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Abstract 
 
Globalization and deregulation process worldwide accelerated the integration procedure of 
national and international financial markets particularly after 1990s. Authority over the 
financial markets has been lessened by eliminating regulations. The liberalization of financial 
markets extremely increased the flow of the capital between countries, on the other side, this 
tendency caused long term financial crises whose violence and scope are rapidly expanding. 
Financial crises started to take place in many different countries contagiously on a regular 
basis and are triggered by continuously varying different factors. As a result of globalization, 
investment decisions and locations have changed and many countries’ regulations influenced 
other countries. After analysing the facts about financial crises and its fundamental causes, 
this study highlights the effects of these causes on specific incidents including 1929 The 
Great Depression that lasted till early 40ies, 1997 Asian Financial Crises, 1998 Russian 
Financial Crises and The Liquidity Crises of 2008 and makes a comparison between them 
with their outcomes. As a specific case study, this study analyses the Turkish Banking 
System that had been restructured after the enormous financial crises in Turkey in 2001 
which caused many banks to collapse and -after due to the precautions taken- was able to 
survive from the liquidity crises in 2008. We will analyse the lessons learned from this case 
and make some recommendations to overcome banking crises. 
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INTRODUCTION 
 
The term financial crisis is applied broadly to a variety of situations in which some financial 
institutions or financial assets suddenly lose a large part of their value. Many financial crises 
in the 19th and early 20th centuries were caused by banking panics and ended with recession 
in the global economy. There are also other types of financial crises stemming from stock 
market crashes, bursting of financial bubbles, currency crises and sovereign defaults. Many 
economists have offered theories about how financial crises develop and how they could be 
prevented. There is little consensus, however, and financial crises are still at a regular 
occurrence around the world and continue to have negative impacts on the growth level of 
the countries, which deal with crises. The Great Depression between late 1929s and early 
1940s, The Asian Financial Crises in 1997, Russian Financial Crises in 1998 and the 
Liquidity Crises of 2008 show the world how financial crises effect the growth of the major 
economies.  
 
 
FINANCIAL CRISES AND GLOBALIZATION 
 
GLOBALIZATION 
Globalization is accepted as a process that removes geographical boundaries and enables the 
economic integration and interdependence of national economies into the international 
economy through trade, foreign direct investments, capital flows and migration. It initiates 
the widening of international trade, transformation of financial sources, increasing foreign 
investment and joint enterprises. Today, countries became depended on each other 
economically due to easy and fast communication. Cheap international transformation 
through rapidly developing technology makes the financial transactions easier between 
multinational companies. Financial globalization beginning with 1980s removed the 
boundaries, opened up the financial markets to international competition and increased the 
international capital flows. The increase in the short-term capital movements as an inevitable 
result of globalization increased the volumes of financial crises.  
 
FINANCIAL CRISES 
Economic crises are unexpected, powerful and sudden events that can have serious 
implications which may arise with consequences, seriously affecting the country’s macro 
economy and the firms in micro economy(Aktan and Huseyin 2001). The United Kingdom’s 
Department for Business, Enterprise and Regulatory Reform (2008) describes a crisis as "an 
abnormal situation, or even perception, which is beyond the scope of everyday business and 
which threatens the operation, safety and reputation of an organization.” A crisis is a major, 
unpredictable event that threatens an organization and its stakeholders. Although crises are 
unpredictable, they are not unexpected. Crises can affect businesses, churches, educational 
institutions, families, non-profits, the governments and are caused by a wide range of 
reasons.  
 
Crises can be separated into two according to their impact: real sector crises and financial 
sector crises. While the first one is the oppositions in the production or employment, the 
latter, financial crises, are major distractions in financial markets that are characterized by 
sharp declines in asset prices and the failures of many financial and non-financial firms 
(Mishkin,1997).  
Financial crises can cause gigantic shocks on country’s economic, social and political 
mechanism. The causes which trigger financial crises can be classified into four groups:  
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(i) Increases in interest rates due to short term liabilities; (ii) Increases in uncertainty and 
currency problems; (iii) Macroeconomic factors; and (iv)Bank panics.  
 
The vicious circle of financial crises is shown on figure 1 as follows(Krugmann 2008): 
 

                    
Figure1: The vicious circle of financial crises (Krugman 2008) 
 
 
WORLD FINANCIAL CRISES  
The 1929 Great Depression can still be considered as the biggest financial crisis in the 
developing process of capitalism. The world financial history did not face any real global 
financial crises after until the end of 1960’s.Beginning with the collapse of Bretton Woods 
System, triggering the oil crises, during the period after 1970s, the world started to 
experience violent financial crises. The international dynamism of capital in/out flows came 
along with the financial crises at an accelerating frequency. These crises had badly 
influenced non-financial sectors, international investors, banks and governments. One of the 
most comprehensive researches by Kaminski and Reinhart (1996) sets forth the connection of 
financial liberalization and crises. Financial liberalization enabled the international capital to 
travel easily between countries as portfolio investments. This foreign capital called also as 
‘hot money’ can be a temporary relief for developing countries economies. 
 
