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RECOVERY IS STILL UNDERWAY DESPITE DEEPER THAN EXPECTED
CONTRACTION IN THE FIRST QUARTER

I. Output and Inflation

Economic activity signals recovery after
a deep contraction in the first quarter.

Economic activity slowed down severer
than expected in the first quarter of 1999.
The deep contraction in the first quarter
influenced the strong recovery expectations
negatively, remaining still optimist. Hence
TUSIAD revised its forecasts for GNP growth
in the second quarter from —0.7 percent to
—1.1 percent and in the third quarter from
5.7 percent to 3.4 percent.

» After the strong growth rate of 9.2
percent in the first quarter of 1998 and the
recession period beginning in the second
quarter, GNP growth fell down to -8.4
percent in the first quarter of 1999. The
falls in the industry sector by 9.3 percent
and trade activities by 15.4 percent were
the main components of the contraction.

+ Private sector is the main part of
contraction. Private consumption of durable
goods and investment declined by 10.6
percent and 20.7, respectively. In contrast,
government expenditures and investment
increased by 5 percent and 1.4 percent.

* The quarterly production index indicates
a decline in industry sector by 9.7 percent
in the first quarter of 1999. The fall in
manufacturing sector seems to be much
more severe. Especially private
manufacturing industry production declined
by 14.7 percent. As all sectors exhibit signs
of recession, sectors such as textile, leather,
paper, vehicles and transportation vehicles
show dramatic falls.

» Recession in production and
consumption slowed down in April as a
result of monetary and fiscal policies
pursued to beom economic activity in the
first quarter. Industry production in April,
increased by 4.3 percent over the same
period of 1998, Similarly, capacity utilisation
rate (77.7 percent), which was behind the
rates of the previous year for several
months, reached the level in April 1998.
The expectation surveys by Central Bank
and SIS also indicated a reversal of negative
expectations on economic activities.

+ However, the expansionary policies
loosed in the second quarter and the
unrealised positive expectations hindered
recovery of production. Though the
production in May dropped by 4 percent
in consequence of these developments,
econometric calculations indicate that the
trough of the cycle has already passed and
show signs of recovery.

Inflation rate mildly deviates from its
declining trend in line with signals on

recovery and world oil price increases,

» The recession in domestic market and
the fall in oil prices in foreign markets lead
a drop in the inflation rate as measured by
wholesale prices to 48.2 percent in March.
The reversal of the two factors as of second
quarter prevented inflation to fall any
further. The price of oil per barrel soared
to US$17 in June from nearly US$10 in the
beginning of the year. Parallel to that, oil
price in Turkey increased by 56.6 percent
in the first six months.

e Public sector prices, pushed down
during 1998 to achieve the target level of
inflation rate, have exceeded private sector
prices in the last four months. Public prices
increased by 35.3 percent in the first half
of 1999, while private sector prices increased
only 20 percent. Internal terms of trade
(agricultural prices over manufacturing
prices) consistently declines since the
beginning of the year.

II. Fiscal and Monetary Policies

The expansionary fiscal policies in the
first quarter have been replaced by
relatively tighter policies in the second.

e ‘The successful performance in budget
discipline employed last year was not
observed in the first quarter of 1999. The
decline in tax revenues because of both
the recession and the decrease in income
tax rates adopted by the new tax law of
1998 had negative impact on budget
balance.-Consequently, primary surplus
decayed and budget targets cannot be
achieved.

+ As1ax revenues decreased in real terms
over the same period of 1998, personnel



expenditures, transfers to SEE’s and
social security institutions and funds
transferred to other institutions
increased notably. In the last five
months revenues reached TL6.1
quadrillion while expenditures soared
to TL10.2 quadrillion. Total budget
deficit increased by 173 percent
compared to the same period of 1998.
Accordingly, budget deficit expanded
to TL4 quadrillion while non-interest
budget surplus decreased to TL285
trillion.

e The accelerating financing
requirement of the budget is met by
relatively long-termed government
securities in 1999. While the weight
of treasury bills was 94 percent of
total financing as of May of previous
year, government bonds borrowing
reached 140 percent of the total
financing requirement in the same
month of this year. Hence treasury is
net payer in short-term borrowing and
foreign borrowing,.

