BIBLIOGRAPHIC DATA SHEET P50 [ DD oA S ICRTION (695)

8, TITLE AND SUBTITLE (240)
Convertible foreign exchange deposit accounts and foreign private loans

4, PERSONAL AUTIIORS (100)

Yaser, B. S.

" 5. CORPORATE AUTHORS (101) -

ATID/NE/USAID/Turkey
6. DOCUMENT DATE (110) 7. NUMBER OF PAGES (120) ' 8. ARC NUMBER (170)
1973 19p. TU332.7.Y29
9. REFERENCE ORGANIZATION (180)
Turkey

' 10. SUPPLEMENTARY NOTES (500)
(In Discussion paper no. 14)

" 1. ABSTRACT (950)

—

_ 12. DESCRIPTORS (920) 13. PROJECT NUMBER (150)
Turkey Credit
Foreign exchange Finance
Banlrs 14. CONTRACT NO.(140) 15. CONTRACT
' Turkey TYPE (140)

16. TYPE OF DOCUMENT (160)

T A:15907 (10-79)



E

CONOMIC STAFF PAPERS

P A-I-D-
EefTrovonas Contsp
Toom 1653 N3

UNITED STATES AGENCY FOR

INTERNATIONAL DEVELOPMENT
ANKARA, TURKEY



The United States Agency for International
Development sponsors the papers inthis series;
however, the ideas and opinions expressed are
those of the authors and are not necessarily
those of the Agency or the United States Govern-
ment.

r

Bu serideki raporlar A.B.D, Uluslararas: Kal-
kinma Teskilaunin himayesinde basilmigtir,

Rununla beraber, ihtiva ettikleri fikir ve yargi-
lar yazarlarina ait olup Teskilat veya A,B.D.
Hiikimetinin degildir.



Discussion Paper No. 14

CONVERTIBLE PCREIGN EXCHANGE DEPOSTIT ACCOUNTS AND
FOREIGN PRIVATE LOANS

By

Betty Slade yvager

Economic Analysis gtaff

United States Agency for International
Development

vali pr. Regit Caddesi No. 16

Ankara, Turkey

February 1973



CONVERTIBLE FOREIGN EXCHANGE DEPOSIT ACCOUNTS AND
FORZIGN PRIVATE LOANS

Betty Ssl.de vager

Introduction

High interest-paying convertible foreign exchange accounts held by
foreigners in Turkish banks have been the subject of considerable
attention in the last few months for two principal reasons: their use
as collateral for relatively low cost Turkish Lira (TL) domestic loans
and their encouragement of foreign exchange flows into Turkey which in
turn require foreign exchange interest payments abroad. Recently the
regulations underlying use of these accounts have been changed in a nanner
effectively stopping their utilization for the above purposes,

In a related action, the rules and regulations governing borrowing
abroad from private foreign sources have been set forth.

This paper is designed to give a brief outline of these developnments.
Sections A and B describe the original legal foundations of the convert-
ible foreign exchange accounts and their accounting relationships, respect-
ively. Section ¢ deals with these accounts as bases for loans in Turkey
and their rclated economic effects. Section D includes a description of
and comments cn the new legal arrangerents.

A. oOriginal Legal Foundation

Convertible foreign exchange accounts were set up fornally on June 9,
1967 by a cormunique on Decree #17 "protection of the value of the Turkish
Currency' as an amendment to Article 16 of the said Decrec, Scries 1, No.
2. This cormunique appeared in the O0fficinl Gazette No. 12617 and author-

ized the following transactions:
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1. Pprivate and legal persons, bcth resident in Turkey and abroad,
may deposit convertible foreign exchange in authorized banks in Turkey,
within 15 days, the banks rust transmit the foreign exchange to the
Central Bank. Equivalent sunms in Turkish liras are credited to the
depositers. (See Section B for accounting,)
2. Accounts for persons residing abroad have the following conditions;

a. The legal rate of interest applicable tc routine current TL
deposits applies; this interest is payable in foreign exchange at the
exchange rate applicable at time of accrual.

b. withdrawals in foreign exchange are possible as drafts and
checks to depositor and to other persons abroad; the exchange rate is
that at time of deposit.

c. Withdrawals in Turkish liras can be made as credit or guarantee
letters, checks and payments to persons in Turkey. The exchange rate is
that at time of payrent in TL.

d. The source or origin of foreign exchange cannot be sought out
or investigated.