The monetary history has been full with many financial crises. As the investors’ optimism 
increases depending on the expansion of the economies, the growth rate of credit increases, 
the economic growth accelerates, and an increasing number of individuals begin to invest for 
short-term capital gains rather than for the returns associated with the productivity of the 
assets they were requiring (Kingleberger, 2005). 
 
Occurring in different geographical areas and in different macroeconomic circumstances, it is 
surprising that whatever are the causes, the consequences of financial crises are always the 
same. Because of the decrease in national income the countries’ economy became poor and 
distressed, and because of the volatility in the financial markets the investors lose money and 
unemployment increases (Ataman and Tulay, 1999) .  
 
1997 ASIAN FINANCIAL CRISES 
For many years the Asian countries including Korea, Thailand, Indonesia and Malaysia had 
proved miracles with average annual growth rates ranging from 6.9 percent to 8.4 percent. 
The transformation of these economies from poor, largely rural less-developed countries to 
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middle income emerging markets has been one of the most remarkable success stories in 
history (Berg, 1999). This was mainly because Asia had attracted most of the capital from 
developing countries with high interest rates until 1997.  Accordingly, Thailand, Malaysia, 
Indonesia, Singapore, and South Korea economies have had high growth rates, known as 
“Asian Economic Miracle”. This growth, which was the result of capital investments, 
unfortunately, didn’t increase the total factor productivity. South Korea, Thailand and 
Indonesia had current account deficits and became dependent to the foreign creditors because 
of low exchange rates. After the US recession in mid 1990s, the US raised interest rates to 
attract money; as a result, East Asian countries were affected negatively. 
 
Following the Thai Baht’s devaluation in mid-1997, the region entered severe economic 
crisis. Growth was negative in most of the countries in the region, and the recession was the 
deepest since World War II. The real GDP declined in 1998 by 13.7 percent in Indonesia, 9.4 
percent in Thailand, 6.7 percent in Malaysia and 5,8 percent in Korea. 

 

Table 1- LENDING BY BIS REPORTING BANKS TO FOUR EAST ASIAN 

ECONOMIES BY SECTOR AS OF JUNE 1997 (USD billion) 

 
Source: Bank of International Settlements. http://ksghome.harvard.edu/~drodrik/g24-
jomo.pdf  pg. 18 
 
The East Asian countries had records of growth before the crisis. GDP growth has turned to 
negative sharply in 1998. The deep decline in output was driven by a tough decrease in 
private capital investment and reduction in private consumption. The largest decreases in 
investment happened in Indonesia and Malaysia. In addition, declining inventories played an 
important role in Korea’s GDP reduction.  
 
Exports rate decreased in 1998 for most of the crisis countries. Although export volumes 
increased only in 1999, prices were not competitive through the years. Most countries had 
achieved macroeconomic stability in 1998 after exchange rates became constant and interest 
rates started to decline. By the end of 1998, interest rates were below before crisis levels in 
all countries except Indonesia. 
 
Thus, the East Asian miracle was depending on export growth. But, while exports began to 
rise with trade liberalization in the short term, imports also tended to increase strongly, 
especially because the domestic currency appreciated in real terms.  
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Source: Radelet and Sachs (1998: table 11); ADB (1999); Bank of Thailand, Bank Indonesia, 
Bank of Korea, Bank Negara Malaysia. http://ksghome.harvard.edu/~drodrik/g24-jomo.pdf 
pg13 
 
The ratio data’s above show that these East Asian countries had good economic conditions 
but after the crisis their financial position has turn to opposite. 
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Source: Growth After the Asian Crisis: What Remains of the East Asian Model?, Jomo K.S. 
http://ksghome.harvard.edu/~drodrik/g24-jomo.pdf  pg31 
 
After the crisis, the budget balance of the countries has turned to negative in 1998. Thailand 
and Malaysia’s situations haven’t change. 
 
Macroeconomic and financial systems’ weaknesses can cause crisis that have negative 
effects on growth. As a result of globalisation, investment decisions and locations have 
changed and many countries regulations affected other ones. Earning money through money 
doesn’t provide long term growth; the point is to grow with productivity.  
 
