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FOREWORID

TUSIAD (Turkish Industrialists’ and Businessmen’s Association), which
was founded in 1971, according to rules laid down by the Constitution
and in the Associations Act, is a non-governmental organisation working
for the public interest. Committed to the universal principles of
democracy and human rights, together with the freedoms of enterprise,
belief, and opinion, TUSIAD tries to foster the development of a social
structure which conforms to Atatiirk’s principles and reforms, and strives
to fortify the concept of a democratic civil society and a secular state of
law in Turkey, where the government primarily attends to its main

functional duties.

TUSIAD aﬁns at establishing the legal and institutional framework of the

" market economy and ensuring the application of internationally

accepted busmess ethics. TUSIAD believes in and works for the idea of
integration w1th1n theginternational economic system, by increasing the

; .competmveness of the Turkish industrial and services sectors, thereby
. assyring itself of a well-defined and permanent place in the economic
3

arena. -

TUSIAD supports all'the policies aimed at-the establishment of a liberal
economic system‘ which uses human and natural resources more
efficiently by means of latest technological innovations and which tries
to create the proper conditions for a permanent increase in productivity
and quality, thus enhancing competitiveness.

TUSIAD, in accordance with its mission and in the context of its
activities, initiates public debate by communicating its position
supported by scientific research on current issues.

The 18th issue of TUSIAD Quarterly Economic Survey was prepa-
red by utilising the most recent data and ‘estimations available as
of August-October 1998 by Economic Research Department.
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THE STRENGTHENING RECESSIONIST EXPECTATIONS FOR THE ECONOMY
OF TURKEY TOWARDS 1999, COUPLED WITH THE GLOBAL CRISIS CONDITIONS,
WILL MAKE IT DIFFICULT TO KEEP THE LOWERED RATE OF INFLATION
PERMANENT.

Following the East Asian countries and Russia, the global crisis has caused
recessionist impacts on the economies of developed countries at the centre.

The globalisation process which intensified on a world scale during the last periods
has, for the first time, experienced a recessionist impact from the periphery to the
centre. The recent Russian crisis, preceded by the Asian crisis that is still effective
despite-its one year long history, has had adverse impacts on world-wide economies
through Cap1ta1 and goods circulation. The facts that the crisis has been hitting other
deveéloping countries as well, particularly those of South America, and that there is
possibility of 2 second crisis in the Far East, have been instrumental in opening a debate
on~the issues”of, among others, how the crisis can be contained, how the loss of

- cred1b111ty can be regamed under which conditions, and from where, countries facing

the crisis can find f1nanc1al support. Governments in countries like Korea, Brazil and
Malay51a have started’tg ta take thelr own precautions complementary to those advice and
help prov1ded by supra- ~national organisations.

During the first three quarters of 1998, the important deceleration in infla-
tionary expectations, the agreement signed with the IMF and the high foreign
currency reserves, have all prevented Turkey from the initial impact of the

-global crisis.

The facts that the government has been ,pursuing'since the beginning of 1998 such

fiscal and monetary policies that aim to decrease the infldtion rate and that the

1mplementat10n of a program of internal borrowmg, have lowered fluctuations and
uncerfainties. in the markets and increased the confidence to officials in charge of the
economy. The "staff-monitoring" agreement, signed with the IMF in July, has
strengthened the optimistic expéctations in the markets. The control of public sector
prices and the optimistic expectations: have both caused the inflation rate to go down
by 20 percent, compared to the beginning of the year, reaching the yearly compound
rate of 76 percent in July.




The crisis in Russia, which started in the end of August, has caused deterioration in
the optimistic expectations, the rising uncertainties, and instabilities in the interest rates.
Turkey faced the crisis with a relative small current account deficit and strong reserves.
This situation made it possible the Central Bank to curb the devaluationary expectations
by being able to meet the increase in the demand of foreign currency. Since the export
markets have been primarily geared towards the developed countries and as demands
in these countries were, for the first half of 1998, in relative terms buoyant, foreign
currency inflows were at a satisfactory level. Since the beginning of 1998, the fact that
Turkey was exercising control in relative terms on her economy via fiscal policies
caused inflationary expectations to have a decreasing trend, which in turn helped the
impact of the crisis to be of lesser degree compared to an environment where the
expectdtions would be higher.

with the spread of the crisis, one would expect that the world economy will
experience a severe recession in 1999. The consequence of this will be a reduction of
possibilities to export to the developed countries. These developed countries will not
furthefmore mobilise their capital flows to high-return, short-term investments anymore
because of the existence of high risks. As international finance organisations tend®to
regard the emerging markets as a whole, and refrain from operating in them, banks and
the public sector will encounter difficulties in borrowing foreign currency from foreign
resources.  Such developments will cause Turkey to face both a decrease in trade
yolume and a difficulty in finding foreign borrowings. As the public sector in Turkey
will have to turn to domestic sources to be able to finance its foreign debts, there will
be pressure on financial markets, Bith the consequence of the interest rates to prevail
at very high levels. During a period in which domestic demand is also going down, it

is inescapable that production will decrease as well. &

Reform program needs to be continued even under the crisis conditions.

Under the world-wide crisis, while measures 1o cutb fluctuations in the markets are
being taken, reform programs to tackle structural problems of the economy should be
simultaneously pursued. As has been observed in the past Asian and Russian crises,
non transparent economic administrations, weak main economic parameters, and
particularly underdeveloped financial markets will render countries vulnerable to
economic crises. Within this framework, while in the meantime policy flexibility is
acquired to ensure that markets are compatible with daily developments, the structural
reform attempt needs to be pursued in order t© strengthen the long-term parameters.
Many countries have given further emphasis to their structural reform programs to
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restore interior and exterior credibility that was afflicted due to the crisis. Turkey, too,
should take measures to restore in an enduring way her main economic parameters in
order to strengthen’her position in the international markets and to regain the foreign
investment which is staying away from all the emerging markets.

The slowdown of the economy which was observed in the second quarter of
1998 is expected to continue throughout the rest of 1998 and possibly turn into
a recession in the first half of 1999,

The economic recession which begun to be felt since April made itself apparent in,

the economic 1r1d1cators in the second half of 1998. The economic growth which was
9 percent in the first quarter turned out to be only 4 percent in the second quarter. The
sector which was hit the most in terms of production loss was that of construction, with
a decline of 3.2 percent per annum. Contractions in the manufacturing and trade
sectors have” also been noted. These sectors, whose growth rates relative to the
previous yeai*for the first quarter were 8.4 and 10.2 percent, respectively, exhibited only

"2 and 2 4 percent growth rates for the second quarter.

