Turkey's 1994 crisis

Macroeconomic policy indicators played a major iinléhe 1994 crisis. Similar to the
conclusion of Milesi-Ferretti and Razin (1996) fdexico’s 1982 crisis, where fiscal imbalances
played a major role, Ozatay (2001) also arguesfigt! imbalances contributed to Turkey’s

1994 crisis. As can be seen in table Il, the ayesfiacal deficit/ GNP ratio was high at 5.43% for

1C



1991-1993 and worse in 1993 alone at 6.70%. Timedeend is observed in thwterest
payments/GNP ratio which increased from an average of 4.43%4.691-1993 to 5.80% in 1993
alone.

Related to the poor fiscal position was the mammwaemic instability observed in both the
inflation rate and exchange rates. From the taklsee that the average inflation rates for 1991-
1993 were very high at 67.38% and stayed high 8818 66.10%. Besides providing poor
signals in allocating resources, high inflatioresaalso impact the currency.

Milesi-Ferretti and Razin (1996) note that ovenadion of the currency played a major role
in Chile and Mexico’s crises (1982 for both cougsdi This can be observed in Turkey's case as
well. As reported in table Il, the averdgEER index for 1991-1993 was 115.74 and increased to
122.89 in 1993 which represents an overvaluatighefira. Appreciation of the lira was noted
by Celasun (1998) and Ozatay (2001) as a factiheiri 994 crisis.

In addition, there was one factor from the glahadtainability indicators which impacted
Turkey in this period. Like Milesi-Ferretti and Ba (1996) highlight the impact of a world
recession in the 1982 Mexican crisis, we find thatpoor growth performance in EU was a
factor for Turkey in the 1994 crisis. Averagd growth rate was 0.43% for 1991-1993 and
reduced still further in 1993 to -0.20% (from tabl® Though world growth rates were steady,
the slowdown in the EU region which was and cormto be a major trade and investment
partner adversely impacted Turkey in this period.

While none of the structural features stand oytradictors of the crisis, financial sector
problems were observed in Turkey. Milesi-Ferratiil Razin (1996) emphasizes the importance
of a weak financial sector in the crises of Chll8§2) and Mexico (1982 and 1994). Similarly,
Ozatay (2001) and Arican (2005) highlight the penis of Turkey's financial sector in the 1994
crisis.

4.2 Turkey's 2001 crisis
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Fiscal unsustainability was once again a major oeggnomic policy indicator in the 2001
crisis. Ozatay and Sak (2002) note that simildh&1994 crisis and the Chilean experience
reported in Milesi-Ferretti and Razin (1996), a pfiecal position was a factor in the 2001
Turkish crisis. This can be seen in the datalifetd. Both interest payments/GNP and fiscal
deficit/ GNP were higher (and increasing) comparét the period leading to the 1994 crisis.
The averagénterest payments/ GNP for 1998-2000 was 13.84% and higher in 2000 &2 7%.
Similarly, fiscal deficits saw an increase with theeragdiscal deficit/ GNP ratio of 9.79% for
1998-2000 and 10.56% in 2000.

Inflation rates were also higher, although at aerage of 68.14% in 1998-2000 and slightly
lower at 54.92% in 2000 were not more problemdiamtin the 1994 crisis. The REER index
also increased with an average of 126.05 for 1988 2nd 136.53 in 2000. While this may
suggest an appreciation in the real exchangewatbgelieve this is more to do with the changed
fundamentals that make the base year of the int#9&( less relevant for the REER index
change comparisons across the period.

Of the structural features, we find that similaCioile’s crisis in 1982 as noted in Milesi-
Ferretti and Razin (1996), high external debt hathgor role in the 2001 Turkish crisis. Table Il
shows that average external debt to GNP ratio B&305%6 in 1998-2000 and higher in 2000 at
59.13% in 2000.

