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FOREWORD |

TUSIAD stands for "Turk Sanayicileri ve Isadamlar
Dernegi" ("The Turkish Industrialists' and Businessmen's
Association”) which was founded in 1971 by a group of
leading names in Turkish industry and business. TUSIAD is
an independent, non-profit institution whose primary
purpose is to promote public welfare. TUSIAD is scientific
and objective in its researches. It is emphasised that this
study does not necessarily reflect the views of the TUSIAD
members. nor, of course, is it to be considered in any way
whatever to be an official publication.

The third issuse of TUSIAD Quarterly Economic Survey
is prepared by utilising the most recent data and estimations
available in January, Februrary and March 1995 by Econo-
mic Research Department.

APRIL 25, 1995
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After having experienced the biggest economic crisis in its history in 1994, Turkey is
still unable to launch on a sustainable growth path, although the trough has left behind.
The “Economic Measures Application Plan”, which became effective on April 5th, 1994,
was able after one year, to stabilize the financial markets and the economy returned to its
“knife-edge" balance. However, Turkey was unable to get access to foreign credits and
again had to resort to the IMF support.

The April 5 Measures: What was aimed and what could be achieved?

The April 5 Economic Measures Application Plan consisted of two parts. The first
part was a stabilization programme containing short-term measures and aimed at
reestablishing the macro economic equilibrium. The second part, which formed the
structural adjustment section of the plan, contained long-term policies for bringing back
the economy to a period of sustainable growth.

The basic aims of the stabilization programme were to improve the current account
deficit, to cover the losses in International reserves, to pull down the inflation rate and to
obtain a 3 percent growth rate in 1995 by reducing the negative effects of the programme
on economic activity as much as possible.

The success of the stab111zat1on programme was tied to a decrease in public sector
deficits. A controlled increase in exchange rates after the high initial devaluation and a
limited monetary expansion would keep down inflation and the foreign deficit would
decrease significantly as a natural result of fiscal discipline and contractionary monetary
policies. '

After the first year of the “Economic Measures Application Plan”, it is observed that
the plan had some success with respect to stabilization policies but no measures
whatsoever were taken for a medium-term structural adjustment programme. The
stabilization programme was able to reach its target level for the exchange rate, but
although exchange rate increased in real terms since April, the target level for inflation
could not be maintained due to continuing inflationary expectations. The budget deficit,
targeting TL 109 trillion for the end of 1994, reached TL 146 trillion. Still, this figure
corresponds to a 54 percent decrease in real terms, when compared to the 1993 level.
The plan aimed at a balanced current account and a $ 2.7 billion surplus was realized.
International reserves, which were targeted to increase by $ 1 billion, increased $ 3.8
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billion. Net domestic assets were projected to be kept under TL 293 trillion and the
realized level has been TL 304 trillion.

Financing of the public sector deficit during the stabilization programme has again
been made through private sector savings. In contrast to previous years however, the
private sector has this time also financed the transfer of resources to foreign countries.
Imports fell rapidly due to the decrease in domestic consumption and investments, while
exports increased due to the high devaluation. This resulted in a contracting foreign trade
deficit, which in turn caused the current account to give a surplus. For this reason,
Turkey, which could formerly utilize foreign resources as a result of her current account
deficits, had to transfer abroad some of her resources in 1994. Since the public sector had
a savings gap, the whole burden was placed on the private sector and the saving"s surplus
of the private sector doubled in one year. It is obvious that this situation cannot continue
in the long-run, since it significantly decreases private investments. If we take into
consideration that public sector investments have already dropped to a fow level, it is
clear that private investment has to be revived to bring back Turkey to a path of growth.
This is only possible, if the pressure of the public savings gap on private savings surplus
is relieved. This should be done by decreasing the public sector savings gap and not by
intolerably worsening the trade deficit.

Otherwise, an economy cannot sustain a high level of current account deficit in the
long-run. As can be seen from the experience of 1979-80 and 1994, an economic growth
depending on foreign credits, results in a serious economic crisis. Consequently, the
Turkish economy will only be able to attain a sustainable growth rate, if the public sector
savings gap is reduced through structural changes. "

The Turkish Economy is at a “knife-edge” balance in 1995.