When the decling in growth is analysed in terms of the demand side, it would be
noted: ‘that the demand iterti$ other than current public expenditures have been
shrmkmg The prrvate consumption expenditures have decreased 0.3 percent per
annuim. The fact that the demand for durable consumption goods, which showed an
average real increase of 28,percent per ahnum in the last three years, fell by 0.8
percent is a sign which indicates that domestic demand has shrunk in a considerable
manner. © For the reduction of the private consumption, one should also take into
account the impact of the falling inflationary expectations, which were domindnt in the

* second quarter, on individuals’ decisions in postponing their expenditures. The adverse
conditions in the foreign markets, the rising uncertainty due to early election

expectations, the wait-and-see approach towards the new tax legislation, all negatively

" affected the investments, with a consequence that in this quarter the total investment

figure wentdown by 2.3 percent per annum. However, despite the recessions observed
in investment and private consumption, it is noteworthy to observe that the public
sector expeﬁditures have gone up .10.5 percent per annum.

The industry productron which grew 10 percent per annum in the first quarter,
experienced a fall in the second quarter, exhibiting a growth rate of 3.5 percent. In the
second quarter, recession has been observed especially in the textile and food sectors.
The fact that the industry production index, when seasonal fluctuations are filtered,




showed monthly ‘ncreases of 0.9 and 0.2 for July and August, respectiveiy, accentuates
the expectation that the recession which was experienced in the second quarter will
continue to persist with an increase. The capacity utilisation rates for the first eight
months of 1998 were generally below those experienced in 1997.

Tt is anticipated that recessionary expectations will continue in the second half of the
year. The Russian crisis is expected to be effective in the third quarter in increasing the
contraction especially in the construction sector. Furthermore, possible reductions in
foreign demand, uncertainties in economy due to the global crisis and debates on
political agenda, and the interest rates which have been high since August, will all
adversely affect the growth in the third quarter. In light of these developments, TUSIAD
has downscaled its growth forecast. TUSIAD’s estimation of 4.6 percent is in
conformity with the government’s revised figure of 4.5 percent.

The advance tax payment that becomes effective due to the new tax legislation and
the uncertainties brought about by the global crisis, when added to the pressure on the
interest rates which exists due to government financing requirement, caused the
interest rates to go up. Since the possibility of using foreign funds to cover the fd‘ebt
payment is decreasing, with the consequence that domestic sources will have to be
considered for financing, the pressure on the interest rates will increase further. The
facts that available funds of deposit banks will be directed to higher return government
securities and less funds will be allocated towards the real sector, coupled with high
interest rates, will further shrink the production in the coming periods.

=

The target figure set for the net domestic assets for the second half of 1998
cannot be met due to the global crisis.

The Central Bank took a series of measures in May 1998 to curb the increase in the
net foreign assets, which was due to short-term capital inflows, and shifted its control
from the reserve money to the internal net assets by taking into account the
deceleration in inflation, As such, it was decided that the target figure for the net
domestic assets would be -1.514 trillion TL. In light of such policies, the Central Bank
had withdrawn domestic currency from the markets via the sale of foreign currencics,
and managed to deal with the emerging liquidity problem by supplying currency into
the markets via open market operations. Flowever, the global crisis caused the foreign
assets to decrease much faster than expected. In order to prevent this situation to
further shrink the economy, through creating a serious liquidity problem in an
environment where domestic demand is low, the net domestic assets have increased



well above the announced objective. As a result the monetary policy targets set for the
third quarter of 1998 have been surpassed.

When the end-September figures are analysed, one would observe that the net
foreign assets went down from their July figure of 4,389 trillion TL to 2,972 trillion TL
and that the net domestic assets went up from the July figure of -1,687 trillion TL to 118
trillion TL. The increase in the net domestic assets is well above the target set by the
government, whereas the decrease in the net foreign assets is more than anticipated by
the government. It is possible to explain this sudden decrease in the net foreign assets
by the tendency of the short-term funds invested in Turkey to flee, as in other
emerging markets, due to the impact of the global crisis.

The Central Bank supplied TL into the markets through open market operations in
order to regulate the liquidity amount in the markets. The open market operations
debts, which amounted to 1,104 trillion TL as of the end of June, went down to -816
trillion as of the end of September, and the Central Bank emerged as the net creditor.
Related to this, the Central Bank money showed a tendency to decline since July. The
growth in reserve fmoney declined in September to the levels of approximately 85
percent per anpum.

Durmg the third quarter, since August, important real increases have been observed
in fhoney supply defmmons In September, the annual real increase has been noted as
14 percent for curreney in c1rc“{fllat1on 20 percent in M1 and M2, and 10 percent in M2Y.
Although there was aslight increase in the rate of the total deposits, savings withdrawn
from' the stock exchange was not channelled to time deposits. Despite of this, the
increase in the domestic credlts supplied by deposit banks has been observed to
decelerate, as exhibited in. the figures of July, August and September as 118.4 percent,
107.3 percent and 101.5 percent, respectively.

. The Istanbul Stock Exchange has experienced an important decline as a
result of foreign funds withdrawal and increased interest rates.

The Istanbul Stock Exchange compounded index, which was 939 on the USD basis
in July, exhibited a fall of 85.4 percent in September, reaching a magnitude of 486. In
this fall, the facts that world stock exchanges were in decline as a result of the Russian
crisis and that especially foreign investors, who.suffered a great deal in the global
crisis, were in a tendency to flee thesfinancial sector in Turkey, like in other emerging
markets, have both played an important role. Additionally, new regulations on the
financial markets by the new tax legislation and the increasing tendency of the interest




rates have also been instrumental in the decrease that the Stock Exchémge has gone
through. For this reason, new adjustments in the tax legislation leading to decrease the
withholding tax on interbank deposit operations from 6 percent to nil and the banking
and insurance procedure tax in cerfain stock exchange operations from 5 percent to 1
percent have been undertaken. As a result, a partial improvement has been observed in
the stock exchange.

Due to the impact of the Russian crisis, the government had to upscale the
inflation target for 1998.

