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QUARTERLY
ECONOMIC SURVEY

RECOVERY EXPECTED FOR THE SECOND QUARTER OF 1999

1. Output and Inflation

Economic activity has slowed down
under the impact of international
recession and economic policies.

Although the anti-inflationary programme
that was shaped in 1998 envisaged a
slackened growth rate, production and
demand slowed down even more rapidly
due to the curtailment of foreign demand,
the contraction of financing opportunities
and the increase of financing costs, which
-resulted from the deepening and
globalisation of the international crisis. The
relative decline observed in the inflation
rate led to behaviour of postponing
domestic demand, including both
investment and consumption spending.
However, adversities in the developing
economies, coupled with political instability
at home, contributed to the uncertainty
prevailing in the market. As a result, 1998
was for Turkey a year characterised by
declining economic activity, soaring interest
rates, both in nominal and real terms, and
the lowest inflation rate of recent years.

»  The slowing down of preduction and
consumption became visible from the
second quarter onwards, and GNP recorded
a 4.4% growth during the first three quarters.

s The manufacturing industry, whose
high performance helped boost economic
activity all through 1997, recorded
respectively a 2.7% and a mere 1.1% growth
in the second and third quarters, year on
year. The construction and trade sectors
did neot register any significant increases
while the agricultural sector, boosted by
agricultural support puschases, recorded a
5.7% growth in the third quarter.

* Spending on consumer's durables, a
main indicator of domestic demand,
declined by 5.7% during the third quarter.
Likewise, there was a noteworthy decline
- of 5% - in fixed capital formation,

*  The rate of increase of industrial output
dropped from 10.8% in 1997 to 2.8% for
the whole of 1998. The slowing down of
production was observed from the
beginning of 1998 and was felt more
strongly when industrial output in
December fell by 9.1% as compared to the
pervious December figure. This was the

most serious output decline since December
1994,

« In December 1998, capacity use ratios,
in parallel to the slackening of production,
fell to their lowest levels since the crisis of
1994, The capacity utilisation rate declined
from 78.8% in December 1997 to 74.2% in
December 1998,

¢ The slackening of production was
more visible in the private sector: During
the first three-quarters, industrial output
grew by 3.5% in the private sector and
6.3% in the public sector. The private sector
suffered a more sizeable decline in its
capacity utilisation rate, from 78% in
December 1997 to 66.3% in 1998,

e The slackening of production had its
impact felt across all industries. Textiles
and basic metals industry, in particular,
were affected the most while food and soil
products industries topped the list of those
which were least affected. However, the
sharp decline observed in the textile industry
reflected also the over-investment and
excess capacity situation in that sector. Tt
was noteworthy that the capacity utilisation
rate in the machinery industry dropped to
56.4% while output declined by 20.2% in
December.

Inflation rate has dropped to an eight-
year low as a result of the falling raw
material prices in the world, the
contraction of demand, and public
pricing policy.

Wholesale price index registered an annual
increase of 54.3% at the end of 1998, and
further declined to 50% in January 1999.
This, however, did not stem from an
improvement in the structural factors
underlying the high public deficit. The
postponement of price increases in public
sector goods, combined with falling prices
of import goods, especially of oil, as a
result of the global crisis helped bring
about the lowest inflation figure of the
recent years.

e Prices of the goods produced by the
public and private sectors were respectively
36.9% and 53.9% up on the January 1998
prices.

»  Agricultural prices, boosted by the
support purchases, rose more rapidly than
incustrial prices, and internal terms of trade
increased by 11.9%.
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»  Wholesale and consumer's prices
continued to diverge in January 1999,
following the pattern observed
throughout 1998. In January,
consumer's prices were 65.9% up on
the same month of 1998; and twelve-
month averages maintain the high
level of 81.5%.

I1. Fiscal and Monetary Policies

Through the Quarterly
Programimes, the budget policy has
attained the targets of the IMF's
Staff Monitoring Agreement (SMA).

Although they are considered to be
successiul in terms revenue increases
as compared to previous years, the
1998 budget policies are not yet free
from financing problems such as
agricultural support purchases, the
high share of interest payments, and
social security system payments.

1998
(I;U\Wf‘ﬂwm IMF-SMA  Realization
e TOgramme
(Quadnifioir T1)
Budget Revenues 10.8 114 11.9
Non-Interest Expenditres 8.9 9.3 9.4
Primary Balance 19 21 23

¢ Thanks to the increase in tax
revenues under the new taxation
system and the speeding up of
privatisation schemes, budget revenues
reached 11.9 quadrillion TL, which is
above the level targeted in the 1998
programme. Budget expenditures, on
the other hand, totalled to 15.6
quadrillion TL, which meant a budget
deficit of 3.7 quadrilliien TL. The
primary surplus of 2.5 quadrillion TL
was an indication of budgetary
discipline.