3. Accounts "in favor of" residents in Turkey have the following
conditions:

a. The source or origin of fcreign exchange deposited, trans-
ferred or forwarded tc these accounts need not be investigated.

b. The same rate of bank interest applicable to routine "current"

1% deposits is applied,
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¢. Time-draft leposit accounts tay be set up as counterpart to
foreign exchange covered by lau 499, l/ the interest of which is trans-
ferable abroad at rate of exchange current on Jate of interest accrual.

d. Foreign exchange can be transferred abread (at the exchange
rate oa the date of leposit) fcr travel abroad.

€. TL payrents are rade at rate of exchange current at tipe of
raynment.

4. Banks can rake payments to residents abroad against counter
guaranteed credit c.oupens if the equivalent fereign exchange is repatriated
to Turkey cr credited abroad within three nenths.

5. If foreign exchange lepnsiteld is covered by Law 499 and converted
permanently to TL, the depcsitors are covered by Article 3 or Law 499. 1
B. Accounting Relationships

It way be helpful in understanding these acgounts to trace threough
the accounting relationships resulting froc a ‘foreipn exchange deposit

in a TL convertible account." Such a deposit takes the following two

forms:

1/ Law 499 of July 22, 1964 deals mainly with lsans to workers abroad

T for housing and small industry based cn their foreign exchange
deposits in the Turkish Real LEstate and people's Bank. Article 3
deals with the possibility of borrowing up tc the amount of the
workers' deposit interest free.
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l. Ppernanent conversion intc TL
Depssit of $10 in a
conmercigl Bank

Assat Liability
+ §10 cacgh (LY + $10 foreign exchange ‘leposit (1)
- 810 cash ) = $10 foreign exchange Jepusit)
) (2) ) (2)
+ TL 140 deposit ) + TL 140 1eposit
with Central )
Bank )

Central Bank

Asset Liability

+ 810 cash as

Reserves (2) + TL 140 eposit nccount of (2)

cerrercinl bank

(Step 1) The $10 leposit becarcs a $10 cash asset of the coriercial bank,
and a $10 .lepusit acccunt is createl as its counteruart .
(step 2) The $10 foreign exchange is sent to the Central Bank to be
exchanged for TL. The Central Bank acquires $10 in foreign exchange
reserves and credits the cornercial bank's deposit account with TL 140.
Thus the $10 cash anl §10 foreian exchange deposit account are cancelled.

(Step 3) The final accounts look like this:

Comniercial Bank

Asset Liability
TL 140 leposit with TL 140 original depositer's
Central Bank 3 account (3)

Central Bank

Asset Liability

$10 reserves (3) TL 140 deposit account cf
cormercial bank (3)
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2. convertible TI, Accounts
Deposit of $10 in a
Commercial Bank

Asset Liability

+ §10 cash (1) 4 $10 foreijn. exchange deposit of (1)
original depositor

- $10 cash ) - $10 foreign exchange deposit )
) (2) ) (2)

+ TL 140 deposit ) +TL 140 deposit of )

with Central Bank) original depositor )

ggntral Bank

Asset Liability
+ $10 cash in reserves (2) + TL 140 deposit account of
conmercial bank (25
+ TL 140 counterpart of $10 + $10 foreign exchange 3)
foreign exchange (3) "memory  account"as payables
"memory account’ against TL convertible
account

Step (1) The $10 foreign exchange deposit of original depositor is
credited as cash asset and deposit liability.

Step (2) The $10 foreign exchange cash is sent to the Central Bank to
be exchanged for TL. The Central Bank acquires $10 in foreign exchange
reserves and credits the commercial bank's deposit account with TL 140;
thus the $10 cash and $10 foreign exchange.

Step (3) Because a potential foreign exchange liability exists the
Central Bank sets up a $10 liability account as payables against the TL
convertible account outstanding. A balancing item of TL 140 counterpart

is put into their asset account. The final accounts look 1like this:
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comrercinal Bank

Assct Linbility

TL 140 deposit with Central Bank TL 140 deposit of original depositor

Central rank

Assct Liability
$10 cash reserves TL 140 depnsit account cf conmercial
Bank
TL 140 counterpart of
$10 merory account $10 foreipgn exchange ucerory acccunt
as payable againse TL convertible
accounts

C. Convertible Foreign Exchange Deposit Accounts as Bases for Loans

1. oOriginal Corrunique

According to the original ccununique cited above, lcans could be
made to firms in Turkey while the foreipn exchange deposit itself of
one year or nore recelved an annual seven percent interest payable in
foreign exchange. l/ The lcan based on this account could be conuercial
or industrial credit to any Turkish firm specified by the depositor for
the period of time and interest rate negctiated by the concerned parties,
with the approval of the Ministry of Finance and the Central Bank. 3/

For example, if a foreign firr deposited $100,000 with a Turkish bank,

l/ These deposits were generally recorded as interbank deposits. No
reserve requirerent was stipulated in the Comiwunique.