The inflation rate, which showed a tendency to decrease since the New Year,

exhibited in September a value of 5.3 percent, a rate which is higher than anticipated.

After being filtered from seasonal effects, the inflation rate in September turns out to be
4.8 percent. For the September increase, foreign factors seem to have played a greater
cole than domestic ones. Despite this, the 12 month average inflation rate continugg?its
falling trends from the April value of 85 percent and exhibited a figure of 80 percent in
September.

As of September, the nine month public sector prices showed an increase which was
fess than the general trend. While the energy prices have been increased by 54.5
percent as of the New Year, espegially the industry output prices have been kept at
lower Jevels. Thus, the increase in the public wholesale price index for the nine months
~of 1998 exhibited a figure of 28 percent; whereas the fi)gure was 60.9 for the same
period in 1997. Finally, when the 12 month increases are considered, in September, the
price increase of the private sector was 71.6 percent, that of the public sector 48.2
percent, and the inflation rate was 65.9 percent.

Under these developments, the targets set in the 1998 programme had to be revised
for the end-of-year inflation rate from 50 to 58 percent and for the yearly average rate
from 64 to 72.4 percent. TUSIAD’s projections for the end-of-year inflation and the
yearly average rates are 62.2 and 73.1 percent, respectively.

The interest rates, which decelerated as a result of the optimism that
prevailed in the markets in early 1998, have started to increase in conjunction
with changing conditions.

10
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As a result of the confidence created in the markets in the first six months, by both
the government’s implementations that were in accordance with the three month
programmes and later by the agreement signed with IMF, the average auction interest
rates went down in July to a figure of 83 percent. However, coupled with uncertainties
and instabilities caused by the Russian crisis, the additional tax burden on financial
instruments that was brought by the new tax legislation caused the interest rates to
climb up to 148 percent. The international climate and the public sector borrowing
requirement reveal that the interest rates will continue to prevail at high levels.

As a result of the domestic recession, the trade balance will be positively
affected as the rate of recession in imports will be less that of exports. No
change is anticipated for the balance of payments deficit.

“When the foreign trade data for the third quarter are examined, it would be noted
that while ‘the falling trend in exports is continuing, the decline rate in imports is
steadily increasing. Especially in August, there was a decline of 2.2 percent per annum

" in exports, while the per annum decline in imports turned out to be 7.5 percent. The
noteworthy decrease in the nominal imports has been the result of both the quantity

effect of the econom1e recession and the fall in the prices of import goods due to the
crisis. As a result, for’ the first eight month period, the ratio of exports to imports went
up te 54.4 percent and the foreign trade deficit exhibited a figure of 14.1 billion USD.

The fall in import prices, that was perceived in the last two years, slowed down
gradually in the April-Juné period, with a falling rate less than that of exports. Thus,
when the 12 month average figures are considered, the terms of trade has started in the
beginning of 1998 to worsen.

The adverse impact of the crisis in Russia, with which Turkey has a trade volume of

"2 billion USD worth of formal exports and a volume of 5 billion USD worth of shuttle
. trading, on our foreign trade is unavoidable. Due to the international conjecture, an

improvement in our exports is not anticipated. However, it is true that the impact of the
decreasing of our imports, parallel to a fall in our growth rate, will have a positive
influénce in our foreign trade balance. Under these circumstances, it is anticipated that
the foreign trade deficit for 1998 will go down to a figure of 20.9 billion USD.

When the balance of payments is given a detailed analysis, it would be noted that
the first six month current account déficit, that has not been affected yet by the Russian
crisis, has shrunk compared to last year. Although there is no perceived decline in the
revenues of exports and tourism, the decrease of 14 percent in the shuttle trade has

11
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been offset by an increase of 35 percent in the invisible items. The short-term capital
inflows in the first six month period showed an annual increase of 93 percent,
amounting to 3.5 billion USD. While the figures of other capital inflows and of net
! errors and omissions exhibited the values of 4.3 billion USD and 1.9 billion USD,

respectively, the official reserve accumulation amounted to 8 billion USD after

subtracting the current account deficit that exhibits a value of 1.5 billion USD. Although

the figures for the balance of payments for the rest of the year have not been announced
. vet, the fact that the Central Bank’s reserves have decelerated by approximately 4
i billion USD in the last two months shows that nearly all of short-term foreign capital left
the country as a result of the impact of the global crisis. Despite the fact that the
foreign trade deficit has a tendency to decelerate, it is anticipated that there would be
a partial increase in the current account deficit as a result of the slowing down of the
ection, the current

increase in the invisibles item. In the revised government pProj
account deficit, including the shuttle trade, is expected to be 3.5 billion USD.

The deterioration in the budget deficit cannot be overcome: The df;fi'teit,
which was 13.7 billion USD in 1997, will possibly amount to 19.8 billion USD in
1998.

An analysis of the realised budget of the first nine month period reveals that the
budget deficit amounted to 12 bilion USD, with an increase of 103 percent, which is
influenced by the interest payments that amounted to a figure of 20.8 hillion USD with
an increase of 123 percent. Despite this, the primary surplgs went up from the last year
figure of 3.4 billion USD to 8.8 billion USD. The increase in the budget revenues has
been primarily due to the growth in the revenues of the direct tax (with a 35 percent
increase). However, because of the steady increases in the expenditures of social
security, public personnel’s salaries and interest payments, the budget deficit has
steadily increased and reached this critical level.

In the revised 1998 figures that appeared in the bill of the 1999 national and
subsidiary budgets, the budget expenditures, which were estimated as 14.8 quadrillion
TL, upscaled to 15.5 quadrillion TL and the budget revenues, which were estimated as
10.8 quadrillion TL, upscaled to 11.7 quadrillion TL. As such, contrary to the previous
figures of 3.8 quadrillion TL for the budget deficit and 1.9 quadrillion TL for the
primary surplus, the 1998 budget deficit would be 2.4 quadrillion TL. TUSIAD’s
estimate for the 1998 budget deficit is 5.4 quadrillion TL, with the consequence that the
ratio of the consolidated budget deficit to GNP would be 10.4 percent as opposed to
the figure of 7.1 percent that was announced in the Government Programme.

12



The 1999 Government Programme indicates that the economic policies that
have been implemented in 1998 will continue to be effective.