In addition, Turkey saw a worsening terms of tradsition in this period. Milesi-Ferretti
and Razin (1996) find this an important indicatothe Chilean crisis of 1982. From table Il, we
find that theterms of trade were 1.06 in 1998-2000 and lower at 1.00 in 200ile this is
indeed a worsened terms of trade position, givervéry small changes, we do not feel that this
is an important indicator in 2001 crisis.

Of the global sustainability indicators, world irget rates and oil prices had an impact on
Turkey. High world interest rates specially inatén to domestic interest rates were a factor

identified by Milesi-Ferretti and Razin (1996) footh Chile in 1982 and Mexico in 1994. From
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table 11l we see thatorld interest rateswere 5.91% in 1998-2000 and increased to 6.65% in
2000. Itis important to note that the interest ia Turkey for the same periods were 14.02%
and -12.21%. The big difference between world Bmdkish interest rates in 2000 was an
important factor in the 2001 crisis. In 2000, Teylsreal interest rate was -12.21%.

As noted by Ozatay and Sak (2002) we also find pigtnoleum prices to be a concern in this
period. From table Il we see thait prices were $ 18.15 for the 1998-2000 period and
significantly higher for 2000 alone at $ 26.12.

Once again weakness in the financial sector idedtlly Milesi-Ferretti and Razin (1996) as
important predictors and which was a factor in Byrk 1994 crisis was a concern in the 2001
crisis as well. Alper (2001), Ozatay and Sak (3G0®1 Arican (2005) emphasize the importance
of a weak financial system in the 2001 crisis. ®@bunting to the problems in the financial
system is the timing of the capital account libieedion which can partly be attributed to outside
pressures from the IMF as noted by Alper and Q20€2) as well as internal political problems.
Alper and Onis (2003) note that weakness in palititructure such as lack of accountability and
transparency in a financially liberalized enviromkeads to recurring financial crises.

4.3 Present position in Turkey

To discuss the present current account positidruikey, we consider the trends in the broad

categories of indicators identified earlier sepzlyalbelow.

Structural features

Growth during the 1990s was fairly volatile in Key. Figure 2, which maps out the trend
for the entire sample period shows several andmagjs in the growth trajectory. However, the
present growth path in Turkey is healthy. Fronigdbwe see that averageowth rate for the
2004-2006 period was high at 7.47% and slightlydotut healthy at 6.10% in 2006. The
comparison of the two periods is important if onenpares the growth experience of Turkey
prior to the earlier crises. Turkey's growth ratee high in the year immediately preceding the

earlier two crises at 8.04% and 7.36% in 1993 d&tD2espectively. However, while these

13



growth rates were high and comparable to the positiday, we believe that those earlier growth
rates were cause for concern for Turkey at thag,tiwhich is not presently the case. Specifically,
the 1993 growth rate was 61% higher than the tpeg®d average for 1991-1993 at 4.98% while
the 2000 growth rate represented a 285% jump franthree year average for 1998-2000 at
1.91%. The latter jump is that extreme becautkeol 999 recession in Turkey that significantly
lowered the three year average. Nevertheless] nagiease in growth from the former period
represents an overheating concern for the Turlkishamy in both cases. The present situation
represents a sustained high growth rate for tHeegmtriod and thus is not indicative of a
structural problem in the Turkish economy.

By contributing to growth, investment (measured aercentage of GDP) increases the
potential of a country to repay debts. As candmndrom figure 3, thavestment/GDP ratio has
been steady for most of the sample period. Thesitent to GDP ratio was healthy prior to the
earlier crises. From table Il, we see that theayeinvestment to GDP ratio for 1991-1993 was
16.75% and increased to 19.50% in 1993. The r&io$998-2000 and 2000 alone were
likewise healthy at 18.06% and 18.51%. Turkey'seant investment position is even higher than
earlier periods at 20.70% for the 2004-2006 pesiod 19.58% for 2006 alone. Thus, investment-
wise, Turkey continues to be in a stable position.