The Turkish economy is at a knife-edge balance in the second quarter of 1995. The
depression is over and from now on it is expected that, positive growth rates will be
obtained again. The falling trend of interest rates is also strengthening growth
perspectives.

Rational policies must be applied for preventing the economy to return to its pre-
crisis situation in late 1993. Slowly increasing exchange rates and a dropping domestic
borrowing demand will keep internal funds away from foreign exchange and government
bonds and will channel them to the industrial sector. This will positively affect production
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and investment decisions for 1995. At this point, it will be possible for the economy to
experience a healthy growth, if restrictions in public expenditures continue, monetary
expansion is controlled and necessary reforms are made. If the budget deficit continues to
decrease, the credit demand of the government will fall in real terms and domestic funds
will be channeled to the industrial sector.

The GNP growth rate in 1994 was - 6 percent. But it is expected that positive
growth rates will be achieved after the second quarter of 1995.

In the January 25th, 1995 issue of TUSIAD Quarterly Economic Survey, it was stated
that the GNP growth rate for the last quarter of 1994 would be - 5.8 percent. In line with
this, the yearly contraction of the economy would be - 6.1 percent.

According to the SIS (State Institute of Statistics) figures, the growth rate for the last
quarter of 1994 has been - 6.8 percent and the annual growth rate has been - 6 percent.

The SIS revised its GNP statistics for 1991 and 1992, due to changes in net factor
income from abroad. The statistics for 1993 and 1994 have been revised more
substantially and the GNP growth rate for 1993 has been increased from 7.6 percent to 8.1
percent. ' E

According to the most recently published data, the quarterly growth rates for 1994
have been 4 percent, -9.7 percent, -8.6 percent and -6.8 percent respectively.

The agricultural sector, which contracted in 1993, continued to do so in 1994. The
1994 growth rate for the agricultural sector has been - 0.3 percent. The contraction in the
industrial sector reached 5.7 percent, while the figure for the manufacturing industry was
7.6 percent. The construction and trade sectors have contracted by 2 percent and 7.5
percent respectively.

If we analyze the changes in sectoral production in the last quarter of 1994, we
observe that the agricultural sector expanded by a surprising 15.1 percent, mainly due to
the increase in fruit production, the contraction in industry and trade slowed down
relatively and the construction sector contracted further by 9.3 percent.

According to the quarterly industrial production index, production in the
manufacturing industry decreased by 7.4 percent in 1994. It is observed that this drop in
production mainly stems from the private sector. Production in the private manufacturing



industry decreased by 11.9 percent, while it increased by 2.9 percent in the public sector.
The highest contraction was 24.6 percent in the machinery industry which also includes
durable consumption goods. The chemical industry, which has the biggest share in
manufacturing industry, contracted by 3.8 percent.

The contraction in industrial production continued in January and February 1995.
However, the fall in the seasonally adjusted industrial production index, which began in
February 1994, is slowing down.

GDP calculated from the expenditures side has decreased by 4.7 percent in 1994.
Private final consumption expenditures decreased mainly due to a fall in the demand for
durable and semi-durable goods. The fall in gross fixed investments and especially
machinery and equipment investments was even more striking. Total fixed investments
contracted by 15.9 percent, while the corresponding figure for the private sector was 9.1
percent. Public fixed investments contracted substantially by a 34 percent, mainly due to
the government policy to reduce the public deficit.
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After the revision in GNP figures, TUSIAD also changed its GNP growth estimate for
the first quarter of 1995 from - 3.8 percent to - 4.4 percent. After this revision, the annual
GNP growth rate estimate fell to 2.8 percent.

According to the studies of the TUSIAD Research Group, economic -contraction
continued in the first quarter of 1995, mainly due to tight monetary policies and increased
interest rates. This contraction has also been affirmed by the TUSIAD Coincident
Indicators Index. February 1995 figures for the Leading Indicators Index also show that
the economy doesn’t give any signals of recovery. However, fluctuations in this index in
recent months, indicate that the economy is at a knife-edge balance. To state that the
economy is giving signals of recovery, we should wait for developments in the next few
months.

Inflation rates for the first quarter of 1995 show that inflationary
expectations could not be prevented.