An analysis of the 1999 programme reveals that a decline in the inflation rate
coupled with a limited growth rate is anticipated, as was the case in 1998. Yet, the
policies that are needed to achieve these targets are not clearly defined. .

In the programme, the 1999 growth rate is targeted at 3 percent, the end-of-year
inflation rate 35 percent and the current account deficit, including the shuttle trade, 3.5
billion USD. The expenditures and revenues of the budget for 1999 are anticipated to
increase, when compared to 1998, by 52.6 and 54.5 percent, respectively. It is
predicted for the 1999 budget that expenditures would increase to 23.6 quadrillion TL,
of which 8.9 quadrillion would be allocated to interest payments, and that revenues
would-go up to 18.1 quadrillion TL. A budget deficit of 5.5 quadrillion TL and a
pr1mary surplus of 3.4 quadrillion TL are forecasted. Under such predictions; the ratios
of the pubhc sector borrowing requirement to GNP and the consohdated budget to GNP
are est1mated to be 8.6 and 7 percent respectively.

T ‘l‘

The main. goal of the 1999 budget is to attract short-term capital flows in order to
be able to fmance fore1gn debts by allowing the prevalence of high real interest rates,
with the ant1c1pat10n that a gL@bal recession in economies is likely and that short-term
cap1tal inflows to emergmg countnes will decline. The difference will be made up
through: forcmg domesuc savings to increase. However, the feasibility of such a
programme is debatable. The ‘Government Programme itself reflects this reality. The
required financial amount that will result in very high real interest rates will not allow
the inflation rates go down. The yearly increases foreseen in the budget for payments
and budget expenditures and revenues are set well above the anticipated rate of
inflation of 44 percent. If the public deficits, which are to be financed through giving -
high interest rates to non-financial organisations and households, are not decreased, it

“would not be possible to curb inflationary expectations and attain the 1999 inflation
target.

The TUSIAD estimates show differences from the targets of the 1999 Government
Programme. If these policies are continued, although the growth rate is anticipated to
decelerate to 4 level close to that of the governmeént estimate, the inflation rate and
public deficits aré foreseen to be hlgh.er than those of targeted. The TUSIAD estimate
for the 1999 average inflation is 73 percent. Although the average yearly growth rate is
estimated to. be 3.4 percent, this would be achieved through a boom which will follow
a recession. - According to the TUSIAD growth estimates, despite the approaching
elections, it is expected that the first half of 1999 will exhibit a limited recession and that

13



the growth rates for the third and fourth quartefs will be 2 and 4 percent, respectively,
provided that there will be no policy change that would increase exports and domestic
demand (in the sense of abiding the agreement signed with IMF).

The only solution to the problem of a declining growth and increasing infla-
tion in 1999 is to start immediately implementing the structural reforms that
have been on the agenda.

The high interest rates, caused by budget deficits, curtail the private sector’s
capacity in the medium-term to invest and create employment opportunities through
putting pressure to the saving of households and firms. In the final analysis, the lack
of investment does not give the opportunity to industry and service sectors o keep their
competitive power and increase their exports through increasing their market shares.

If the policies under implementation are continued to be pursued, in the coming -
periods, and especially in the first half of 1999, a substantial deceleration is expectéd in
the growth rate. In addition, a slowing down is expected in our exports as a result of
the contracting foreign demand due to the crisis and a contraction is anticipated in our
imports due to the contracting of domestic markets. Yet, an improvement in the
budget deficit, and consequently a fall in the interest rates, are not foreseen due to the
fact that interest payments which age steadily growing constitute an important item in
the budget. Under these circumstances, an increase in the inlationary rate will be

unavoidable. -
&

Although the policies of the Government, the Central Bank and the Treasury
towards securing partial stability needed by the markets caused partial decrease in the
rate of inflation, these policies have became ineffective under the conditions of the
spreading international crisis. Even though it was comforting that officers responded to
the market demands in the auctions of domestic borrowings and the items of the new
tax law regarding the taxation of financial markets was postponed to prevent adverse
effects from the global crisis, it is imperative that permanent solutions be found to
structural problems regarding macro parameters.

Also, in the 1999 Government Programme it is not explicitly stated how it would be
possible to decrease the inflation rate by using monetary policies that will conform to a
budget deficit and stability in the financial markets, without implementing the policies
that are aimed at improving medium-term macro parameters.

14



The fact that partial improveménts have not been turned into permanent ones in
1998, will be decreasing these policies’ effectivéness in 1999. It would be difficult for
this set of policies, which have no medium-term impact and whose short-term effects
are limited in curbing uncertainties and fluctuations in the markets, to recreate optimistic
expectations in 1999 as was the case in 1998. It is anticipated that 1999 will be a
difficult year if one takes into account the relatively disadvantageous international
conjecture.  For this reason, in order to be able to meet the targets of the 1999
programme, the reforms that have been on the agenda for a long time should be in
force through legislative arrangements.

15
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TABLE 3 TUSIAD ESTIMATES (GNP, INFLATION)

97-1 972 97.3 974 97 | 981 982 983 984 98 99-1 992 993 994 99

Realization Realization Estitnate
(25 July 1998}
Growth Rate 6.8 8.9 8.4 7.7 8.0 8.1 4.8 3.6 6.1 5.4 - - - - -
Inflation 77.8 744 832 89.0 81.8 59.3 79.9 69.3 62.2 | 73.4 - - - - -

Realization Realization Estimate
(25 October 1998)
Growth Rate 6.5 9.1*  8.5* 5.7 8.3 9.0 4.0* 1.9 3.9 4.3 -1.4 0.0 7.6 4.9 34
Inflation 77.8 744 832 89.0 81.8 89.3* 799" 68.4** 622 73.1 613 70.8 75.4 785 | 723
(*) SIS revision
(™ Realization

GNP GROWTH RATE GRAPH 1
%)

15 :

GRAPH 2
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TABLE 4 INDUSTRIAL PRODUCTION INDEX