As we noted earlier, in the case of foreign investhihe type of investment matters for
vulnerability where direct investment suggestsdessid portfolio investment suggests higher
vulnerability. Milesi-Ferretti and Razin (1996hd that both direct investment and portfolio
investment flows are not major predictors of crisetheir sample. We conclude the same for
Turkey which shows very low inflows (as a percertaf GDP) for both types of investment.
From figure 4 we see that FDI flows to GDP were,lbwt stable for most of the sample period.
FPI flows to GDP were also low, but more volatibe the sample period. The present FDI and
FPI position is healthier in Turkey. Averaget FDI inflows/GDP for 2004-2006 was 2.62% and

increasing in 2006 at 4.79% (as noted in table Snilarly healthy results are observede
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FPI inflows/GDP which are 2.74% and 1.84% respectively. The hitghesl of FDI inflows
compared with FPI inflows in 2006 shows that Turkeless vulnerable to international
speculative activity. Both inflows are a major moagement over the entire sample period as seen
in figure 4 and specifically compared with the esperiods as can be seen in table II.

Exports have been an important indicator of suatality. Milesi-Ferretti and Razin (1996)
identify low exports as a major factor in Chile avidxico’s 1982 crisis as well as Mexico’s 1994
crisis. In addition, Milesi-Ferretti and Razin @8 also discuss how Malaysia’s high exports to
GDP ratio of 82% in 1994 were an important factoiniproving the trade and thus current
account position. From figure 5 we see that Tukeyport to GDP ratio has been on a general
upward trajectory since 1990. There have beehtdligctuations around the 2001 crisis, but
have steadied since then and exports have conttouedrease until 2006. From table Il we see
that the three-year averaggort/GDP ratio for 2004-2006 is 29.12% and 29.05% for 2006
Turkey. While the numbers are not as high as Madéy case, they still represent a very healthy
export position for Turkey.

For most of the sample period, the terms of tradeldieen approximately 1 as seen in figure
6. However, the terms of trade has slightly detated in the current period. In 2006 thens
of trade were 0.97 is lower than three-year average of th02004-2006 and the lowest it has
been for the sample period. While the terms afdrare worse in the current period, the
deterioration has been fairly small and thus waalathat this factor shows Turkey’s
vulnerability to a crisis in the current period.

The external debt position was a major predictarrisies for the episodes studied by Milesi-
Ferretti and Razin as well as in our analysis ef2801 crisis. Figure 7 shows that in the early
1990s, Turkey's external debt position was steadyjumped up considerably in the period
leading to the 2001 crisis. As noted earlier,aékt=rnal debt/GNP ratio was an average of
53.90% for 1998-2000 and 59.13% for 2000 (fromedbl The debt position further worsened

during the crisis reaching 79.25% in 2001. Culyeihe averagexternal debt/GNP ratio is
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50.63% 2004-2006 and 51.57% for 2006 alone as teghar table Il. While these numbers are
high they represent an improvement in Turkey's mtkedebt position.

Real interest rates in Turkey have been very high in the 1990s duadmeasing budget
deficits. The level of debt that needed to beickpathese high rates of interest consequently
also soared. This crowded out private investmedthart the Turkish economy. That in turn
increased the risk premium on external borrowiagnfforeign lenders and thus put pressure on
domestic public sector borrowing. High rates é¢iest continue to be an issue in Turkey even
though political and economic risks have been redusy reforms after the 2001 crisis. At an
average of 9.33% in 2004-2006 and 7.75% in 20068ealeal interest rates in Turkey have
shown a significant decline from interest ratehigh as 30% in 2001. However, the rates in the
present period are still fairly high which form iampediment to investment and growth. On the
other hand, these high rates, especially in relatiavorld interest rates, make Turkey an
attractive investment opportunity for foreign int@s and thus help finance the current account
deficit.