+ According to the provisional figures
concerning June 1999, budget
realisations in the second quarter
stayed within the limits. However,
program targets for the whole year,
which was released at the end of 1998,
needed to be revised as the new
budget law was passed in the
parliament in place of the provisional
budget. Personnel expenditures and
. transfer payments increased by TL825
trillion and TL2.8 quadrillion,
respectively, while tax revenues were
estimated to be TL335 trillion less than
the program target. Hence the budget
deficit will rise to 11.7 percent of GNP,
taking into account the growth estimate
at the 1999 government programine.

e The domestic debt stock increased
to 16 quadrillion in TL basis, 40.5
billion in US$ basis as of May 1999.
The share of government bonds in
the stock is increasing constantly. As
maturity of securities sold extended
in 1999, government bonds constitute
74 percent of total domestic debt stock.
The rate of domestic debt stock over
M2Y (broad money supply definition),
which refers to the pressure on money
markets, increases steadily since
November 1998. Hence it creates a
barrier against the fall of interest rates
to sustainable levels.

e The difficulties concerning the
availability of foreign funds after the
Russian Crisis and political uncertainties
led to pressures on interest rate in the
first months of the year. The high real
interest rates, which are still nearly 40
percent, are expected to fall as the
decisiveness of the government for
stability, including the attempts to pass
the reforms in the parliament,
continues.

Since the second half of the year,
the Central Bank’s monetary
policies is aimed at balancing
excess liquidity created as a result
of expansionary policies at the
first quarter.

e The Central Bank targeted nct
domestic assets, announced as the
target variable since second half of
1998, as TL+850 trillion and TL+1000
trillion in the first and second quarters,
respectively. However, net domestic
assets decreased to TL+118 willion and
TL-1200 trillion respectively.

 The net domestic assets at the end
of 1998 soared to TL+477 trillion as
the Central Bank relieves the liquidity
shortage arising from the poor foreign
funds because of the global financial
turmoil. However, as of the beginning
of 1999, as the excess liquidity coming

from relatively active foreign exchange .

inflows is not sterilised by the Central
Bank, OMO and net domestic assets
tended to fall. Consequently, reserve
money increased by 115 percent over
the same period of the previous year
while net domestic assets decreased
to T1.118 trillion and dues from OMO
reduced to TL-1300 trillion at the end
of the first quarter.

o Parallel to the foreign exchange
inflows, net foreign assets of the
Central Bank continued to rise as of
April. In the second quarter, the Central
Bank started to control the rise in
reserve money by absorbing the excess
liquidity in the market. At the end of
Tune, reserve money has increased by
63.7 percent over the same month of
1998 and 29.3 percent compared to
the beginning of the year, in line with
anti-inflationary monetary policies.

» Though at the end of June the
Central Bank reserves declined by 17
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percent over the same period of 1998,
it is still 12 percent higher compared
to the beginning of 1999. Taking into
account the pick level of reserves in
June 1998, it can be concluded that
the unfavourable effects of the Russian
crisis were reduced.

The expansion of money supply
is taken under control by the
policies implemented by March
1999 and harmonised with end-
year inflation target.

e As the end of March 1999, M1, M2
and M2Y increased by 116.1, 121.4
and 93 percent, respectively, being
above the inflation rate. Composition
of money supply indicated significant
expansion in liquidity due to the
religious holiday and the policies
implemented before the general
election. In March, FX deposits and
time deposits exhibited a consistent

" trend, while currency in circulation

and sight deposits increased by 45
percent and 11 percent, respectively,
compared to previous month. These
expansions are balanced in the
successive months.

+ As of the end of June, the rise in
interest rates, continued at the first
half of 1999, induced an increase in
time deposits, leading M2 to increase
by 28 percent. Despite high
depreciation of TL against US$, the
increase in FX deposits remained
limited, and M2Y grew by 22 percent
in real terms with an increased share
of TL in its composition during the
same period. ’

e The credit volume of banks
continues to shrink since September
1998, A probable stand-by agreement
at next autumn, decisive acts of
government against the legislation and
implementation of structural reforms
and optimist expectations on recovery
signal expansion of credits for the
next periods.