971 972 97-3 974 | 1997 98-1 982 98-3* 98-47|1998* | 99-1* 99.2* 99-3* 99-4*| 1999*
{Level}
Index 1221 1315 1429 151.8| 1371 | 1347 11361 1465 156.0( 1433 | 1360 1414 1546 167.9| 1500
Seasonally
Adjusted Index 1303 1363 1401 1406 | 1369 | 1437 1411 1436 144.7| 1433 | 1451 1468 1515 1556| 1497
(Annual Percentage Increase) 9.5 108 142 114 115 10.3 3.5 25 28| 46 1.0 3.9 55 7.6 4.6
[ndex
Seasonally
Adjusted Tndex 94 106 142 116 115 10.3 34 25 27| 47 1.0 4.0 5.5 7.6 45
 TUSIAD Estimates
SEASONALLY ADJUSTED MANUFACTURING INDUSTRY GRAPH 3
QUARTERLY PRODUCTION INDEX
B
(Annual Percentage Index) L
(8)
25
AT |
& &
-15

* TUSIAD estimates
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GRAPH 4

SEASONALLY ADJUSTED INDUSTRIAL PRODUCTION INDEX
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MANUFACTURING INDUSTRY QUARTERLY PRODUCTION INDEX  GRAPH 6
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GRAPH 10

GRAPH 11

(Annual Percentage Change)
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CURRENCY IN CIRCULATION GRAPH 14

(Annual Percentage Increase)

(%)
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GRAPH 16

M2

(Annual Percentage Increase)

[C)

180 =

- B6/60
| 86/50
86/10
16160
| 16/50
6/10
 08/60
' 06/0
. 96/10
 56/60
£ 6750
$6/10

¥6/50
/10
' ¢6/60
| C6/50
56710
 26/60
 T6/50
L 76/10
C16/60
16/50
F16/10
C 06/50
 06/56

06/10

68/50

- 68/10

88/60
, 88/60

18/50

160 A

140 -

120 o

100 +

80 «

= //10

GO«
40
20 4
0
-20
-40

&l

| ¥6/60 -

8750,

BR/T0
18/60 .

Nominal

Real

~
Q
3
5
&
[y
o
Ya
-
oo
=3
5
=9
E
- n
ST
3
¢ B

GRAPH 17

(%)

180 mp.- -

86/60
86/50
86/10
L6/60
L6/50

- 16/10
. 96/60

96/50

| 96/10
' $6/60
| $6/50

S6/T0

$6/60 -

bG/S0
P6/10
€6/60
€6/50
£6/10

T6/60 -

Z6/50

. 26/10
- 16/60
- 16/50

16/10
06/60

+ 06/50

06/10
68/60

: 68/50

L 68/10
| 88/60

' 88/50
| 88/10
. 18/60

160 4
140 4
120 4
100 4

80 4

- S

60+

4045

204

-20+

-40

L8/S0
£8/10

e NOMinal

Real

35



GRAPH 18

TIME DEPOSITS & FOREIGN EXCHANGE DEPOSITS

(Annual Percentage Increase)
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GRAPH 21

CENTRAL BANK MONEY AND RESERVE MONEY

(Annual Percentage Increase)
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GRAPH 23

CONSOLIDATED BUDGET DEFICIT

(At 1994 Prices)
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CONSOLIDATED BUDGET EXPENDITURES | GRAPH 25
(At 1994 Prices, Cumulative for the last 12 months)
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GRAPH 28

NOMINAL EXPORTS AND IMPORTS

(Cumulative for the last 12 months)
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GRAPH 30
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FOREIGN TRADE ' GRAPH 32
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CURRENT ACCOUNT BALANCE*
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GRAPH 37
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THE IMPROVEMENT IN THE ECONOMY THAT HAS PARTIALLY BEEN ACHIEVED SO
FAR SHOULD BE MAINTAINED, EVEN THOUGH UNCERTAINTIES HAVE BEEN
INCREASING IN THE SECOND HALF OF 1998.

The developments in the economy in the second quarter, similar to those of the first quarter
of 1998, have been in conformity with the government programme. As a result of the
implementation of the programme, fluctuations and uncertainties in the markets have been
reduced, the confidence to officials responsible in running the economy has increased and
optimistic expectations have strengthened. The control over the prices of public sector goods
and optimistic expectations have been instrumental in lowering the inflation rate approximately
20 percent from the rate prevailing at the beginning of 1998. The monitoring agreement signed
with the IMF in June has also set the expectations that no populist policies would be
implemented in the remaining months of the year and that the policies implemented would be
in conjunction with the set targets. The statements that reiterate the willingness to abide with the
programme despite the fact that an election agenda was set, suggest that an optimism about the
cconomy w1ll continue to prevail.

The approachmg daté of an early election, the slowing down trend of inflation, the change
in the foreign exchange pohcy following the decisions taken by the Central Bank in May, the
troubles that the emerging markets, especially the Russian one, have been experiencing, may
result in raising uncertainties, in the markets during the second half of 1998. Apart from the
raising uncertainties; the, tendency of the inflation rate to fall down has been couple with a
partial recession in the groductlon Under these circumstances, the possibility of the
government to keeprits set fargets by the end of the year, heavily depends on its performance in
the coming three months

As domestic and 1nternat1ona1 Actors are very sensitive to government policies in the ongoing
period, it'is of vital importance*that populist policies should not be implemented if the success
obtained in the first half of the year is expected to continue.

Up to now, the government has given its priority to short term policies to curb uncertainties
in the markets, leaving aside the issue of dealing with structural problems. The law on taxation
reform which was passed through the Parliament in a speedy way is an important, yet an
insufficient, step in the budgetary reform. The improvement is destined to remain partial if the
reform packages on the social security system and on the monetary sector are not legitimised in
a speedy way.

The ecbhomic growth will continue despite a slowdown.

.The growth rate which was realised at'8.1 percent in the first quarter of 1998 -a rate which
turned out to be greater.than anticipated- is thought tobe continuing, albeit at a slower rate, and
the end-year rate is expected to be higher than the 4.5 percent programme figure. The
estimations of TUSIAD reveal that the growth rate figures for the second quarter would be 4.8
percent and for the year (on the average) 5.4 percent.
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The expectations in the industrial sector which were pessimistic in January, due to high
inflation and interest rates, changed to optimism as a result of the government performance in
the first months. However, starting in May, due to expectations of decline in the production and
the domestic and international sales, the industrial production level is expected to experience a
partial slow down in the next quarter.

The agricultural sector has shown a contraction of 4.4 percent. Despite this fact, the growth
rates in the industry and services sectors were realised at 7.9 and 7.7 percent, respectively. While
the private manufacturing industry subsector was instrumental in increasing the value-added of
the industrial sector, the transportation, trade and construction sectors contributed to the growth
of the services sector.