Heavy dependence on short term debt makes a cauobg/ vulnerable to a crisis. Radelet
and Sachs (1998) note that short-term debt hasdesjor factor in the case of East Asia. The
amount of short-term debt as a percentage of etdabt was higher in the period leading to the
1994 crisis than in the 2001 crisis, but was niagor cause for either crisis. Figure 8 shows a
declining dependence on short-term debt in theepitgzeriod. From table 1l we see that the
averageshort-term debt/external debt ratio in 2004-2006 was 20.71% and 20.33% for 20DGis
is lower than the ratios in the periods leadindaifhe two crises. Thus, Turkey is in a better
short-term debt position today.

The final support for Turkey’s improved externaltilities can be seen in its improved
foreign reserves position. From figure 8 we seteadily improving foreign exchange position.
The FE reserves/external debt ratio at 28.25% for 2006 is slightly higher thae three-year

average for 2004-2006 at 26.42% as can be seablmit. From figure 8, we see that this
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represents a significant improvement over the estimple period. This improved foreign
reserves position implies that Turkey is betteedblwithstand capital outflows.

In addition, it is also useful to consider theaaif short-term debt to foreign exchange
reserves. Radelet and Sachs (1998) argue thafgetyn exchange positions in countries in
East Asia hurt the economies during the 1997 criais170%, 120% and 200%, Indonesia,
Thailand and South Korea respectively all had weedign exchange positions in the year
preceding the crisis. The ratio in Turkey priothe first crisis was far worse at an average of
230% for 1991-1993 and close to 300% in 1993 aloifibis had improved in the period
preceding the second crisis, but at 106% for 198@2and 113% for 2000, still indicated a
problematic foreign exchange position. Currertthg ratio is below 100% with the 2004-2006
average being approximately 78% and the 2006 aaff@%. This means that currently Turkey
would be able to repay short-term debts if thereeveesudden capital outflow.

Milesi-Ferretti and Razin (1996) emphasize the ipwe of exports and external debt
among structural features. From the above, wehsddoth these indicators have improved.
Exports have been steadily increasing as a pegewnfaGDP and while debt continues to be high
it has reduced considerably since the 2001 craiim@. None of the other structural features
played a major role in Turkey's earlier crises.vBkigheless, it is worth noting that all the
structural features discussed in the framework lrapeoved in the current period. Thus, based
on structural features, we find that Turkey is imedter current account position.

Macroeconomic policy indicators

One important change in the current period is exgbaate regime in Turkey. Following the
2001 crisis, Turkey's exchange rate regime shifitech a fixed (managed float) to a floating
regime. In addition, to the efficiency benefitssofurrency being market determined, another
major advantage for Turkey in this period compdcedarlier periods is decreased burden on

foreign exchange reserves. This combined withmgmoved foreign reserves position discussed

® There is a slight worsening of the terms of trpdsition, but it is not a significant deterioratio
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earlier, shows that Turkey is in an even betteitiposto allay the fears of anxious investors and
withstand a crisis.

Following the shift to a floating exchange rateimegy theREER index has increased
significantly in the current period. The averadedR index for the 2004-2006 period was much
higher at 154.66 and even more so in 2006 at 16&&® table I). This increase could suggest
an appreciation of the lira which presents a canéarcurrent account sustainability. Milesi-
Ferretti and Razin (1996) highlight overvaluatieneamajor predictor for both Chile and Mexico
in the 1982 crises in the two countries. Whilgjgher index does imply an appreciation, it is
important to note that the REER index uses 199lzase year and thus, the higher index implies
an appreciation of the lira from 1995. With a sigantly different economic structure in 2000s
compared with 1995, the higher index is more likelfecting the changed fundamentals in the
Turkish economy, rather than signaling an ovenaliua. Thus, even though a higher REER
index should make a country susceptible to a cfigligch as discussed by Milesi-Ferretti and
Razin (1996) was a concern for Chile and Mexic@®,de not see this as a vulnerability in the
Turkish economy.

