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Abstract

Contrary to many previous empirical studies on currency crises, this paper aims to test the
relevance of different methodologies and crisis definitions in estimating crisis determinants
and predicting crisis episodes in the case of Turkey over the period of 1990-2014. Empirical
results first show that the inflation rate, portfolio investments, and the ratio of bank foreign
deposits to total deposits are found to be the leading determinants of Turkish currency crises in
different model estimations. Secondly, empirical findings clearly indicate the superiority of the
Markov approach in predicting crisis episodes in Turkey when compared to the logit model.
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1. Introduction

A large number of empirical studies, frequently called early warning systems (EWS), have
been conducted to understand crises, find their determinants, and predict their occurrence, but
the results are far from convergent. This is mainly due to the fact that studies focus on different
country samples, work with different time periods, run different estimation techniques, and use
different crisis definitions. For instance, Edison (2003) and Lestano and Jacobs (2007) found
that the use of different crisis indicators leads to discrepancies in the detected dates of currency
crises, while De Vicerte et al. (2008) showed that it may change the significance of explanatory
variables in model estimations. On the other hand, Berg and Patillo (1999) indicated that
employing different methods affects models’ forecasting power and alters the significance of
the explanatory variables. In other words, most findings on currency crises seem to crucially
depend on how EWS are designed. However, in the literature there are only a limited number
of empirical papers that have tried to test the relevance of different methods and/or crisis
indicators in predicting crises and determining leading crisis variables. Hence, this paper aims
to fulfill this shortage by comparing the predictive power of two different methods —hamely
logit and Markov regime switching (Markov hereafter)— estimated with six endogenous crisis
indicators in the case of the recent Turkish financial crises over the period from 1990 to 2014.
Although most empirical studies on crises use panel analysis, the peculiar dates of Turkish
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