When the first quarter of 1998 is analysed in terms of the demand side, it would be noted that
the private consumption expenditures have been preserving their tendency to increase with a
high rate of 7.1 percent. In this expansion, the increase in the expenditures of durable goods
was influential, as had been the case in previous years. The expenditures in durable consumer
goods continued to increase with a high rate of 18.2 percent, though the figure is smaller than
the last year figure of 33.6 percent. On the other hand, the high increase in the expenditures of
energy, transportation and communication of a magnitude of 11.1 percent, when compared to
the last year figure of 3.5 percent, deserves attention. The increasing public consumption
expenditures envisaged a 8.4 growth rate. In the investment expenditures, however, a slow
down due to the private sector has been observed. The investment expenditures envisaged a
growth rate of 30 percent in the public sector, 5.6 percent in the private sector, and 8 percent on
the total.

The debate on the election agenda, the falling trend of inflation and the increased
uncertainties due to switching policies, will all cause domestic demand to go down. The crisis
in the Asia and Russia, Turkey’s lessening possibility of obtaining foreign credits and the Central
Bank’s changing monetary policy will all constitute a diminishing use of foreign sources and an
upper constraint in terms of income and growth.

The industrial production grew by 7.3 percent in the first half of the year, despite the
existence of some sectoral problems.

In the first five months an improvement has been observed in the real sector. The capacity
utilisation rates, employment, orders and sales have all increased. But the economic recession,
which has begun to be felt by the beginning of May, has been the reason for the falling of the
production expectations for the third quarter. It is expected that the production will fall for a
while, yet it will still be higher than the set target.

While in the first five months the industrial production increased by 8.4 percent, the growth
rate in the manufacturing industry production went up by 8.1 percent. Once the analysis is
conducted at sectoral basis, attention should be given to the sector of textile where the
production rate contracted by 10.7 percent and to the sector of machinery industry where the
growth rate increased by 26.8 percent.
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The contraction in the textile sector is even greater than the contraction that the sector had
experienced in the first five months of 1997. The contraction in the textile sector in the January-
May period was 3 percent for 1997 and 10.7 percent for 1998. Tt is thought that this contraction
is because of unfavourable conditions in the foreign markets, especially in Russia, rather than a
decline in domestic markets. On the other hand, the demand increase in the machinery industry
production, in which durable consumption goods constitute an item, shows that the domestic
demand is buoyant. In this period, the car sales increased by 70 percent and the white durable
goods by 16 percent. According to June 1998 data, the capacity utilisation rate in the
manufacturing industry was realised at 74.9 percent and as such the rate was below the June
1997 figure of 81 percent. The public sector is rather responsible for this decrease. The capacity
utilisation rate in the public sector was 66.4 percent for June 1998, while the same figure had
been 82.2 percent for June 1997.

The inflation rate as of June was 72.1 percent, 9 points lower than the same month
of last year.

The falhng trend of inflation which began in the first quarter of 1998 continued in a similar
way in the second quarter as well. The.wholesale price has increased for April, May, June and
July by 83.3, 79.9, 76.7 ‘and 72.1 percent, respectively, in annual terms, and the monthly
increases™were obséived as being 4, 3.3, 1.6 and 2.5 percent, with the same order. The July
inflation rate turned.out to be greater than the set target. This has partjally been due to the chain
effect of a.12 percent prlce increase’in petroleum in June, which occurred before the decision
that its price could then be deterrmi;\ed freely.

The price increasé in. the public sector was realised below than that of the private sector due
to the fact that public price increases were postponed. The price increase in June was realised,
due to the increase in petroleum price, at 3.6 percent in the public sector and 1 percent at the
private sector. The price increase in the public sector for July remained also higher than that of
the private sector, by 3 to 2.4 percent.

When a sectoral analysis is conducted, the price increase in the agricultural sector remained
higher than the inflation rate, and the ratio of agricultural prices to industrial prices reached its
highest level since 1985.

Under the assumptions that there will be no trn to populist policies, the domestic demand
will contract compared to those of previous years and the real sector will expect a low inflation
rate, the end-of-year inflation figure is anticipated to be below 70 percent. The fact that the
1997 inflatién rate has increased in the second half implies that, under the assumption that there
would be no major changes in the policies conducted, the yearly inflation rate will continue to
decrease mathematically. As such, the estimations:of TUSIAD reveal that the end-of-year
inflation rate would be 60.7 percent and the annual average rate 73.4 percent.

An accomodating monetary policy has being applied.

The Central Bank’s second term programme has been set as the continuation of the first one
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by which it was aimed to curb uncertainties and maintain the stability. Within this framework,
monetary policies were strictly implemented. The increase in reserve money was realised at 13.1
percent, compared to the target interval of 14-16 percent. Another indicator that signals that
actions were according to the monetary plan was the fact that the Central Bank’s advance
payment was nil during this period.

The Central Bank’s assets showed an increase of 135 percent by the end of June. This figure
was 90 percent by the end of the first quarter. The difference between the two periods was due
to increases in the revaluation accounts and the foreign assets.

The exchange rate policy that was implemented in conformity with inflation was
instrumental in increasing the inflow of hot money and therefore foreign currency. As a result
of this policy, the Central Bank’s foreign exchange position reached in June the amount of 16.7
billion USD, corresponding to an increase in the second quarter of 58 percent on TL basis or 43.7
percent on USD basis. The increase in Central Bank’s foreign exchange position resulted in an
increase in the currency in circulation, as a result of which the Central Bank had to take
measures to sterilise this currency, causing the Bank’s debts to arise from open market
operations. Furthermore, the fact that the Treasury did not use short-term advances and forced
other public units not to use credits, caused an important decline in the net domesuc assets.
Due to reliance on open market operations during the period May-June, the volume of such
operations reéached 1,104 trillion at the end of June from its level of 178 trillion at the end of
March. This expansion also explains the increase in the Central Bank’s money of 93 percent in
the second quarter as compared to the first one.

- The second quarter currency in circulation, M1 and M2 increased, respectively, by 7.7, 10.6
and 17.4 percent; the increase in M2Y was no more than 1.4 percent.

Currency in circulation, while decreasing in April and May, increased in real terms in June by
4 percent. The M1 money supply increased only in nominal terms by 65.5 percent,
corresponding to a real decrease of 7.6 percent, due to an increase in sight deposits and a
reverse effect of a small increase in commercial sight deposits. M2 increased in real terms by 10
percent, contrary to a contraction experienced last period, due to a high increase in commercial
time deposits. M2Y, finally, increased by 6 percent, a few points below the figure of the last
period.