Fiscal unsustainability that Milesi-Ferretti andzita(1996) highlight as a major predictor in
Chile in 1982 and were also major factors in therfwo crises (as discussed earlier). The two
measures of fiscal unsustainability are intereghmants/GNP and fiscal deficittGNP. From
figure 9 we see that the trend in both measuresidesited until 2001. However, we find
improvements in both these measures in the preseiad in Turkey.Interest payments GNP
which were a concern prior to both crises, havenlfaiely healthy since 2004. The average ratio
in 2004-2006 was 9.76% and lower for 2006 at 6.7ft&n table II).

The other measure is the size and increase irl fisfigits as a percentage of GNP. High
fiscal deficits which are an important predictoiGhile’s crisis according to Milesi-Ferretti and
Razin (1996) have also been a concern for Turkeaitier crises. From table Il, the average

fiscal deficit/GNP ratio for 2004-2006 was 3.23% and was only 0.9682006. Not only are
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these ratios significantly lower than previous pdsi but they fall within the EU Maastricht
Treaty threshold requirement of less than 3%. EhiBus, a period of fiscal restraint for Turkey.

Fiscal restraint has also improved the inflatiosifon in Turkey. While Turkish inflation
rates were in double and in some cases triplesdigitmost of the sample size, the trend has
improved in the present period as can be seeqingil0. From table Il we see that average rate
of inflation for 2004-2006 was 8.81% and slightlglier at 9.61% in 2006. The single-digit
inflation figures show a marked improvement in na@conomic conditions in Turkey in the
present period.

Malaysia's experience between 1979-1986 with fisealraint discussed in Milesi-Ferretti
and Razin (1996) offers a cautionary tale for TyrkEollowing an increase in fiscal deficit/GDP
ratio from 6.6% in 1980 to over 17% in 1982 prondpaefiscal tightening program. This reduced
the fiscal deficit to GDP ratio significantly to 6#1984. However, due to other factors
including problems in the financial sector and @efation of the real exchange rate, Malaysia’'s
fiscal tightening policy resulted in a sharp deelin growth. Thus, while fiscal responsibilityas
valued goal, it has the potential to hurt Turkeg amy require a change in policy.

However, in Malaysia’s case it was a combinatiosenferal factors together with fiscal
tightening that hurt economic growth. Those fagiaclude depreciation of the exchange rate
and weaknesses in financial sector. While thenfifred sector has been weak in Turkey for most
of the sample period, Ogus and Sohrabji (2008)ligighthe reforms in this sector following the
2001 crisis. Also, there is no indication of a @gation in the lira and thus we conclude there is
less of a concern of fiscal tightening leading tiealine in growth.

From the above, we thus conclude that Turkey’'s pemynomic policy indicators are
healthier. Not only is the fiscal position muchpiraved, but as noted earlier, the shift in
exchange rate regime has put Turkey in a bettetigros Thus, based on the macroeconomic
policy indicators, we believe that Turkey is lesgnerable to a crisis.

Global sustainability indicators
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Just as a global slowdown impacted Mexico in the21&isis discussed in Milesi-Ferretti
and Razin (1996), an EU slowdown hurt Turkey in4.9Since then world and EU growth rates
have been steady as can be seen in figure 11.dWiaWwth in the current period was healthy
with averagevorld growth rates of 5.20% in 2004-2006 and 5.40% in 2006 (fromedh).
Similarly EU growth was also steady with 2.57% and 3.20% for the taniops respectively.
Looking forward though, the global slowdown in 200i8 definitely have an impact on Turkey
as well.

The high world real interest rates (especially pared with Turkey’s negative real interest
rates) hurt Turkey in 2001. In fact, as can b&$emm figure 12, for most of the sample period,
world interest rates were high and higher tharrésterates in Turkey. From tables Il and Il we
find that this is not a concern in the 2004-2006quk The averagworld real interest rate in that
period was 3.61% compared with Turkey's averag® 83%. That rate for the world was higher
in 2006 at 5.27% and had fallen in Turkey to 7.75Pke spread between the two interest rates
was lower in 2006, but Turkey’s rates were stijjHgr. Based on cuts in rates of interest in the
US due to fears of a recession may imply an iner@athe interest rate spread and put Turkey in
a better position.