The last issue of TUSIAD Quarterly Economic Survey stated that the rise in
inflationary expectations was the basic obstacle preventing the inflation rate from
returning to its pre-1994 levels of 60 percent. An 11 percent increase in the dollar
exchange rate during the first quarter of 1995 against a 25 percent inflation during the
same period and an annual inflation rate of 144 percent indicate that inflationary



expectations should be truncated to successfully control inflation. It is expected that, with
the exclusion of the 32.8 percent April 1994 mothly inflation figure from annual inflation
calculations, inflation will fall back to two-digit levels in April 1995. The fall in inflation is
also expected to continue in May. However, continuing inflationary expectations in the
first quarter of 1995 and a 24.5 percent quarterly increase in the wholesale price index,
make it more probable, that the governments inflation target of 70 percent will be
exceeded and inflation will settle at around 88 percent.

In the first quarter of 1995, as compared to the last quarter of 1994, the highest price
increase has been experienced in the agricultural sector. Agricultural prices, which in the
first three quarters of 1994 increased at a slower pace than manufacturing industry prices,
began to move up rapidly in the last quarter. This trend continued in the first quarter of
1995, where agricultural prices increased by 37.5 percent against a 21.8 percent increase
in manufacturing industry prices. During this period, private manufacturing industry prices
rose by 19.9 percent while public manufacturing industry prices increased by 26.3 percent.

The experience of the April 5 Measures and the period thereafter has shown that,
merely cont_rolﬁng the exchange rates is not enough to cut off inflationary expectations. In
the last year, high nominal values of the interest rates and wage rates which are highly
correlated with the inflation rate, prevented a turn down in inflationary expectations. It has
become clear that to control the inflation rate, nominal interest rates should be low and a
national, political and social compromise, concerning nominal wage levels, should be established.

Target levels for exchange rates have been determined during meetings with the
IMF. However, uncertainties about the level of interest rates and nominal wages still
continue. Annual inflation targets declared to the IMF by the government cannot be
considered to be realistic, since the government’s single tool as a nominal anchor is
exchange rates. The government in its letter of intent to the IMF stated that the inflation
rate for the end of the year would drop to 45 percent and the annual average was
estimated to be below 70 percent. But, the situation in the first quarter of 1995 indicates
that these figures will be exceeded.

The domestic debt problem has been postponed to 1996. Economic stability
depends upon the control of the consolidated budget deficit.

The consolidated budget had a substantial deficit especially in February 1995.
However, on a 12 month cumulative basis and in real terms, this deficit can still be



considered to be under control. After the increase in consolidated budget expenditures in
February, the budget deficit on a twelve month, cumulative basis reached TL 163 trillion
but remained at the level of $ 5 billion.

The consolidated budget deficit is still financed by private sector funds. Since, access
to foreign credit is not possible yet, the government continues to make net foreign debt
payment. In accordance with the stand-by arrangement, the government doesn’t apply
monetary financing and the whole budget deficit has to be financed through internal
borrowing. Consequently, the private sector’s funds are being used both to finance public
sector deficits and to transfer resources abroad. This prevents funds from being channeled
into the industrial sector and investments.

The government had some success in its domestic borrowing policy after February
1995, by extending the terms of borrowing and lowering the interest rates. The method
used during the 1994 crisis has been followed and the government was able to borrow at
terms longer than three months by giving “shock” interest rates for the first auction. The
government did not meet the whole demand in the succeeding auctions and therebj’was
able to reduce interest rates step by step. The success of this operation to improve the
maturity structure of domestic debt, in part originated from the fact that the returns of
alternative investments, including foreign exchange, were not high during this period.
Also the domestic debt problem seems to be reduced for 1995, since the government
doesn’t have large amounts of domestic debt repayments. We could expect that this
situation will smooth fluctuations in financial markets and will mitigate the flow of funds
to the industrial sector. However, it is obvious at this point, that the problem has not
been eradicated but only postponed to 1996. There won't be "any structural reductions in
the public deficit, and as a result, no reduction in the inflation rate will be possible,
unless structural measures are taken. ' ’

Economic recession prevented the foreign trade balance from getting worse,
although the TL was appreciated in real terms during the period.