1998 RUSSIAN FINANCIAL CRISES 
It is accepted that Russia’s 1998 crisis occurred as a result of unsustainable public debt 
dynamics. In 1997, Russia compromised for the repayment of Soviet debt. Russia’s credit 
ratios were good enough and the economic outlook appeared relatively optimistic. But the 
Asian financial crises and declines in the demand and price of oil and metals impacted 
Russian foreign exchange reserves. The crises were costly to Russia. GDP shrank by 4.9 
percent in 1998. By December that year, 12 month inflation reached 84 percent. $30 billion 
in total foreign exchange-equivalent to one sixth of 1999 GDP- was used to defend the fixed 
exchange in 1998. Most of the big Moscow-based banks failed, while retail depositors took a 
big hit.  
 
2008 LIQUIDITY CRISES 
Starting from year 2007, the world has faced one of the deepest financial crises of history due 
to the collapse of sub-prime mortgage markets. This crisis first existed in credit markets but 
as it continued, it became a serious liquidity crisis that affected the world’s largest banks, 
investment institutions and the hedge funds so destructively that many of them went bankrupt 
or seized by governments (Wagner, 2007). The crisis started with creating risky sub-prime 
loans from borrowers without any collateral. Then, these loans were put together and 
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packaged by some financial institutions. After that, these institutions started to sell these 
loans to investors of various hedge funds. Although these packages also included some high 
quality credits, the investors holding these loans couldn’t understand the risk that they were 
holding. When the repayment problems with these loans started to expand, the institutions 
which hold these loans started to sell their assets to provide cash. At this time, the liquidity 
crisis boomed and international banks stopped financing each other.  
 
There is one very obvious fact of this legendary financial crisis that the history will record it 
as unbelievable. This is about how it was managed to let financial markets this much 
unregulated and still get people believe they were so secure to invest in.  
 
There has been a financial trend of ‘more free markets with less regulations’ since 1987 stock 
market meltdown. The US Treasury was advised that time not to interfere in financial 
markets. So it had started passing its role of controlling the market to the market players 
themselves. This trend was followed during 1990s, too. There was a stream of company 
mergers and acquisitions in that decade, however, many of them were breaking the law of the 
Glass Steagal Act, which was put in place in 1933 after 1929 crisis. The content of this act 
was corruption, manipulation and insider trading. Those illegal mergers and acquisition 
created big financial giants which were holding the control over the market. The speculation 
or manipulation was easy for a few large corporations compared to many small ones. During 
1990s, those financial conglomerates made very good gains with both regulated and 
unregulated financial instruments only by attracting funds and feeding the market. This 
system is called as ‘Ponzi Scheme’. 
 
A Ponzi scheme is a form of pyramid scheme in which earlier investors are paid with the 
money of later investors rather than from real profits. Charles Ponzi was an engaging Boston 
ex-convict who defrauded investors out of $6 million in the 1920s by promising them a 400 
percent return on redeemed postal reply coupons. When he finally could not pay, he was put 
in jail for ten years (Brown, 2009). 
 
The Ponzi Scheme was just what the market players were running. They were simply finding 
more funds out of the money ocean to keep the system working. And just a few years before 
2000, they found the biggest fish, which is the US housing market. Banks had started 
opening easy consumer credit lines and giving mortgages with very low rates to the 
customers. The market started expanding very fast, this time it was a really big catch. 
 
Coming back to housing bubble, which we became so familiar with since it was busted, with 
the ‘credit derivatives’; this was the biggest game ever played in the Wall Street. Every dollar 
received from a customer was converted into several dollars with the help of the derivatives. 
It is important here to stress that derivatives are the instruments creating money out of 
nothing real but the paper assets. It works as long as the mortgage borrowers keep paying 
their mortgages, and it really worked that way. Because the early borrowers were 
creditworthy customers; there was no problem at the start. But when there were no other 
creditworthy borrowers left in the market, the credit institutions had to absorb the ‘subprime 
borrowers’ to keep the Ponzi Scheme running. It was them when the subprimers began to fail 
meeting their obligations. 
 
GREAT DEPRESSION in 1929 AND 2008 
After the World War I, the US had an important economic growth until 1929 with the 
increasing demand caused by the war. The employment, production, wages and gains 
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increased systematically (Colak, 2001). The Wall Street crash of 1929, the “Black 
Thursday”, was ‘the event’ that positioned the global economy into a panic situation. After a 
huge speculative rise in the late 1920s, based partly on the rise of new industries such as 
radio broadcasting and car making, shares fell by 13 percent on one day, and despite efforts 
of market authorities, fell by another 11 percent on the next day. By the time the market had 
reached bottom in 1932, 90 percent of the value of shares had been wiped off. The effect on 
the real economy was severe, the US economy had declined by half, and one-third of the 
workforce was unemployed. The whole US financial system also went into meltdown, with a 
shutdown of the entire banking system in March 1933. The US central bank actually raised 
interest rates to protect the value of dollar and preserve gold standard, while the US 
government raised tariffs and ran a budget surplus, but the US economy did not fully recover 
until World War II, when a massive military spending eliminated unemployment and boosted 
growth. 
 