2/ 1In accordance with Law 499, deposited workers remittances could also
serve as cullateral against housing loans by the Real Estate Bank and
agricultural loans by the Agriculture Bank.
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the TL equivalent could be lent to a Turkish firm if the Ministry of
Finance - Central Bank approved.

2. Legal Modifications of Orizinal Communioue

A new cormunique was issued in the official Gazette on July
27, 1972 which rodificd the conditions of the convertible dcposits in
the following way:

a. The long-tern convertible deposit interest rate paid to
non-residents vas louvered to 5 percoent.

b, The maxirun time period of the depmsit was restmicted to
one year.

c. The transactions based on such deposits could be carrted
out arong the bank, thc depositor and the borrower without central Bank
and Ministry of Finance interference.

l. Lo~ns based on convertible accounts werce restricted to
no more than 80 percent of the deposited arount.

€. It was specified that if a non-resident of Turkey desired
a deposit with rore than a one year raturity period, he could apply to the
Central Bank and Ministry of Finance for special permissicn. No such

pending request was granted, although several were rale.
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Corments on the July 27, 1972 Mwdifications,

These molifications cane after a period of conplete suspension
of the opening of new foreign exchange convertible accounts and any
transacticns based on therr. Therefore these riodificaticns were not
unexpected,

It was being generally stated in official circles that the high level
of foreign exchange reserves rade it no lenger necessary tc try to attract
foreign exchange with the use of interest rate rargins. The lowering
wf the interest rate was in part an atterpt to discourage 'hot money’, a
potential lestabilizing forece, as well as to decrease the amcunt of
foreign exchange interest being paid cut. However, the lowering of the
intercst rate payable on the Jeposit (frowm 7 percent to 5 pvercent) also
decreasel the cost of these funds tc the bank thus allowing fcr a lower
char-e t. the custcrer. It has been pointed out howaver that this lower-

was
Ing of the ratesccupled with a 20-25 percent reserve requirerment so that
cnly 75-80 percent of the ‘eposit could be lent (versus 100 percent before)
while interest had tu be pai! un the entire deposit. That is, previously
to earn the interest alone the bank had tc charge 7 nercent <n 100
percent. After the change it would have to charge 6-2/3 percent on the
75 percent lent to cover iInterest at 5 percent on the whole deposit.
However since the Central Bank paid 6% percent interest on tine reserve

could be
deposits, the Jifference/ - waintained (in Turkish Liras).
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The one-year tire liritation cn the foreign exchanse qeposit 1ade
it necessary for the Turkish pank t-. .btain further suarantecs that the
firm borrowing against thesc ncerunts could repay prosptly.  In sore
cases, gentleren's agreerents were arrived at so that the .ripinal
depusitor apreed to pay if the lebtor cenpany defaclted. There was further
manueverability in that if an acccunt was closed vithin one year it could
be cpenc:! again the next lay. Althcush the lirdtation of the time period
808 imposition «f rescrve requireients cn the leposit thecretically
allowed for 1ore cuntr.l «n the credit flow and as a result a decrease in
inflationary pressures, these ainms did not seen to be achieved! through the
July 27, 1972 regulaticns.

The turning over of the risk and responsibility to the banking system'
was seen as a liberal 1wve which took the burecaucratic hand cut of every
individual decision. It should be nuted that the selection of credit
recipients was left outside the planniny uechanism as a result.

3. General Econouic Ranificaticns of Convertible Accounts

a. Foreign Exchange Reserves

The convertible foreign exchange deposits become official
reserves upon their placerent with the Central Bank. At the sare time a
foreign exchange liability is shown in the Central Bank "miscellaneous
fcreign exchange liabilities" account. This latter account is not taken
into consideration in the calculation >f the net foreign exchange position,

even though they are a potential claim on reserves. ( In middle pecember
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1972 the Minister of Finance stated a figure of $380 million for this
potential clair.) It is suggested that a figure net of these claims is
closer to the net foreign cxchange reserve position of the Central Bank,