In spite of the fact that the TL has been appreciated by 10 percent in real terms since
the end of April 1994, the foreign trade and the current account balances do not get
worse. Imports continue to fall, however at a decreasing rate. January 1995 imports are
2.6 percent below the level of the previous year. Similarly, exports continue to increase at
a decreasing rate and the January 1995 export figure has been 18.1 percent above the
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level of the previous year. However, the appreciation of the TL in real terms will
gradually encourage imports and discourage exports. Another factor preventing the
foreign trade balance from getting worse, was the continuing low level of internal
demand. The foreign trade balance will begin worsening, if internal demand starts to
grow. The foreign trade and current account deficits in 1993, were $ 14 billion and $ 6.4
billion respectively, when the average real exchange rate was approximately at a level
similar to that of March 1995. This figure indicates that the foreign trade deficit can reach
a dangerous level in 1995, unless efficient incentive mechanisms are established for

foreign trade.

With continuous improvements in foreign trade, the annual current account surplus
in January reached $ 3.7 billion. On the other hand, high real interest rates and a low
devaluation encouraged short-term capital movements from abroad. As a result, Turkey
began to experience a net inflow of short-term capital investments after December 1994.
Also the continuing surplus in the net errors and omissions item indicates that foreign
exchange, which released from the banking sector after the 1994 crisis, is now returning
to the.system. Improvements in the current account balance, together with net short-term
capital inflow, enabled the International reserves to increase. The Central Bank’s
International reserves reached $ 11.7 billion on April 7th, 1995 which is above the target
level given to the IMF. This increase in international reserves also induced a substantial
improvement in the Central Bank’s net foreign assets.

The partial monetary éxpansion between January and March is not expected
to have an inflationary effect.

Both the annual percentage change and constant price calculations indicate that
there is an expansion in various monetary indicators in the first quarter of 1995. The M1
money supply increased due to a parallel rise in currency issued and the M2 money
supply increased due to increase in TL deposits as a result of high interest rates for TL
deposits agairist the limited increase in exchange rates. Also the banking sector’s credits
increased during the same period. The rise in the volume of credits and the falling trend
of interest rates will positively affect production and investment decisions for the
remaining nine months of 1995. On the other hand, monetary expansion was kept within
the limits given to IMF for 1994 and it is expected that also in 1995, the limits determined
by the IMF will not be exceeded and no monetary expansion will be experienced in real
terms. Also the January-March monetary expansion is in accordance with the IMF limits.



Therefore, it is not expected that monetary expansion will continue and exert pressure on
inflation.

New stabilization programmes will be inevitable, unless rational policies are
applied.

Since foreign credit possibilities do not exist yet, the government is forced to finance
its budget deficit from the domestic market. Financing the deficit from domestic sources
will be achieved through a policy—mii including internal borrowing and monetary
financing. In spite of the recent monetary expansion, the letter of intent given to the IMF
states that there will be no further real monetary expansion. Therefore, the budget deficit
will most likely be financed through internal borrowing.

The Treasury’s bond auctions in the first quarter of 1995 have shifted some portion
of the domestic debts repayment to 1996. As a result, the pressure of interest payments on
the budget has to some extent diminished. However, fund requirements of the
government will reach a dangerous level in 1996, threatening the macroeconomic
equilibrium, unless the real budget deficit cannot be reduced in the remaining months of
1995. On the other hand, continuing high real interest rates for government bonds,
together with a limited increase in exchange rates, will stimulate the expectation that
government bonds will have high returns in dollar terms and will thereby imply a net
inflow of foreign funds. This in turn, will hamper foreign balance. If production and
consumption are increased with the help of short-term foreign funds and monetary and
fiscal disciplines are loosened, a new crisis will be due in 1996. In this case, the need to
finance the budget deficit will pull up domestic interest rates and the need to balance
foreign trade will accelerate devaluations. Such a situation resembles the early 1994 and
this in turn, will make a new stabilization programme inevitable.
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TUSIAD ESTIMATES