Today, we are not anywhere near to the level of unemployment in the 1930s. Nevertheless, 
there are many similarities between today's environment and the Great Depression, with 
things happening at present that we haven't seen since then. First of all, there is the 
magnitude of the stock market's move up and down. The real (inflation-corrected) value of 
the Standard & Poor’s 500 (S&P 500) nearly tripled from 1995 to 2000, and by November 
2008 was down nearly to 60% from its 2000 peak. The only other comparable event was the 
one in the 1920s. First, the real stock prices more than tripled from 1924 to 1929 and then fell 
80% from 1929 to 1932. Second, we have experienced the biggest housing bust since the 
Great Depression. Third, we have seen 0% interest rate; actually, negative short-term interest 
rate briefly; this has not happened since 1941. There was a period from 1938 to 1941 when 
interest rates were bouncing around at zero and sometimes negative, but that hasn't happened 
since (Shiller, 2007).  
 
TURKISH BANKING CRISES OF 1994 AND 2001 
 
Banks are basically fragile institutions and banking is a frail system. Banks borrow from 
depositors with a promise to repay in full and on demand and mostly invest those deposits in 
longer term loans. If there is a sudden withdrawal demand from the depositors, say, due to a 
panic or uncertainty, the banking system or that specific bank will face some major problems. 
If one bank is perceived to be in danger, other banks are likely to come under suspicion too. 
When we talk about banking crises, the main reason, usually, depends on mass withdrawals 
which cause liquidity problems in the financial system. When a bank gives the sign of a 
threat of being in a difficult financial situation, the other banks may also be affected by the 
signal as this causes the mistrust of public who would like to withdraw their deposits and 
‘run’ from the system. 
 
Other causes of financial (i.e., banking) crises can be microeconomic or macroeconomic, or a 
combination of both, including: (i) Lax lending practices, weak risk control systems, 
mismatches in loans and deposits in other words, poor asset control and poor banking 
practices in combination with poor regulatory/supervisory practices can be considered as 
microeconomic causes. (ii) Macroeconomic imbalances, such as large current account deficit, 
high degree of dollarization, unhedged borrowers and high and volatile interest rates can be 
considered as macroeconomic causes which make the banks vulnerable to any shock. 
 
The scope of this study’s case is the fragile banking system in Turkey before 2001 and 
banking crises the Turkish banks experienced up to that point. Coming to the financial 
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history and the mistakes made in the banking system in Turkey, we should better have a look 
at the past 2 decades.  
 
The starting point of the banking crises of Turkey in 2001 is due to liberalization in 1980s. In 
1980, financial liberalization program was launched. This financial liberalization program in 
1980 included: (i) Elimination of interest rate controls; (ii) High permission to new entries 
for banking activities; and (iii) Allowance to banks for issuing certificates of deposits (CDs).  
 
The economic stabilization and structural adjustment program announced in 1980, largely 
known as the “January the 24th Decisions”, adopted policies giving the priority to economic 
growth based on export promotion and to structural reforms, including, deregulation and 
liberalization of the financial markets;. The implementation of this program eliminated 
quantitative and price controls and put emphasis on free market approach, relying on price 
mechanism. 
 
Following outcomes of this “financial deregulation and liberalization program” were 
observed in 1982:   

(i) Banks changed their business strategies and moved away from traditional banking 
activities, the need for maintaining large branch networks in order to attract more deposits 
decreased, they started to borrow foreign currency dominated funds from abroad and lend 
them to the Turkish government at high rates. The number of foreign banks in Turkey 
increased from 4 to 20. Similarly, the number of private banks went up from 24 to 32.  

(ii) Real exchange rate depreciation and export promoting strategies led to strong 
export growth. Imports were liberalized gradually after 1983, and in 1989 tariffs were 
lowered and in 1990 nearly all quantity and price restrictions were removed. Starting in 1988 
and by the end of 1989, the process of capital account liberalization was completed; capital 
flows were fully liberalized in the external accounts.  

(iii) The liberalization of capital flows increased the interest rates as well, as in many 
financial liberalization episodes. The public sector borrowing requirement (PSBR) of Turkey 
rose steadily between 1988 and 1993, the gap between public sector revenue and expenditure 
was widening between 1989 and 1993, and the PSBR was increasing along with the budget 
deficit (Table 5).  