»  Alihough agricultural support
prices were raised in line with the
targeted inflation rate which had been
agreed on with the IMF, the financing
deficit moved upward because of the
larger-than-planned purchases. Interest
rates have been adversely affecied by
the support prices that are above the
world prices and by the use of public
banks in purchases.

+  After the Russian crisis, a return
to the short-term was made in the
financing of the budget deficit. The
average period of maturity of domestic

borrowing decreased from 1 year in
1997 to 6 months in 1998, which
resulted in an excessive increase of
interest expenditures in the 1998
budget. Interest expenditures reached
TL 6.2 quadrillion, with a share
increased from 29% in 1997 1o 40% in
1998.

»  Political instability in a climate of
global crisis caused interest rates in
the Treasury auctions to stabilise at
140%-150% from October to
December, The rates somewhat
declined when a new government
was formed in January. In January
compound interest rate was 131.9%,
and maturity was extended to 382
days. The possibility of an agreement
with the IMF after the general elections
and hopes about the finishing of
terrorism in the Southeast were the
factors that accounted for the fall of
interest rates.

»  However, interest rates are still at
a high level despite the fall in the
inflation rate, with real yields in the
order of 50%. In the two auctions held
on 16 February, average compound
interest rates were respectively 123%
and 120% for two bond issues with a
maturity of 392 and 182 days.

The Central Bank's Monetary
Policy is primarily aimed at
balancing liquidity against the
changing domestic and foreign
balances.

injections to the domestic market
through open market operations to
relieve the difficulty in the TL
equivalent liquidity which had been
withdrawn. Thereupon, it revised its
end-of-year target by as high a margin
as 700 trillion TL, of which 477 trillion
TL was realised. Net foreign assets
continued to decline in_the last quarter
of the year and fell to 1.546 trillion
TL at the end of December,

s InJanuary 1999, net foreign assets
rose by 21% as compared to the
previous month, due to seasonal effects
in the domestic markets and the
relative improvement in foreign
markets. Also, the public sector’s net
position with the Central Bank rose
by 107%: cash loans to the public
sector recorded a monthly increase of
20% while the public deposits and
deposits denominated in foreign
currencies decreased by 64% and 41%
respectively.

» The Central Bank's debt from
open market operations increased by
33% to sterilise the increasing foreign
currency purchases and the expansion
of net loans to the public sector.
Despite the increase in the public
sector's net position, net domestic
assets fell by 27% due to the reductions
in the open market operations claims
and miscellaneous and valuation
accounts,

Million $

Pursuant to the Staff ™
Monitoring Agreerment with
the IMF, the Central Bank
based its monetary program
on the targeted net domestic
assets, and succeeded in
maintaining balances in the
money markets although it
had to deviate from the

NET POSITION QOF THE PUBLIC SECTOR

initial targets due to
fluctuations in the

international conjuncture.

« Net domestic assets,
with a targeted end-of-year
value of -1.514 trillion,
increased more rapidly than
cdesired in order to offset

the loss of foreign assets
caused by an unfavourable
international conjuncture.
At the end of September,

net domestic assets of the |
Ceniral Bank reached + 144 2
trillion TL as the Bank made
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« The Bank's reserves decreased
due to foreign capital outflows in the
aftermath of the Russian crisis and fell
to 19.7 billion USD at the end of
November. The demand for foreign
currency which increased towards the
end of the vear in order to close open
positions, an unfavourable international
conjuncture and the 6 billion USD in
principal repayments and interest
payments made in the second half of
the year were the factors which
accounted for the pressure on the
reserves, The ratio “Central Bank’s
Reserves / (Domestic Debt Stock +
Bread Money Supply M2Y)”, which
is used to measure the pressure on
the foreign currency market, dropped
from 30.5% at the gnd of June to 19.6%
at the end of December.

The policies implemented to offset
the liquidity in the market have
brought about a controlled
expansion of money supply.

As at the end of December 1998,
annual monetary expansion as
measured by M1, M2 and M2Y, was
more rapid than the inflation rate -
00%, 100% and 92% respectively.

« During the last quarter of 1998,
banknotes in circulation did not record
an increase over the previous period,
but the partial increase in sight deposits
caused M1, to grow by 2.6%. In parallel
to the rapid increase of interest rates
on time deposits, money supply M2
increased by 20%. The increase in
foreign currency deposits remained
limited for the same reason, and M2Y
grew by 16% during this period, with
an increased share of TL in its
composition.