03-1 932 93-3 93-4] 93 |94-1 942 94-3 944 94 | 95-1 95-2 953 95-4] 95
Estimate
(25 January 1995)
Growth Rate 54 111 71 69 76/ 34 -106 -86 -58| -61| -38 39 49 48 29
Inflation Rate 529 573 628 59.6| 58.4| 67.8 133.9 1283 141.3|120.7| 137.0 67.0 63.0 56.0| 73.0
(25 April 1995)
Growth Rate s6* 111 7.8 7.9¢| 8.1* 4.0 9.6+ -86 -68 60| -44 39 49 48 28
Inflation Rate 529 57.3 628 596| 58.4| 67.8 133.9 128.3 141.3|120.7|149.9* 79.9 77.9 71.7| 88.0
* SIS Revized Realization Figures
** Realization
GNP GROWTH RATE

GRAPH 1

-15
93-1 93-2 93-3 9.3-4 94-1 04-2 94-3 94-4 95-1* 05-2* 95-3* 95-4*
| W 255095 [ 25-Apr95
* Estimate
WHOLESALE PRICE INDEX ) GRAPH 2
o0 (Average Annual Percentage Change)
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GRAFH 9

WHOLESALE PRICE INDEX AND MONTHLY AVERAGE US

DOLLAR EXHANGE RATE (12 Months Percentage Change)
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SUPPLEMENT

EVALUATION OF THE STAND-BY ARRANGEMENT WITH
THE INTERNATIONAL MONETARY FUND

In spite of the April 5 “Economic Measures Application Plan” the Government
is still in search for support from the IMF.

After the letter of intent of May 1994, a stand-by arrangement was approved in June.
In February 1995, the government, which needed support from the IMF to continue
stabilization in financial markets, had to prepare another letter of intent which included
extension of the arrangement for six months and an increase in the amount of the
arrangement. On April 21st, the stand-by arrangement was extended.

The new letter given to the IMF summarized the economic situation since the first
stand-by arrangement and evaluated the government’s success in achieving the
performance criterion. This memorandum stated that, in 1994, government policies
concerning the public sector and current account deficits were successful. However, it
was also accepted that the stabilization programme had unexpectedly high contractionary
effects on production and empléyment and the inflation rate had been above its targeted

level.

Comparing the gdvemment’s targets in the first letter of intent with the realized
fisures for the end of 1994° reveals that, the policies concerning inflation were
unsuccessful and the budget deficit could only be reduced to some extent. Still, the
policies concerning other targets were successful.

- The inflation target for the second half of 1994 was 20 percent. The realized
increase in the wholesale price index has been 35 percent.

- The consolidated budget deficit was projected to be TL 109 trillion, while the
realized level has been TL 146 trillion.

- The current account were expected to be in balance and a $ 2.7 billion surplus
was registered.

- International reserves were projected to increase by $ 1 billion. The realized
increase was § 3.8 billion.

- The end-of-year TL/$ exchange rate was estimated to be 38.000 and the realized
figure has been 37,506.
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- Net domestic assets were targeted to be TL 293 trillion and the realized figure has
been TL 304 trillion.

As a result of the limited success achieved in 1994 concerning the programme
targets, the government had to extend the stand-by arrangement. In a new letter of intent,
the government declared that its aim was to ensure the sustainability of the success
achieved in fiscal balances in 1994 through structural reforms and to reduce inflation
substantially. Policies to be applied in 1995 have also been declared.

Targets of the programme include a 3 percent growth rate for 1995, a 40 percent
end-of-year inflation rate and a 70 percent average annual inflation rate, continuing
surplus in the current account and a level of International reserves sufficient to finance 4.5

months of imports.

These targets seem at the first sight to be considerably optimistic. Therefore, they
necessitate the continuation and even expansion of the fiscal retrenchment which started
in 1994. On the other hand, these targets imply that, there will be no real mopetary
expansion in 1995 and transfer of resources abroad will continue. Therefore, the;-pi‘ivate
sector savings surplus will continue to finance the public deficit and the transfer of
resources abroad.

The government’s basic economic targets for 1995, within the framework of
the extended stand-by arrangemetit, are based on the principle of a sharp fiscal
tightening in real terms.