(iv) The financing of public sector deficits were shifted to domestic borrowing, and 
the share of external borrowing was to be reduced. External borrowing was delegated to 
private financial institutions, mainly to commercial banks, which were the main source of 
demand for domestic debt instruments.  

(v) The share of domestic debt (as opposed to external financing) increased until 
1992. In the crisis year of 1994, however, domestic borrowing rebounded not only to finance 
the government deficit but also the repayments of accumulated external debt. 
 
McKinnon-Shaw (Shaw, Edward and McKinnon 1973) states that financial liberalization 
provides financial deepness and this provides economic growth. However, in Turkey, 
financial liberalization hadn’t provided economic development due to (i) Inadequate legal 
infrastructure; (ii) Absence of institutional regulators; and (iii) Uncontrolled short term profit 
aimed investors who had come for interest arbitrage. 
 
The 1994 Currency Crisis in Turkey 
Turkey experienced large and growing fiscal and external imbalances following the capital 
account liberalization in 1989. Until the first quarter of 1994, the real exchange rate 
appreciation was no less than 20 %. Against this background of rising and very high public 
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sector borrowing requirement PSBR (about 10 and 12% in 1992 and 1993 respectively), 
there were remarkable policy mistakes committed on the monetary front (Celasun , 1994). 
  
The commercial banks made offshore borrowing in 1992-93 and held mainly TL 
denominated assets. This accelerated the process of acquiring foreign currency to close their 
open foreign currency positions. However, capital flight began and as a result of the Central 
Bank’s aim to defend the currency, the foreign currency reserves melted, which started to 
heavily intervene in the interbank market and raised the overnight rate to record levels. 
 
In the first quarter of 1994, the Turkish Lira (TL) was devalued more than 50% against the 
US$( Table 1). The Central Bank(CB) was defending the parity by selling foreign currency at 
rates below the market rate. As a result, the Central Bank lost half of its reserves while the 
commercial banks closed their short positions (Table 2), interest rates sharply 
increased(Table 3), and the inflation rate reached three digit levels (Table 4). A stabilization 
program, later supported by an IMF Stand-By was launched on April 5th, 1994, but no 
success has been achieved.  
 
There were large withdrawals of TL and foreign currency denominated deposits from the 
system. Following that, 100% of bank deposits were insured by the Central Bank in April, 
1994. Although the amounts of reserves were at the lowest level in all times, this action of 
the Central Bank seems to have helped to stop the withdrawals. This insurance on bank 
deposits has not been removed to date, signifying the fragility of the system. That is, 100% of 
bank deposits are still insured by the Central Bank in Turkey. These two important decisions 
of the April 5th, 1994, (sharply increase in interest rates and % 100 guarantee made by 
Central Bank) were the bases of the 2001 crisis.  
 
The main underlying reason behind the crisis of 1994 was the uncontrollably growing 
domestic debt stock. The risks of fast capital account liberalization without any fiscal 
adjustment had become evident in former stages of Turkey’s financial liberalization and 
many economists gave early warnings of this problem. 
 
The 2001 Currency Crisis in Turkey 
The decisions made after the 1994 crisis became the main reason of the 2001 crisis. 100 % 
bank deposits’ guarantees provided by the government and excessive increase in interest rate 
on government debt instruments encouraged banks to take risky positions and have high 
profits. Consequently, Banks could and did offer the public the highest interest rates for their 
deposits and the public would and did choose the bank that offered the highest return because 
all the deposits were under the guarantee of the government anyway. Banking business was 
not conducted properly anymore; especially by private banks. The Central Banks’ full 
insurance meant that there would be no more risk and return measures for customers. 
Accordingly, many corporations and holdings started to establish their own banks, using the 
gaps of the system, to raise funds from public for funding their own entities. There was no 
more need for making cost and benefit calculations for the credits extended for those private 
banks. In fact, many fraud cases were observed during that period caused by those who 
abused the system.  
 
The risk depended on the exchange rate fluctuations as banks borrowed cheap funds from 
abroad to invest in local government securities in order to gain high interest yields. 
Specifically, these banks borrowed syndicated loans from abroad with relatively low interest 
rate and invested these funds to the government securities. This increased the banks’ open 
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foreign currency positions and mismatched the maturity of loan and deposits because they 
borrowed these funds in foreign currencies and converted them into the local currency to buy 
government securities with high interests. The currency risk remained not hedged by either 
the banks or the government and caused severe imbalance in Turkey’s national accounts 
which transferred significant currency risk to the government. 
 