The fact that, in June, the ratio of the total deposits to foreign exchange deposits exhibited a
figure of 1.03, which was higher than that of the previous quarter, showed that investors have
gradually been substituting away from foreign currencies to TL and thus confidence in TL has
been re-emerging. This situation confirms the confidence to the programme under
implementation.

w Deposit bank credits exhibited a growth rate higher than the total deposits, as was the case
in the first quarter. The real growth rate was 25 percent in the first quarter, and 18 percent by the
end of June. It can be observed that credits to the agricultural sector have still an important
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share in total credits.

It is expected that the emphasis on monetary policies would shift from smoothing
the fluctuations in the markets to reducing the inflation.

As the inflationary expectations started to decline in the second half, the Central Bank was
required to change its policies. This policy change can be summarised as reducing the inflow of
foreign currencies and to shift the target indicator from reserve money to net domestic assets. In
this regard, the Central Bank took several steps with an aim to stabilise the high level of foreign
currency inflows and the speedy increase of net foreign assets. The decisions undertaken
suggest that the Central Bank will continue to implement an exchange rate policy based on an
inflation target of 50 percent, through purchases and sales. Additionally, it was decided that the
Banks’ net foreign currency deficit positions should be constrained and that the ratio of deficits
of net positions to capital base should be reduced gradually from 50 percent to 30 percent by the
end of December 1998.

Also, as a part of the monitoring agreement that the Government signed with IMF at the end
of June, the--Central Bank in order to control monetary situation decided to follow a new
indicator. As such, the Bank shifted its target from the reserve money to net domestic assets. It
was set so that the net domest1c assets that were -1,778 trillion TL by the end of June would be
-1,514 trillion by theend of the year. Therefore, an increase of 14.8 percent in the second half
has been expected ini the net. domestlc assets that have been decreasing from the beginning of
1998. In July, the reserve’ money reached 1.8 quadrillion TL, a rise of 5 percent compared to
June. ' “': g

A speedy increase in forelgn exchange reserve is not anticipated in the second half of 1998
due to this policy change Therefore, currency flow into the markets will be realised, not
through outflow of foreign currency, but through an increase of domestic assets. In the
programme the increase in net domestic assets was set at 14.8 percent. As such, the high
volume of open market operations will be reduced in the coming period. The partial fall

experienced in July suggests that policies have been operational.

As expected, as a result of the policy change, net foreign assets in July were reduced to 15.6
billion USD and the open market operations to 569.5 trillion TL.

The real and nominal interest rates, which fell down in a considerable way as a
consequence of*the achieved stability, will go up due to the financing requirement of
the budget deficit.

From January onwards, the falling tendency of interest rates and the valuation of real
exchange rates have been diminishing the difference between interest rates and real exchange
rates. The Central Bank’s decision taken in May and the contraction in international markets
have relatively increased the fluctuation in exchange rates and aggravated, to some extent, the
uncertainty regarding the monthly devaluation. All these developments will have a reductionary
effect on high foreign currency inflows. The reserves which were at the level of 26,700 million
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USD by the end of June decreased during the second and third weeks of July and then
increased in the fourth week and by the end of July attained the level of 25,731 million USD.

Although there remains a possibility that the Central Banks’ policies will cause a slowdown’
in the exchange rate, it is not expected that the devaluation rate turns out to be less than that of
inflation. '

The stability achieved in the markets, the decrease in ‘inflation and risk premium and the
Central Bank’s policy to flow currency in the markets all caused the interest rates to go down.
The Central Bank lowered the interest rates in the inter-bank money markets by 10 points and
the compound interest rates in the Treasury auction went down to 99 percent at the end of June.
In the first auction of July, because of these policies and the additional impact of the agreement
signed with IMF, the yearly compound interest rate was determined at 76 percent, the net rate
approaching to zero. However, in an environment where there is a high budget deficit and a
large portion of it is being financed through domestic borrowings, it is not likely to keep real
interest rates at very low levels. These, coupled with an increased uncertainty in the last period,
explain the increasing tendency of interest rates. This tendency has also been present in the
auction that was conducted in August and the compound interest rate increased to the level of
96 percent, which corresponded to a real interest rate of 12 percent. 5

n

The interest rates, that went down because of positive developments in the economy, are
expected to keep their high levels unless there will be structural improvements.

Despite the fact that the primary surplus has reached the magnitude of 5 billion USD,
interest payments and social security expenses turned out to be greater than 60 percent
of the budget expenses and this makes it impossible to reduce the budget deficit unless
structural measures are exercised.

' When the realisation of the January-May budget is examined, one can observe that the
government has been acting according to its programme. On the US dollar base, budget
revenues increased by 26 percent and budget expenses by 32 percent. The expected budget
revenues of 3,000 trillion TL for the April-June period was realised at the level of 2,500 trillion TL.

The high increase in revenues can be explained by two factors: The increase in the non-tax
revenues due to the transfer of revenues of privatisation realised in the first quarter to the budget
and the increase in tax revenues due to the impact of witholding tax on interest revenues
resulted an increase of 20 percent in real terms. In the second half of the year, high revenue
from taxes should not be expected. The revenue raising effects of the new tax reform which
was approved in July are unknown; but even it is assumed that there will be revenue raising
effects, these will only appear in next year’s budget. Due to the fact that the rate of tax increase
arising from witholding tax on interest will gradually decrease and that the weight of income tax
on:salaries will lessen, the real increase in budget revenues in the second half, compared to
previous year’s, is expected to be smaller than what has been experienced in the first two
quarters.




On the other hand, the 9 percent increase in the interest payments to domestic debts caused
an increase in the expenditures. The high level of interest payments in this period was the
results of the decision that was taken to roll-over last year’s maturity and of the decision taken to
revert the old maturity policy this year.

As such, the budget deficit which exhibited a figure of 13 billion USD as of December 1997
increased to the level of 15 billion USD by May 1998. During this period, repayment of net
foreign debt has continued, and the financing of the budget deficit was realised through short
term domestic borrowing. In an environment where there is a falling trend of inflation, the
continuation of domestic borrowing brings about a load in terms of real interests and negatively
affects the budget equilibrium. As such, the government should aim to finance the budget
deficit via government bonds indexed to inflation and foreign exchange.