The public sector borrowing requirement (PSBR), which was 8 percent in 1994, is
projected to be reduced further to 5.6 percent in 1995, for the purpose of achieving the
basic targets of the programme. However, this improvement in PSBR will be achieved by
increasing the non-interest budget surplus, since interest payments as a percentage of
GNP will rise in 1995,

According to the memorandum, besides reducing public expenditures public
revenues will also be increased for the purpose of improving the non-interest budget
balance. Increasing the share of public revenues in GNP by 1 percent and decreasing the
non-interest budget expenditures by 1 percent, will pull up the share of non-interest
budget balance in GNP up to 6 percent. The tax revenues will decrease, since the
extraordinary taxes imposed for 1994 will no longer be collected and this loss will be
compansated by the revenues coming from the sale of public assets.
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The deficit will mainly be financed through internal borrowing. On the other hand,
net foreign financing will continue being negativé and it is estimated that, in 1995, a net
repayment equal to 1.5 percent of the GNP will be made. Short-term advances to the
Treasury from the Central Bank have been limited to TL 49 trillion.

For the purpose of reducing the non-consolidated public sector deficit, the share of
the State Economic Enterprises borrowing requirement in GNP is projected to be reduced
to 2.1 percent. The same figure for local administrations is 0.2 percent. The position of
extrabudgetary funds is expected to improve by 1.2 percent of GNP as a result of net
proceeds from privatization.

Quarterly targets have been determined for the consolidated budget deficit and the
seven largest SEE"s deficits, for the purpose of tracing the public sector deficit.

Low devaluation policies will be implemented to control inflation.

According to.the memorandum, developments in 1994 indicate that the short-term
relationship between the money supply and inflation has been invalidated. For this
reason, monetary policies aimed at reducing inflation, should be based on keeping the
exchange rate on a stable course consistent with the expected rate of inflation. Monthly
targets have been established to obtain stability in exchange rate. It was declared that the
exchange rate would not be allowed to depreciate beyond these targets but it would be
allowed to appreciate, if economic conditions required.

Policies concerning monetary targets have been based on the assumption that there
will be no monetary expansion in 1995, in real terms. It is also assumed that the increase
in the reserve money will be 41 percent, which is approximately equal to the end-of-year
inflation estimate. The increase in net domestic assets is projected to be 29 percent.
Moreover, these percentages were declared to be subject to further reduction, if
conditions permit. '

No foreign financing is envisaged for 1995.

According to the targets for 1995, the improvement in- foreign trade balance will
continue, international reserves will increase by $ 600 million and the current account
surplus will reach $ 1.4 billion. Short and long-term borrowing by the government will
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not exceed $ 7.6 billion and the repayment of § 7.8 billion foreign debts will not cause any
difficulties, since the international reserves and current account are in a good condition.

Structural reforms, declared to commence on April 5th, 1994, could still not
be realized and are again on the agenda.

The memorandumalso states that, structural reforms are crucial in the long-term for
reducing the pressure on public finance and achieving a more efficient resource
allocation. Priority areas of reform are declared to be privatization, the social seéurity
system, taxation and agricultural support policies. It is planned that, banking supervision
will be improved further, after the June 1994 reforms. Also the coverage of the deposit
insurance scheme will be reduced gradually.

Developments in the first quarter of 1995 are in line with the targets, but itis
still unlikely that all targets will be attained at the end of the year. L

It is observed that the developments in the first quarter of 1995 are in line with the
limits of the letter of intent given to the IMF. Performance in monetary expansion,
exchange rates and international reserves was satisfactory vis-a-vis the programme targets.
Especially, the unexpected increase in international reserves beyond the target level
implied an improvement in net foreign assets in excess of expectations and also limited
the increase in net domestic assets. However, the appreciatién of the TL in real terms will
have a negative impact on the foreign trade balance during ‘the rest of the year. After the
second quarter of the year, production will again tend to increase and this will stimulate
the import demand, especially for investment goods and raw-materials. As a result of this,
the foreign trade balance will be hampered and the $ 1.4 billion end-of-year target for the
current account surplus will become difficult to attain, The 30.4 percent annual increase in
the February 1995 import figure and the trend of foreign trade balance to worsen again,
warn us against the danger of foreign trade deficits. Another point is that there is no
longer a strong need for a current account surplus, because short-term capital movements
are again on the agenda since December 1994. Targets concerning the public sector
deficit constitute the most difficult part of the whole programme. Failure in this part will
possibly reduce the chance of success in all other parts,
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CENTRAL BANK FOREIGN EXCHANGE RESERVES AND NOMINAL
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