However, the sustainability of this financing mechanism depended upon the continuation of 
demand for government securities. If there would be a decline in demand to government 
securities that would force authorities to monetize and hence cause a jump, both, in the 
exchange rate and inflation rate. The upward trend in government debt instruments portfolios 
of the banks increased the vulnerability of the banking system. At the end of this dream, 
banks couldn’t sustain this burden and collapsed in November 2000 and February 2001 crisis 
with floating exchange regime and so many of the banks has been confiscated by Savings 
Deposit Insurance Fund (SDIF) (TMSF - Tasarruf Mevduatı Sigorta Fonu (Turkish).  
 
The trigger of the 2001 crises was a ‘loud speech’ of some politics. When the prime minister 
announced that there was a severe political crisis, this announcement caused a sudden 
outflow of capital from the country. After this speech, On February 19th, 2001 political crisis 
between the Prime Minister the President seriously hit the markets. Over-night interest rate 
rose abruptly up to 2058% on the 20th of February, and to 4019% on the next day. Rising 
interest rates, with overnight rates reaching 5000%, could not stop the rapid flight from the 
TL. Not only non-residents but also residents and especially the banking sector rushed to 
foreign currency (dollarization). The Central Bank lost big part of its foreign reserves in 
defending the currency peg. The initial optimism has worn out. The rapid flight of capital 
from country started because of: (i) Disappointing inflation results for October; (ii) 
Unexpectedly high monthly trade deficits, (iii) Political difficulties faced in privatization, (iv) 
Worsening relations with the EU, (v) The economic crisis in Argentina, and (vi) Rising the 
US official interest rate.   
 
The outflow was followed by the rise in the interest rates, and, the market risk in Turkey 
increased. Banks were in need of short term funding begun to sell their securities. Declining 
the value of government securities and the rising sovereign risk led foreign investors exit 
from Turkish Market. The dream was over. Within a single day, the local currency lost about 
one-third of its value against the dollar. Finally, the exchange rate system collapsed and 
Turkey declared that it was going to implement a floating exchange rate system. 
 
Pre-crisis Early Indicators in Numbers 
After liberalization process, Turkey started to face almost all the risks listed above which 
causes financial crises, including; 
 
 
 
Macroeconomic and Political Risks  

(i) High Chronic Inflation could be seen nearly 70% in 1998 and 1999, 39% in 2000, 
69% in 2001.  

(ii)  High and very volatile Nominal (Nearly 100%) and Real Interest Rates nearly 
30% or more were being used in practice.  

(iii) The Exchange Rates were falling and unpredictable. 
(iv) High and Growing Overall Fiscal Deficit, 15% of GNP in 1998, 24% in 1999, 

20% in 2000, 17% in 2001. 
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(v) Large and Growing Public Debt --57% of GDP in 2000, 91% in 2001. 
(vi) Uncertain Economic Growth, -6.4% in 1999, 6.3% in 2000, --8.5% in 2001.  
(vii) Lack of clear economic strategy.  
(viii) Lack of political will and Consensus to undertake serious reforms. 
(ix) Fragmented Political Coalitions leading to a loss of Public Confidence in the 

Government.  
 
Regulatory and Institutional Framework  

(i) Fragmented Banking Regulation and Supervision Authority—Lack of Focus, 
Coordination and Responsibility. 

(ii)        Lack of Independence of the financial institutions and Political Interference. 
(iii)      Outdated and Overly Lenient Prudential Regulations.  

      (iv)      Enforcement very weak, Widespread Regulatory Forbearance. 
      (v)       Deficient Accounting and Auditing Practices, Poor Public Disclosure. 
 
Private Banks – pre-reform situation   

(i) High Forex Exposure.  
      (ii)       High Interest Rate Exposure.  
      (iii)      High level of Non Performing Loans (NPLs).  
      (iv)      High Connected Lending.  
      (v)       Poor Capital Adequacy.  
     (vi)      A number of insolvent banks in the system. 
 
State Banks – pre-reform situation  

(i) Politically directed subsidized lending- Ziraat and Halkbank  
(ii)       Huge losses (duty losses nearly $21Billion) hidden in the balance sheet as   
            government dues. 

      (iii)      Insolvent Housing Bank, the EmlakBank  
      (iv)      Excessive number of branches in Agriculture bank, the Ziraat Bank, and  
                  Public Bank, the Halkbank. 
      (v)       Excessive staff in both these State Banks. 
 
Table: 1 indicates effective exchange rates in Turkey between 1990 and 2002, It shows the 
overvalued of TL before these two crises and undervaluation of the currency in parallel with 
crises. 
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Source: http://evds.tcmb.gov.tr/yeni/cbt-uk.html 
 
Table:2 shows the foreign exchange reserve of the central bank of Turkey. As it is shown, 
the reserves have been sharply decreased with crises.   