b. Credit and Interest Rates

It is clear that the use of these accounts as collateral allows
for greater credit availability at less expensive rates (say 7-107%
corpared uith rates of 12-20% fror: dorestic sources). As a result the
borrowing firts have nore favorable terrs for their short-tern working
capital nceds than from the dorestic roney rarket, Furthernore the avail-
ability of these funds is less in doubt. The "interest rate structure' 1is
circurvented by the uxistence of a cheap source of funds to the bank which
allows the bank to lend at lzwer rates and paintain the norral profit

nargins,

€. Mcney supply and inflation

The creation of a TL depnsit as counterpart to the ccnvertible
foreign exchange deposit is an increase in the money supply by definition
in Turkey. Furtherrore the lending base of the bank involved is increased
at ''cherp rates". Thus a typical 'cheap roney' situation is created which,
with che assurption of a siuple positive relationship between r.oney and
prices, is inflationary. The initial deposit transaction is beyond Central
Bank control legally and only the reserve requirement weapon can be used . H

Since inflation is a serious issue

1/ The original cormunique (June 9, 1967) contained no legal reserve re-

~  quirerent. The Jan. 3,. 1973! coununique stated the necessity to con-
form with "para. 1lla, Article 40 of Law 1211" thus legally imposing the
general reserve requirement on convertible .eposits.
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in Turkey, this lack of specific control on a neney-creating process has
troubled concerned government officials.

d. Development Sector Priorities

Since in most cases the loans involved were directed to the
sectors (firms) selected by the depositor, there was nc official "guiding"
mechanisr available to influence private sector activity to be in accord-
ance with plan objectives.

D. Decree of January 3, 1373 and Related Cormuniques
A council of Ministers Decree #7/5399 entitled ""private Foreign

Credits and the Interest Equalization Fund" and a Cormunique from: the
Ministry of Finance "amending Article 16 of the Decree on the Protection
of the value of the Turkish Currency" were published separately on January
3, 1973 in the official gazette. The first connunique relative to pecree
7/5399 was issued on January 4, 1973. A communique relative to the amend-
ment of Article 16 was published on January 24, 1973,

1. The Communique of January 3, 1973 forbids the cpening of new
"foreign exchange convertible deposit accounts with the conditions

1
stipulated by Article 16" by non-residents of Turkey. —/ Residents in

1/ The exact statement in Article 16 is as follows: 'The provisions of
" this Article do not apply to the real and legal persons residing
abroad, to real and legal persons residing abroad who have cpened a
branch or participated in a company or established a joint venture
in Turkey by investing in the capital, or thcse real and legal persons
who have not invested any capital in Turkey but are operating in
Turkey through their bureaus, agencies or representatives."
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Turkey (defined as Turkish citizens) continue to be authorized to cpen
such accounts and the 7% long ter:: interest rate was rcestablished. Non-
residents are allowed tc¢ cpen non-interest bearing regular fcereign exchange
accounts. —/ Al. other regulations rerained the sare.

2. Decree 7/5399 sets out the cenditions or'new syster,"cf

obtaining direct lcans fror fureign private scources by both the public
and private sectors with the inter eliaticn of Turkish banks fcr the
financing of specific projuects, 2/ The Ministry of Finance approves the
use of such credits as being within the scope of anl arcunt allcwed by
annual pregrars. The Gouvernrent guarantees the transfer cf foreign
exchange for repayrent while the Turkish bank puarantees %, repayrent,
The internedliating bank service charge cannot excee! one percent of the
loan transaction. If the intercst rate on the foreign credit is lower
than the durestic rate, the Internediating bank must collect and then deposit
the "difference" in the Central Bank in the "'Interest Equalization Fund”
to be used to subsidize priority sector projects as identified in annual
prograrig. All foreign firms cxcept those under Law 6224 are also subject

to these regulations.

1/ Existing convertible foreign exchange accounts of non-residents
had to be liquidated irpediately.

2/ This decree is reportedly an atteupt to clarify the sethods of and
eligibiiity fur cbtaining loans from foreign private sources.
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8.3 Cutnunique I to Decree 7/5399 cives peneral and specific counditions

concerning the private foreion loan syster «f which the fcllowing are
notable: (1) Crelits are in cash (Article 1), longer than twe years
(Article 3c), nt rates ns nere than 17 above the Eurc-uarket rate (Article
3d), through authorized Turkish banks whe can charge only 1% fcr all
services (Article 6)%/and lirite! to 607 of the value of the :roject
(except for srcjects in backward reyions which could be up t. 80%) (article
38). tgplicati-n for use f srivate foreisn crelit is to the Ministry

of Finance. Fir's whose prujects are within the central Bank-Ministry cf
Finance definition of priority areas ray receive an interest rebate un the
porticn that they have pail int. the Interest Equalization Fund. Z/

4. The Communique of January 24, 1973 sets April 5, 1973 as the new

deadline for liquidation of all convertible foreign exchange time
deposit accounts in the Turkish banking system held by non-residents.
Additions to demand deposits in this type of account are forbidden in

accordance with the January 3, 1973 communique. Existing depositors are

l/ Apparently, however, authorized banks will be able to charge for
related services, 1i.e., guarantees, etc.