Qil prices have been on an upward trajectory aseaseen from figure 13. High oil prices
had a role in the 2001 Turkish crisis. The primasfar higher today and increasing. Based on
the averageil price at $ 35.87 for 2003-2005 from table Il Turkeysgort bill and thus current
account deficit is increasing. This is expectethtoease in the future as well. While the import
bill does increase, Turkey robust growth and higoets lead us to conclude that oil price
increases are not making Turkey vulnerable tosacri

One vulnerability in the global sustainability indtors in the 2004-2006 period is the rise in
oil prices. However, that has not slowed growthaddition, the strong export performance
makes a higher import bill due to increasing cit@s a lesser concern. The bigger concern is

global growth in the coming period. Both world a@fid growth were healthy in the 2004-2006
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period. The looming US recession and slower wgrtdvth could hurt exports from Turkey, thus
making Turkey vulnerable to an unsustainable ctirmecount position. Some of that concern
may be counteracted by interest rate cuts in thevhigh increase the spread between Turkish
interest rates and world interest rates and thigsdigact more investment. However, that may
not be sufficient to reduce the negative impact gfobal slowdown. In that case, the increasing
import bill through higher oil prices that was ctenacted by strong export performance could
become a big problem as well. Thus, while weaarclude that based on global sustainability
indicators, Turkey's current account position waalthy for the in the 2004-2006 period, that
may not hold for the coming years. The globalaunsbility indicators show some vulnerability
in the current account position in Turkey.

Based on the above analysis of the three categafrfestors that signal vulnerability in the
Turkish current account position, we find that intdly, Turkey is in an improved current
account position. Both structural features androemmnomic policies have improved and are
allowing Turkey to sustain higher current accouwsfiaits for longer periods of time. However,
even though the overall position is better, theeecaitside factors, namely a global slowdown
that may generate some vulnerability in the exiguoaition. Given Turkey's dependence on the
global economy, the impending global slowdown mayse Turkey to be unable to sustain these
high current account deficits without further pglithanges.

5 CONCLUSION

In this paper we analyze the present sustainaloiifyurkey’s current account using the
framework provided by Milesi-Ferretti and Razin 969. Their modified list of sustainability
predictors fit into two broad categories, strudtfeatures and macroeconomic policy indicators.
We extend their framework to include a third catggglobal sustainability indicators. Just as
they do, we analyze specific episodes to determtrieh factors play a role in current account
unsustainability. While they analyze six countifeduding Australia, Chile, Ireland, Israel,

Malaysia and Mexico, we focus on three episod@itkey only. Of the three episodes, two are
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the period leading to the 1994 and 2001 crisis lvh@mmprises 1991-1993 and 1998-2000. An
analysis of these two periods allows us to detegrttie present (2004-2006) sustainability of the
Turkish current account.

Based on our analysis we conclude that Turkeyigciral features and macroeconomic
policy indicators have improved in the presentqubriOf the structural features, Milesi-Ferretti
and Razin (1996) emphasize the importance of exmogredicting crises in Chile and Mexico in
1982 and Mexico again in 1994. In addition, thispdighlight the role of exports in Malaysia’s
sustainable current account episode of 1991-19®key’s current export position is healthy
with an export/GDP ratio of 29.05% in 2006. Thidds the trade and thus the current account in
Turkey.

Another major factor is the external debt positidiis has been an issue for Chile in 1982 as
noted in Milesi-Ferretti and Razin (1996) and wis® @ major factor in the 2001 crisis in Turkey
discussed earlier. While the external debt/GNP iathigh, it is healthier in the current period
compared to the period leading to and during tHE 20isis. Related to this is the improved
foreign exchange position where the short-term tiefireign reserves ratio has become less
than 100% in the present period indicating Turkeydgity to repay short-term liabilities.
Therefore, overall Turkey’s current account is imedter position.

None of the other structural features played a nraje for the episodes analyzed by Milesi-
Ferretti and Razin (1996). This is similar to analysis of Turkey's prior crises. Nevertheless,
all of those structural features discussed in thméwork have improved in the current period.