 
 
Source: http://evds.tcmb.gov.tr/yeni/cbt-uk.html 
 
Table:3  indicates the short term interest rate in Turkey. As can be seen, interest rates have 
raised too much before the crises.  

 
Source:http://evds.tcmb.gov.tr/yeni/cbt-uk.html 
 
 
Table:4 shows inflation rates of Turkish economy. The rate has reached its highest level at 
the time of the 1994 crisis. 
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Source:the World Bank ( formal web site of The World Bank) at 
http://www.worldbank.org.tr/WBSITE/EXTERNAL/COUNTRIES/ECAEXT/TURKEYEXTN/0,
,menuPK:361756~pagePK:141132~piPK:64025829~theSitePK:361712,00.html; 
 
Table :5 shows the public sector borrowing requirement rates. It is originally expected that 
this ratio shouldn’t exceed the 3 percent. This rate is very high in Turkey especially at the 
date of 1994 and 2001 crises.  

 
Source:  http://evds.tcmb.gov.tr/yeni/cbt-uk.html 
 
 

 

Causes and outcomes of these crises: 
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(i) As a result of anxiety in the financial sector, Turkey’s credit rating was downgraded.  

(ii) The slow decrease of inflation led to reduction in confidence to the disinflation 

program being followed. 

(iii)The uncertain economic environment and interest rates made it harder for banks to 

borrow from abroad. 

(iv) Banks ended up with criminal investigations about them. 

(v) Problems in privatization of some industries created obstacles in IMF’s scheduled 

fund transfers . 

 

Post crisis banking activities 

1980 – 1994 Crisis 

(i) The Crises of 1994 showed that interest rates needed to be controlled and the 

private banks in the system should be strengthened. Operational and financial 

restructuring of state banks were made. New legal and institutional framework, 

which will increase supervision and audit in the sector is developed. 

 

1999 - 2001 Crisis 

Regulatory and Institutional Framework 

(i) A newly structured banking law was. adopted creating an Independent Banking 

       Regulation and Supervision Entity (BRSA), and Strengthening Bank Failure  

            Resolution Provisions.  

(ii) The “Banking Sector Restructuring and Rehabilitation Program” was 

implemented by BRSA. The main goal of the Program is to eliminate the 

distortions in the financial sector and to adopt regulations to promote an efficient, 

competitive and sound banking sector. The strategy under this program rests on 

four main pillars: the financial and operational restructuring of state banks, the 

resolution of the banks under management of the Savings Deposit Insurance Fund 

(SDIF) banks, the strengthening of private banking; and, the strengthening of the 

legal and regulatory environment.  

(iii) Prudential Regulations were upgraded to EU/BIS Standards. 

(iv) Enforcement of New Regulatory Standards was strengthened. 

(v) Banking Discipline was restored through Broad SDIF Interventions in Insolvent 

Banks. 
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Private Banks – present situation  

(vi) Net forex exposure was reduced to prudent levels and they were forced to reduce 

their short-term liabilities. Detailed portfolio audits carried out to reflect NPLs 

more accurately. Connected lending exposure reduced and is being tightly 

monitored. 20 insolvent private banks have been intervened and taken over by 

Savings Deposit Insurance Fund (SDIF) . 

 

State Banks – present situation  

(vii) The duty losses of the state banks were eliminated; their balance sheets were 

restructured, short term liabilities reduced. Some of them were closed down. 

Excess branches (nearly 900) of state banks were closed down. Excess staff was 

reduced. 16,000 either retired or transferred to other public entities. 

 

As a summary, below we list the crises prevention measures for any emerging country. 
Turkey realized most of those precautions correctly and on time in 2001 and strengthened its 
financial system, especially the structure of its banking system. Accordingly, Turkey had less 
negative effects from the 2008 global liquidity crises when compared to other emerging 
countries. 
 

(i) The most typical measure that the governments take against the abundance of 
liquidity problems is tightening monetary policy. On the other hand, when there is 
a shortage of liquidity, central banks provides high amounts of liquidity to the 
markets or demands liquidity support from other countries and from IMF. 

(ii)  Create strong and politically independent financial management institutions like 
Central Bank, Banking Regulation and Supervision authority. 

 
(iii) Develop early warning systems based on crisis indicators. 
(iv) Contingency planning, including what-if scenarios, should be in place before 

crisis actually happens. 
(v) Under macroeconomic stress situations the level of capital required should be 

increased. Risk management regulations should be enforced to assess individual 
bank exposures and capital requirements. 