* A decline was observed in the
credit volume, which was attributable
to deposit banks in particular. Their
reluctance was mainly due to the
slowing down of production activity;
notwithstanding the fall of the inflation
rate, the persistence of real interest
rates at a high level due to the political
uncertainty prevailing in the domestic
market; and possible repayment
defaults banks can expect. As a result
of these developments, credit volume
increased by 43% as of January and
declined in constant prices.

As at the end of 1998 and
beginning of 1999, foreign
exchange rates depreciated in real
terms.

i

In its exchange rate policy, the Central
Bank pays attention to two targets,
the sustainability of the current account
balance and the control of inflation,
which constitute two opposite
constraints. The Central Bank, in
consideration of the decline of raw
material prices and downward inflation
trend caused by the shrinkage of
demand in the world markets, shifted
the focus of its exchange rate policy
to the continuity of FX revenues and
aimed to balance domestic prices with
the falling international prices in line
with the purchasing power parity.
Thus, the real exchange rate partially
declined in 1999 after remaining almost
constant in 1998,

*  Against a FX basket comprising
1USD and 1.5 DM, the TL depreciated
by 58.2% as of the end of 1998 (as
compared to the 54.3% increase in
wholesale prices) and by 57.5%
annually as of the end of January (50%
increase in wholesale prices).

Istanbul Stock Exchange (ISE)
which declined in 1998 under the
impact of adverse developments
in the international markets
signals favourable prospects for

1999.

¢ In 1998, the ISE-100 index
dropped to 2598 points on TL basis
and to 484 points on USD basis,
causing the average investor to suffer
52% and 51% real losses on TL and
USD basis, respectively.

* Total market value of the
companies traded on the ISE decreased
by 46% on USD basis as compared to
the end of 1997. The price-earning
ratio dropped from 24.4% at the end
of 1997 to 8.8% at the end of 1998.

+ The index picked up a bit at the
end of January upon favourable
comments made by the IMF delegation
and then climbed to 3718 poinis due
to the optimism surrounding the arrest
of Abdullah Ocalan. The downward
trend in inflation also strengthens
optimistic expectations in the stock
exchange for 1999.

ITL. Foreign Trade and Balance of
Payments

Exports decreased as a result of
the contraction of foreign demand,
but the foreign trade deficit is
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narrowed as imports fell more
rapidly under the impact of
declining domestic demand.

In 1998, exports stagnated at the
previous yvear's level while imposts
declined due to the contraction of
domestic demand and the fall of oil
prices. Improvement in the foreign
trade deficit was more visible in
quantitative terms. Export prices
decreased more rapidly than import
prices, which caused a deterioration
of international terms of trade
especially during the most recent
period.

s During the January to November
period of 1998, exports declined to
23 8 billion USD, a 0.4% [all compared
to the previcus year's corresponding
period, while imports fell by 4.5% to
41.7 billion USD. Thus the trade deficit
dropped from 19.7 billion USD to 17.9
billion USD, and the ratio of exports
to imports rose from 54.7% to 37%.

e The stagnation of export revenue
was due to the fall of prices rather
than quantity reductions. During the
January - October pericd of 1998, the
quantity index for exports index was
9.2% up on the previous year while
export prices fell by 4.2%. Thus the
income loss caused by falling export
prices was compensated for by a
growth in quantity terms.

+ Import prices declined by 3.5%
during the same pericd while the
increase in the quantity index was
1.7%.

The current deficit swiftly
decreased due to the improvement
in the trade deficit and the rapid
growth recorded by invisibles.

The current account produced a
surplus of 446 million USD during the
first three-quarters of 1998, as 2 result
of the improvement of the trade deficit
and the 20% increase in invisibles. On
the other hand, official reserves
declined due to the capital outflow
caused by the global crisis.

* Foreign currency income from
the shuttle trade fell by 24% during
the January - September period. As a
result of the deepening of the Russian
crisis, the SPO puts the contraction of
shuttle trade during the last quarter
of 1998 at some 65%.
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s The capital outflow, which sped
up during the third quarter due to the
global crisis, was subsequently offset
by the net errors and omissions item
that sharply increased due to the
financial clearance day. The downward
trend in reserves, also in consideration
of likely developments in the current
balance, suggests that capital outflow
continues. This view is supported by
the downward trend in the reserves
of commercial banks as well.

e The Treasury's receiving a 750
million DM loan during the last week
of January, and its authorising
Deutsche Bank to float an issue of 1
billion DM strengthen the expectation
that capital outflows might slow down
and a net inflow of capital might be
secured in 1999,

GU\'{‘?%em .S-FO PN
(Biilian 65D} Progmmme Estimate  Realization
Exports 29 27.5 28
Imports 30 495 417
Foreign Trade Deficit  -21 222 -17.9
Current Account Deficit**-2.5 30 0.4
Qverall Balance** 5 33 2.3

‘lanuary - November  *Including shuttle rade

= In September 1998, foreign debt
stock increased to 101 billion USD,
an annual growth of 11%. This was
especially due to the private sector's
foreign borrowing, which increased
by 22% to 22.6 billion USD. The foreign
borrowing of public sector remained
at a limited level during the first three-
quarters.