The fact that the primary surplus during the January-May period reached the level of 5 billion
USD, exhibiting an increase of 140 percent on USD base, should be noted as an important
development in termé of the budgetary policy. Yet, the fact that the ratio of interest payments to
budget expenses has increased to the level of 47 percent and that the ratios of transfers including
those to Social Security System and State Enterprises, have been experiencing high levels,
indicate the unhealthy structure of the budget.

The second half programme anticipates a total revenue of 6,100 trillion and a primary
surplus of 1,000 trillion.- Hence, the ratio of the budget deficit to GNP will rise from its past level
of 7.5 percent in 1997 to* the present level of 7. 6 percent in 1998. However, the estimates of
TUSIAD reveal that the rat10'z1s hkelv to occur at around 9 percent.

The high increase 111 invisible revenues played a slowing down effect in the
deterioration of the balance of payments, despite the fact there was an increase in the
foreign trade deficit. . Lo

When the first five month period is analysed, it would be noticed that exports amounted to
10,587 billion USD, with an increase of 3 percent, and imports to 18,950 billion USD, with an
increase of 3.2 percent. 'The foreign trade balance showed, therefore, a deficit of 8,363 billion
USD, with' an increase of 3.5 percent. The increase in exports and the decrease in imports that
have been observed in May have especially been instrumental in smoothing the foreign trade
def1c1t The foreign trade deficit fell down in May by 9.1 percent to 1.9 billion USD. Two
poss1b1e explanations of this decline can be given as the partial decline in the domestic demand
and the EU driven increase in the international demand.

When the subcategories of exports.and imports are considered, it would be observed that
the composition of goods, compared with the same period of last year, has not been changed.
Additionaily, one would also notice that the high lévels of demand for imported consumer
goods, observed in the aftermath of the customs union, turned back to their normal level. (The
imports of consumer goods increased by 50 percent in 1996, 24.6 in 1997 and 18.6 in the first
four months of 1998.)
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In the first quarter of 1998, due to the fact that the growth rate of exports declined and no
change in the growth rate of imports was occurred, the foreign trade deficit deteriorated. Taking
also into account the decrease in the petroleum price, this deterioration should be considered in
real terms as a much serious one. The fact that the suitcase trade fell down by 20 percent,
compared with the previous period, turned out to be one of the factors that negatively affected
the balance of payments. The severe contraction that has been experienced in the suitcase trade
was because of pessimistic expectations in Russia. Yet, another reason behind this decline was
due to Russia’s imposition of suitcase quotas on per head traveller in order to control this kind
of trade.

When the foreign trade price and quantity indices are considered, it would be noticed that,
during the January-April period, they increased by 14.7 and 11 percent, respectively, compared
with the same period of last year. When the export and import price indices are considered, on
the other hand, one would observe that both declined. In the first four month period, the export
and import price indices fell down by 5.6 and 4 per cent, respectively. As the prices of exports
decreased more than those of imports, the terms of trade was adversely affected. Although there
is an increase in the quantity export index, when this degradation is expressed in terms of prices,
the rate of increase in exports is to be seen as occurring more slowly than the actual rate.

In the first quarter of 1998, the invisible revenues and workers’ remittances from abroad
considerably ‘increased, when compared with the same period of last year, and they both
smoothed the deterioration in the balance of payments. As such, the current account balance
fell down by 30.8 percent, compared with the same period of last year, exhibiting a deficit of 875
billion USD.

During the January-March period, a ¢apital inflow was realised at 3,718 million USD. When
the composition of the capital movement is analysed, it would be noted that the direct
investments have continued to decrease, whereas there was an inflow of 931 million USD in the
portfolio investments, due to the sales of government bonds in the foreign capital markets.
However, most of the capital movement was due to short-term inflows. While there was a
capital outflow of 165 million USD in the January-March 1997 period, there was a net inflow of
2,299 million USD during the same period of 1998. As capital inflows turned out to be much
higher than the current account deficit, the official reserves have increased by 3.2 billion USD.

Although it was feared at the beginning of 1998 that the tourism sector would be in trouble,
the number of visitors for the January-June period, which accounted for 3,862,323, showed just
a negligible fall of 0.38 percent as compared with the same period of last year. Although the
number of tourists coming from the OECD countries decreased by 7.5 percent, there was an
increase of 11 percent in the number of tourists visiting the country from non-OECD countries;
and, as of June, the number of visitors turned out to be more or less the same as the figure of
thé same month of last year. 4

The Asian crisis which has been effective on international good-markets, the critical state of
the Chinese currency and the changing of the USD/DM parity against DM with which a large part
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of our textile exports are being conducted constitute the negative factors on foreign balances.
However, Europe, being our main export market, is expected to experience higher growth rates
will have a favorable effect on our exports. Furthermore, imports will be reduced parallel to a
decline in our growth rate. Thus, a serious deter1orat1on is not expected in the foreign trade
balance, and the current account balance is anticipated to remain more or less the same as that
of last year. The TUSIAD estimates for exports, imports and foreign trade balance for the year of
1998 are 27.7, 50.6 and 22.8 billion USD, respectively.

During the current period, where inflationary expectations have been declined and the
government credibility is increased, a turn to populist policies due to the expectations of an
early election would result in losing the so far achieved improvements and in not reaching the
end-of-year targets.

Under the condition that there would be no deviation from the policies pursued, the
prospect for the coming half can be expressed as follows: Although a slowdown is expected,
both the product1on and growth rates at the end-of-year will remain greater than targeted
figures. The government is expected to continue to implement its budgetary policy to increase
the tax and prtrnary surpluses; but the high amount of interest payments are likely to put a
pressure on the budgetary balance. When factors affecting the foreign trade are considered, a
slight growth in export is expected to continue and, due to a contraction in domestic markets, a
slowdown in import .is ant1c1pated It is quite possible that the balance of payment deficit will
refain the same as-of last year's, as there is no expectation of devaluation in foreign currency
which would adversely effect the forelgn trade. It is anticipated that short-term capital inflow
will slowdown and-that due to a need to finance the current account balance deficit the Central
Bank’s reserves will be reduced Under these policies, the inflation is expected to go down,
though short of the targeted level, and reach the 60 percent levels at the end-of-year.
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