All the macroeconomic policy indicators, the fispakition and exchange rate policy and
movements played a major role in earlier criselse fiscal position in the 2004-2006 period is
much improved with Turkey's fiscal deficit/tGNP mfialling to 0.96% in 2006 and interest
payments/GNP at a fairly low rate of 9.61% in thame year. While tight fiscal policy may
provoke fears of a slowdown in growth, Turkey'swtio rate has been and continues to be

healthy.
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Also, the switch in exchange rate regime from fisedoating has put Turkey in a better
position. This is both due to a shift to a magkéte for the lira as well as the reduced burden
placed on foreign reserves which is not neede@fendl the lira anymore. The shift in the
regime is associated with an increasing REER indé#ile an increasing REER index may be
indicative of an appreciated lira which could hie current account position, we believe that
this increase is based on the way the index is atedpand signifies changed fundamentals rather
than an overvalued lira.

Thus, our overall conclusion based on structurdlraacroeconomic policy indicators is that
Turkey is in a stronger current account positiogpite its high current account deficits.

However, there is some vulnerability in the Turkishlirent account position. This is
associated with the global sustainability indicatorour extension of the Milesi-Ferretti and
Razin (1996) framework. While our analysis sholnat &ll indicators are healthy for the 2004-
2006 period, the looming US recession in 2008 ams$equent global impact shows some signs
of concern for Turkey. As noted earlier, Turkegigort performance has been strong for this
period and is a major factor in the improved curemtount position. A potential global
slowdown which hurts Turkey's exports could hugtthealthy position. In addition, high oil
prices (seen in the 2004-2006 period) which ina@ddke value of imports becomes a bigger
concern if exports decline.

The vulnerability in the Turkish current accounsjpion is associated with outside factors
beyond Turkey’s control. Internally, both struetlieatures and macroeconomic indicators have
improved and are allowing Turkey to sustain higharent account deficits for longer periods of
time. However, given Turkey's dependence on tiebaleconomy and the impending global
slowdown, Turkey may be unable to sustain theske tigrent account deficits without further

policy changes.
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Figure 1. Turkey’s current account balance to GDP atio (quarterly data from 1992:Q1 — 2007:Q3)
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Source: Central Bank of Turkey
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Figure 2: Turkey's real GDP growth rate (annual data from 1991 — 2006)
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Figure 3: Turkey’s investment to GDP ratio (annualdata from 1991 — 2006)
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Figure 4. Turkey’s foreign investment flows to GDPratio (annual data from 1991 — 2006)
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Figure 5: Turkey’s exports to GDP ratio (annual dat from 1991 — 2006)
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Figure 6: Turkey’s terms of trade (annual data from 1991 — 2006)
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Figure 7: Turkey’s external debt to GNP ratio (annwal data from 1991 — 2006)
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from Central Bank of Turkey.
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Figure 8: Turkey’s short-term debt to external debtratio and foreign reserves to external debt ratidannual data from 1991 — 2006)
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Figure 9: Turkey’s fiscal balance to GNP ratio andnterest payments to GNP ratio (annual data from 191 — 2006)
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Figure 10: Turkey’s inflation rate (annual data from 1991 — 2006)
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Source: Central Bank of Turkey

33



Figure 11: World growth rate and EU growth rate (amual data from 1991 — 2006)
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Figure 12: World interest rate (annual data from 1®1 — 2006)
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Figure 13: Qil prices (annual data from 1991 — 2005
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Table I: Turkey's current account position

1991-1993 1993 1994 1998-200d 2000 2001 2004-2006 2006
(average) (average) (average)
Current account/GDP (% -1.35 -3.59 2.03 -1.56 44.9 2.34 -6.49 -7.90

Note: The GDP series was expressed in current lutik and the current account balance was in &igrd. To make the two series
comparable, the current account series was comvirt€urkish lira (using the indicator selling noral exchange rate from the Central Bank of
Turkey). The above series is the ratio of curesmount balance to GDP in percentage form. Thatiegnumbers indicate a current account
deficit.