Real depreciation in foreign
exchange rates has been
continuing,

e Against a FX basket comprising 1
US$ and 1.5 DM, the TL depreciated
by 54.7 percent as of June, while
wholesale prices index increased by
50.3 percent in the same period.
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e The exchange rate policy of the
Central Bank is based on two opposite
constraints, namely the sustainability
of the current account balance and
the level of inflation. The Central Bank,
in consideration of downward inflation
trend, shifted the focus of its exchange
rate policy to the continuity of FX
revenues. Consequently, at October
1998-JTune 1999 period the TL
depreciated against US$ by 12 percent
in real terms.

» Inflation rate resisted further falls
due to the recent upward trend in
international prices. TUSIAD estimated
that real foreign exchange won’t
depreciate any further, considering
the choices between foreign exchange
balance and reduction in inflation rate.

s ISE-100 index is in an upward trend
since the beginning of the year after
52 percent and 51 percent real losses
on TL and US$ basis in 1998. As of
June, ISE index rose to 4950 points
on TL basis and 689 points on dollar
basis, and led the investors to earn 54
percent and 42 percent real gains on
TL and US$ basis, respectively
compared to the beginning of 1999.

» Total market value of companies
traded on the ISE grew by 8.1 percent
in June over the same period of
previous year. The price-earning ratio
increased from 8.8 at the end of 1998
to 14.7 at June. The optimistic
expectations for the second half of
the year on stock exchange strengthen
parallel to the economic and political
expectations.

II. Foreign Trade and Balance of
Payments

Foreign trade deficit has been
narrowed due to continuum of the
fast decreasing trend in tfotal
imports compared to total exports.

The anti-inflationist program caused
contraction in domestic demand and
this significant decline has also effected
foreign trade as well.

* In the first four months of 1999,
exports declined by 8.1 percent
compared to the previous year's
corresponding period while imports
fell by 24.5 percent. Hence the trade
deficit dropped from US$6.3 billion

!

to 1J5$3.2 billion. The ratio of exports
to imports improved and rose from
57.8 percent in january-April period
of 1998 to 71.2 percent in the same
period of 1999. Shrinking of economic
activity coincided with decline in the
impott prices were the reason behind
this significant fall in imports.

In real terms, improvement in the
foreign trade deficit is more
apparent.

» According to first three months
average of 1999, the quantity index
for exports decreased by 3.2 percent
while the quantity index for imports
fell by 19 percent over the same period
of the previous year. At the same
period, the export prices decreased
2.3 percent, while import prices
declined 9.4 by percent. As a result
of the fast fall in import prices
compared to export prices,
improvement in the terms of foreign
trade has continued.

» Although Asian countries show
slight improvements, the continuum
of the contagion effect of the Russian
crisis and the recession in EU countries,
which are our main trade partners,
effected external demand adversely
and limited the growth in the value
of exports. Furthermore, despite the
real depreciation in TL, increase in
domestic financing costs also affected.

* During the first four months of
1999, raw material imports, which
constitute 66.8 of total imports, fell by
25.8 percent. The falls in investment
goods and consumer goods imports
were 29.0 percent and 47.6 percent,
respectively. While total exports
decline, increase in investment goods
export can be considered as an
improvement. In addition, on the
import side, slowdown is still prevalent
since the investments in the private
sector decreased by 10.6 percent.

The improvement in foreign trade
deficit compensated the fall in
tourism revenues, and led the
current account balance to give
surplus in the first four months of
1999.

1998 current account surplus revised
from US$2.6 billion to US$1.8 billion
as a result of a change in the method
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of calculating the balance of payments.
During the first four months of 1999,
current account surplus caused by a
sharp decline in foreign trade deficit, .
and helped to increase international
reserves despite the low level of capital
account surplus compared to the
previous year.