(vi) Consolidated supervision should be used to assess financial risks on a group basis 
(vii) Deposit Insurance premiums to be increased in times of high macrorisks. 
(viii) Fit and proper ownership/ management assessment should be made to weed out 

incompetent/dishonest bank owners. 
(ix) Accounting/Auditing Standards and Practices should be thoroughly Enforced to 

Ensure Disclosure of Reliable Financial Information.  
(x) Insolvency and creditor rights legislation should be strengthened for efficient 

restructuring of corporate debtors. 
(xi) In times of crisis, an economic crisis management team should be urgently 

formed between the relevant institutions to ensure coordinated rapid response. 
(xii) In case of a liquidity distress the Central Bank liquidity should be provided early 

and quickly to avoid a systemic contagion effect. 
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(xiii) Urgent intervention should be undertaken to stop further bleeding in loss making 
banks. 

(xiv) Institutional capacity including financial, human and technical resources should 
be mobilized to deal with the crisis.  

(xv) Prompt restructuring of the banking sector should be initiated to restore 
confidence in the banking system. 

(xvi) Bad banks should be removed urgently from the system to reduce subsequent 
overall resolution costs. 

 
 
CONCLUSION 
 
After experiences of two destructive banking crises, Turkey learnt some lessons from its 
mistakes, which protected the country’s financial position against the attacks from globe like 
in 2008. Turkey found out that the costs of banking crises are really high including the fiscal 
cost of restructuring, impacts on lending and deposits, impacts on economic growth. 
Therefore had a very strict restructuring in its banking regularities and practices.   
 
The root cause of the crisis in Turkey was mostly the fragile banking sector. After analysing 
the data for 2000, one would immediately observe the poor macroeconomic performance. 
Public sector borrowing requirement, public debt to GNP ratio, current account deficit, 
inflation level and liabilities of financial sector to official reserves ratio were all high. 
Moreover the lira was appreciated in real terms. But still we argue that without a fragile 
banking system and triggering factors, high current account deficit and real appreciation of 
the lira would not be enough to precipitate the 2000-2001 crises. It  should be noted that the 
root cause of the fragility of the banking system was high public sector borrowing 
requirement and the way it was financed. This is a general reason for crises in emerging 
markets; we observe the same result when we analyse the Asian and Russian crises. There 
are many similarities, such as, high interest rates causing capital inflows in the countries 
which after a sudden panic, generating capital outflows, leaves the country in a difficult 
situation. In Turkish case, that budget deficits were mainly financed through government 
securities. However, the sustainability of this financing mechanism was conditional on the 
continuation of demand for government securities. 
 
Many precautions were taken afterwards. Since 2001 crisis, banking sector is clean and 
purified from unsound and relatively fragile members and financial sector reform is made to 
gather a well-suited and high-controlling surveillance system (Yeldan, 2009).. Therefore, 
Turkish banking system was not so badly affected from 2008 crisis. The Turkish banks were 
ready to fight against crises with their strong capital structure. They were being very strictly 
audited by regulators, and were very careful in credit extensions. Credit derivatives and 
derivative transactions in general, have a small portion in the banks’ balance sheets. 
Additionally, a developed mortgage market did not exist in Turkey (Boryad, 2008). This is 
also another reason which protected the Turkish Banking System from the global financial 
boom. Nevertheless, we cannot estimate the same results for the real sector. Because of the 
tightening of international credit markets and capital outflows due to global crises, the stock 
markets were badly affected and the national currencies have depreciated in developing 
countries. Since Turkey is an emerging market, its economy depends heavily on international 
markets; the most powerful effects are on international trade, liquidity, external borrowing 
and production. 
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According to McKinnon-Shaw (Shaw, Edward and McKinnon 1973), finance sector 
empowered by liberalization would be the engine of the growth. We witnessed a relative 
progress in depth of financial markets but the financial liberalization did not provide 
economic development. On the contrary, the result of process caused foreign dependency and 
instable reel production structure. This would be the beginning of the end especially for the 
developing or underdeveloped countries. 
 
Now, central banks are taking serious measures like injecting high amounts of liquidity to the 
markets and decreasing interest rates in many countries in order to escape the liquidity crisis. 
But, according to many finance authorities, these measures provide temporary solutions to 
the liquidity risks. Because, the amount of risky assets in the international markets and the 
risky capital inflows cannot be controlled, as the transmission mechanism of money has been 
deteriorated with the existence of many financial institutions and funds which have no 
relations with central banks. 
 
Subsequently, at this point, the world has agreed in making more strict regulations to control 
the risky capital movements in the international markets, just as Turkey did after 2001, but 
there is still no specific solutions created by any authority. World financial system has to be 
also regulated strictly by authorities who have accurate knowledge about the markets and the 
products and the financial system has to be restructured so that contagious financial crises do 
not occur anymore. 
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