¢ The increased credit rating after
the recovery of the negative effects
of the 1994 crisis, the completion of
the Customs Union and the relative
rise in the cost of domestic borrowing
both encouraged and facilitated the
private sector's borrowing from abroad.

IV. Prospects for 1999

The gains made as regards
inflation, budget deficit and foreign
deficit may continue into the
medium run. If, after the elections,
the current stabilisation policy is
maintained and a stand-by
agreement is concluded with the
IMF.

According to the 25 January estimates,
TUSIAD expects the downward growth
trend to continue until the early

elections and an upward trend to set
into return to the tendency of previous
vears. As regards inflation, any
deviations from the current stabilisation
policy after the elections will reverse
the current downward trend in inflation
rate.

+ Assuming that the present
unfavourable international climate will
continue, the slowing down of growth
rate, which began in the second
quarter of 1998, is likely to continue.
Thus, the growth rate is expected to
rock bottom during the first half of
1999 with a drop of 1.3% and to
increase during the second half of the
vear. Annual growth rate is put at
2.4%, which is below the government
target of 3%.

¢ The present downward trend in
inflation rate is caused by the
downward trend in raw material prices
abroad, the suppressed public sector
price increases, and a slackened
growth rate. Assuming that it will not
be possible in 1999 to maintain the
policy of 1998 concerning public sector
pricing or to launch the structural
reforms swiftly, it is estimated that
inflation will speed up after the
elections. Thus the average annual
inflation rate is estimated to reach 54.2
%, which is above the government
estimate of 44.4%

s  The accelerating social security
deficits, the domestic borrowing in
1998 at high interest rates, and the
SEE deficits which are expected to
increase due to the suppression of
public sector prices will partially offset
the effect of the revenue increases
expected from the tax reform and will
adversely affect the budget balance.
Thus, the budget deficit, which stcod
at 7.3% of the GNP in 1998, is expected
to rise to 7.6% or TL 6 quadrillion in
absolute terms,

s The need to finance budget
deficit, political and economic
uncertainty and the limited foreign
borrowing opportunities will cause
interest rates to rise. Given this, real
interest rate is expected not to fall
below 30%.

e It is envisaged that import

expansion will remain limited due to
the expected slowing down of growth
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dursing the first half of the year, the
acceleration of export growth due to
a more rapid depreciation of the lira,
which is likely to result in a trade
deficit of $ 20.2 billion in 1999 as
against the government estimate of
23 billion.

e  The resumption of the process of
expansion in the second half of 1999
is not likely to allow a real appreciation
of foreign currencies. The dollar is
expected to appreciate by 56% in 1999,
with an annual average rate of TL
404,195, which implies a 1.1%
depreciation in real terms.

» To conclude, economic activity
has slowed down due to the
stabilisation policies pursued under
the Staff Monitoring Agreement signed
with the IMF in 1998 and an
international climate of recession. As
the international crisis deepened, the
shirinkage of financing opportunities
and the increase of financing costs
precipitated the slowing down of
production and demand, and caused
nominal and real interest rates to reach
high levels. In 1998, the rate of inflation
dropped to the lowest level of recent
years and end-of-year targets were
attained with favourable developments
in budget deficit and current account.

s  The glcbal crisis environment was
seen and used by many developing
countries as an opportunity to solve
structural problems. Turkey, not being
affected at large scale from this crisis,
has maintained a gracual approach to
her structural reforms. Macroeconomic
balances of 1999 will depend largely
on the economic polices 1o be pursued
after the elections. Unless the structaral
reforms, which have been postponed
until after the elections, are rapidly
addressed it will not be possible to
maintain the improvement attained in
the basic balances at the end of 1998,
The downward trend in inflation will
be reversed with a revival of domestic
demand, unless supported by structural
measures. The acceleration of inflation
will not oniy lead to unfavourable
expectations but also disturb the basic
balances. The restructuring of the
economy will lead in a period of stable
growth, and such restructuring is
essential if Turkey is to strengthen her
place in the international markets.
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TUSIAD QUARTERLY ECONOMIC SURVEY
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BUDGET DEFICIT

GRAPH 3
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