¢ In the first four months of 1999,
the current account balance, which
gave a deficit of US$1.4 billion in the
same period of 1998, gave a surplus
of US$224 million. Although shuttle
trade declined by 60 percent due to
Russian economic crisis, the fact that
the imports fell more than the exports
excluding shuttle trade, induced the
foreign trade deficit to improve. So
foreign trade deficit, which was US$4,4
billion in the first four months period
of 1998, declined by 46,8 percent to
US$2,3 billion and led the current
account to give a surplus despite the
reduction in invisibles item.

» Net tourism revenues in the
invisible item reduced by 25.8 percent
in the first four months of 1999. The
crisis in the tourism sector will be
expected to continue in the rest of

the 1999.

= It is observed that foreign currency
income from the shuttle trade fell by
24 percent during the January -
September period. As a result of the
deepening of the Russian crisis, the
SPO puts the contraction of shuttle
tracle during the last quarter of 1998
at some 65 percent.

e During the first four months of
1999, foreign direct investment and
portfolio investment rose by 57.5
percent and 12.6 percent respectively.
However, as a result of declines in
cther long-term and short-term capital
flows, net capital flows declined from
1998 level of US$7.7 billion to US$3.4
billion.

+ In the second half of 1999, total
imports are predicted to increase by
the expectations of recovery in
economic activity and increase in
import prices. TUSIAD estimated that
total imports and exports reach to
US$45.1 billion and US$27 billion at
the end of the 1999, respectively.
Accordingly, the trade deficit is
projected to improve slightly compared



to the previous level, and tourism
receipt to weaken due to political
uncertainties. Consequently, limited
deterioration in the current account
balance is expected, remaining still
close to the balance.

e TForeign debt stock, which reached
to US$103.3 billion as of end-1998,
lessened to 1US$101 billion by the end
of March 1999. The overall decrease
in the foreign debt stock, however,
should be traced to the appreciation
of the US$ in terms of other major
currencies, resulted in favourabie rate
effects of US$3.5 billion. Though there
was an increase in short-term debt by
1 percent, long-term debt declined by
US$2.5 billion and ended up US$73.5
billion.

1V. Prospects for 1999 and 2000

The structural reforms that are on
the agenda of the Parliament
should be passed and implemented
rapidly. That way, a sustainable
growth path is feasible after a
stand-by agreement with the IMF.

TUSIAD expects the growth rate to
wrn upward and the real interest rate
to decline by the effect of ever
increasing optimist expectations. A
stand-by agreement with the IMF, with
the progress in structural reforms, will
expand foreign borrowing possibilities
and increase further the optimism in
domestic markets, Moreover, it will
be possible to push the economy on
a sustainable growth path, after a deep
coniraction in the first quarter, if
populist palicies are not re-employed.

e On 22 July 1999, the government
announced a set of urgent economic
measures to accelerate the domestic
demand and strengthen the
competitiveness of Turkish exporters.
These measures included decline in
credit costs on consumer credits and
changes in the tax legislation in order
to accelerate domestic demand.
Moreover, credit facilities to firms in
difficulty and especially to SMEs were
extended. Government also announce
some specific measures concerning
tourism and automotive sectors to get
out of the deep recession and has
increased Eximbank funds by US$1.3

billion. These measures have been
long awaited and will have a positive
effect on expectations for the second
half of the year.

e TUSIAD estimated positive growth
rate in the second half of the year that
will result in 0.6 percent yearly average
growth rate.

e New government has already
started to pass the structural reforms
in order to preserve the improvement
of the macroeconomic balances
obtained in 1998. The government
has already passed the new Banking
Law, establishing an independent
regulatory and supervision agency,
which represents an important step
in reforming and strengthening the
financial sector. Reforms concerning
the social security system and stock
exchange market are now in the
government’s agenda. Beside, the
government has also signalled to
complete agricultural support system
reform reduce the fiscal burden.

e 20 percent increase in public

. employee wages although that was

above the IMF target, the progress of
the social security reform in the
parliament, all are perceived positively
by the foreign and domestic investors,
which resulted in capital inflows and
fall in nominal interest rates. TUSIAD
estimated that nominal interest rate
will be around 90 percent in the rest
of 1999. TUSIAD also estimated that
inflation rate will slightly increase in
the last quarter of 1999, averaging at
51.2 percent.