Source: Central Bank of Turkey
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Table Il: Turkey's sustainability indicators affecting its current account position

1991-1993 1993 1994 1998-2000 2000 2001 2004-2006 2006

(average) (average) (average)
Growth rate (%) 4.98 8.04 -5.46 1.91 7.36 -7.5( 77.4 6.10
Investment/GDP (%) 16.75 19.50 15.95 18.04 18.51 A7l 20.70 19.58
Net FDI inflows/GDP (%) 0.45 0.35 0.43 0.14 0.06 971. 2.62 4.79
Net portfolio inflows/GDP (%) 1.37 2.19 0.89 -0.33 0.51 -3.12 2.74 1.84
Exports/GDP (%) 14.86 14.65 22.52 25.64 25.24 34.21 29.12 29.05
Terms of trade 1.15 1.19 1.14 1.06 1.00 0.98 1.0d 970
Real interest rate - - - 14.02 -12.21 29.34 9.33 757
External debt/GNP (%) 38.83 38.80 51.20Q 53.9( 59.13 79.25 50.63 51.57
Short term debt/external debt (%) 20.89 26.5 16.86 22.56 23.88 14.44 20.71 20.33
FE reserves/external debt (%) 9.05 9.03 10.41 21.37 21.18 16.63 26.42 28.25
REER index 115.74 122.89 92.50 126.05 136.53 11250 154.66 160.53
Fiscal deficitt GNP (%) 5.43 6.70 3.88 9.79 10.56 456 3.23 0.96
Interest payments/GNP (%) 4.43 5.80 7.67 13.84 16.27 23.27 9.76 6.71
Inflation rate (%) 67.38 66.10 106.26 68.14 54.92 4.48 8.81 9.61

Notes:

» Terms of trade is defined as the price index obetgato price index of imports as reported in INHernational Financial Statistics database.

The base year for the two indices is 2000. Thgiral data was quarterly data which was averagetidguthors to make it annual data
comparable to other series. If the terms of texdmeds 1 it implies a better terms of trade positi
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e The real interest rate is the cost of domesticdwang from Domestic Debt Management Reports byTildish Treasury (several reports
from 2002-2007).

» External debt, short term debt and foreign exchaagerves data is from IMF International Finan8ltistics database. All series were
expressed in US dollars. External debt was coedénto Turkish lira (using the indicator sellingminal exchange rate from the Central
Bank of Turkey) to compute the external debt/GNiora

» The REER (real effective exchange rate) index psrted by the Central Bank of Turkey uses 199hadbtase year.

» Fiscal deficit to GNP ratio and interest payment&NP ratio for 1991 to 1993 are reported in Alged Onis (2003). For the rest of the
years, the ratios are calculated from data onlfibeficits, interest payments and GNP from the @dBank of Turkey.

» Inflation rate uses the CPI index. There are dhffie base years for the different years, so alteslare recalculated for 2003 as the base year.

Source: All data unless otherwise noted are availablenff@entral Bank of Turkey.
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Table llI: Global sustainability indicators affecting Turkey’'s current account position

1991-1993 1993 1994 1998-2000 2000 2001 2004-2006 2006
(average) (average) (average)
World growth rate (%) 2.13 2.40 3.30 3.73 4.80 2.50 5.20 5.40
EU growth rate (%) 0.43 -0.20 2.80 3.27 3.90 2.10 572 3.20
Real world interest rate (%) 4.46 3.41 5.07 5.91 656. 3.73 3.61 5.27
Oil prices (1990 $ per barrel) 17.80 16.03 14.55 .188 26.12 23.10 35.87

Notes:

* The world interest rate series is the 6 month LIB&@RJS dollars.
e Qil prices are measured as 1990 US $ per barrel.

Sources: All data are available from IMF International Bircial Statistics database and World Economic ©ktlo
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