2/ Article 7 of pecree 7/5399 states: 'the rules concerning the manner

in which this fund shall be utilized shall be determined jointly by

the Ministry of Finance and the Central Bank of Turkey." Communique

#1 to this decree simply adds; "the interest rate difference to be
placed in this account during 1973 may be rebated for certain '"projects."
The table following article 497 of the 1973 Annual Progran lists

eligible sectors and applicable incentive measures. However, no
notations were made for interest rebate eligibility. For the time being
Projects will probably be examined on an ad hoc basis.
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called on to apply for authorization to utilize these funds under the
regulations of the new decree 7/5399. This action is in response to
the considerable difficulties encountered by banks in liquidation of
these accounts and of borrowers in finding new working capital credit.
C. Comments on Latest Communiques and Decrees

The cessation of foreigners' convertible exchange accounts will
result in withdrawal of foreign exchange from the Central Bank, extin-
guishing of the TL deposit equivalent, and accordingly any outstanding
loans based on the accounts. 1In this way the neasure contains a sharp
counter-inflationary element,

Associated with this reasure is the cutback in financial resources
available to Turkish firms. The decrce on private foreign credit is
set forth to provide a substitute for this source as well as to clarify
and regulate conditions of cbtaining such credit from abroad. An
examination of this decree roveals several factors that may have a
tendency to lower very considerably the inflow of private foreign loans. Y

These factors are discussed below.

The corparatively low interest rate which legally binds the lender
no more than

/ (one percent above Euro-market rate) may reduce the number cof available

1/ 1t is argued by some knowledgeable people that scwe 150 firrs (many
with foreign interests) had used the convertible foreign exchange
accounts as loan bases. Thesc firms most likely would use these
same funds in the "new system,” but at considerably more expensive
rates,
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lenders, while the low (one percent) service charge allowed te inter-
mediating banks reduces their incentive to handle the loan.,

There is an argurent that the interest rate differential charged
will not bring the ccst of the foreign leans to levels of derestic
loan costs (which are higher than the norinal rate because of extra
charges by banks) so that foreign loans rermain attractive to borrow-
ing firma.l/ However liritations (nct seen in use of convertible
accounts) on the nature of project an! size of loan ray reduce the
nuber of eligible borrcwers. The fact that "projects’ nust be pre-
pared coupled with a nininun two-year raturity pericd fur the loan changes
the nature of the loan, i.e., it has been generally assumed that the
convertible account-based loans were uwsed for shert-tern working capital
purpcses but these new loans will rost likely be rediun to leng-tern
investrient credits,

The nechanics of handling the application for lcans are quite
likely to cause Jifficulty. The firm will first deternine its elipgi-
bility, make an investrent project, feasibility repcrt an.! credit agree-
rent, seek out an authorized intermediating bank and then apply to the
Ministry cf Finance. A section of the Ministry, probably the banking

transacticns sections, will accept requests, examine thern for their

1/ Dpecrees 7/5822, 7/5823, and 7/5825 of February 12, 1973 provide for
sharply lower costs (interest rates, bank charges, etc.) to
priority sector horrowers. This fact may offset the attractiveness
of foreign loans.
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eligibility, deterniine applicable Jemestic interest rate differential
payable as well as raxicum arcunt Sf loan and check if foreign lender's
rate is no rere than cne percent above the current Euro-rarket lending
rate (fur that currency).

One further consideraticn will he the specification of a “total"
anount of such loans which can be utilize! in cne year, If .lemand is
great, these lcans will have to be 'rationed.” In this case criteria
nther than inclusic 1 in the General Incentives Table nust be resorted
to.

There will no deubt be further elaboraticn on the procedures te be
followed within this new foreign private loan systen as experience is

1
gainel an! problens arige.—

1/ The decision to keep the TL at the old parity with the 107 devalued
dollar (February 15, 1973) raises some difficulties in utilization
of foreign credits by Turkish firms. (It also creates a TL 500
million additional burden on the government because of the "parity
guarantee' existing on outstanding convertible deposit accounts,
according to the Minister of Finance, Ziya Muezzinoglu.)
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