» Budget deficit, which shown an
important rise especially at the first
quarter of 1999, will reach to TL9.7
quadrillion at the end of the year,
reaching to a record level of 11 percent
of GNP. The foreign deficit is estimated
to further improve to US$16.1 billion.

TUSIAD envisages two different
scenarios for 2000,

Depending on the performance with
the structural reform program, an IMF
agreement is highly probable in the
autumn of 1999, which will improve
economic expectations and decrease
the cost of external finance. TUSIAD
forecasts macroeconomic variables
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using two different scenarios, namely
the case of no policy changes and the
case of an IMF agreement.

e In the first scenario of no policy
change, all macroeconomic balances
deteriorate despite higher growth rate.

» Higher domestic demand will lead
to deterioration in foreign balance and
the deficit will reach to US520.5 billion.
Both budget revenues and
expenditures will increase, yet the
deficit to GNP ratio will be high with
8.7 percent.

« Although budget deficit widens,
the burden on private sector will be
less because of an increase in current
account deficit, In that case, the interest
rates will be lower than the 1998's
level, but they will be higher than the
other scenario with an IMF agreement.
Interest rates will not decrease below

" 30 percent threshold, since the pressure

will continue, as there won't be any
improvement in foreign funds.

e In the second scenario, the
macroeconomic balances are
determined assuming an IMF
agreement. Under this scenario, the
inflation rate will continue to decrease
and fell to 24.6 percent at the end of
the year. The real interest rate will
also decline to 20 percent level, as a
result of a rise in the credibility of
government especially in domestic
markets.

e The ratio of budget deficit to GNP
will fall to 7.9 percent due to the
implementation of strict budget policies
constrained by the IMF targets. This
fall is supported by the limited non-
interest expenditures and the
decreased burden of interest payments
on the budget balance because of the
decline in interest rates and the
increase in the availability of external
funds.

e The TL may be somewhat
appreciated in real terms as a result
of the efforts to restrain the effect of
import prices in order to keep inflation
low. The trade deficit will deteriorate
slightly compared to its level in 1999
since imports will increase as domestic
demand recovers and reach to US$18.3
billion.
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ISSUE 21 /SEPTEMBER 1999

EARTHQUAKE SUPPLEMENT

THE MARMARA FARTHQUAKE WILL NOT AFFECT THE 2000
MACROECONOMIC PERFORMANCE

Economic OQutlook after the
Earthquake

The Marmara Earthquake of 17 August
has been the biggest disaster in the
history of the Turkish republic.
Accompanying the human capital loss
and social damages, this earthquake
will also have important effects for
the Turkish economy. The quake is
estimated to create a wealth loss of
nearly US$10 billion. Apart from the
wealth loss it has indirect effecis on
macroeconomic variables. Obviously,
the overall economic impact and the
resulting long-term effects should be
evaluated after taking into account
the positive indirect effects on the
economy of the restructuring activity.
This note attempts to revise TUSIAD
estimates on key macroeconomic
variables.

TUSIAD revised its estimates after
the earthquake.

The earthquake is estimated to lower
the growth rate and increase infiation
besides negatively affecting the budget
and foreign balances. Such depressive
effects are estimated to last for 5-6
months. Meanwhile, inflation will
return to its normal path.
Reconstruction activity will stimulate
production and consumption will
resume, These stimulating effects may
last for another 5-6 months. Thus,
nearly at the end of the year 2000,
macroeconomic balances of Turkey
may return to their pre-quake trends.
Furthermore, economic policy did not
changed. Besides emergency
adjustments, no excessive relaxation
was observed in monetary variables
and the market adjusted by higher
interest rates and increased demand
for foreign exchange. For the long-
term, economic stabilisation target
didn't change. The government
continued with its economic and
political reform package. Taking into
account that the government will
continue with its short-term and long-
term economic policies and that the

earthquake effect will continue for
almost a year, no structural changes
was made in TUSIADY's estimates. In
the July 1999 edition of TUSIAD
Quarterly Economic Survey, there
were two scenarios, depending on
the assumption of an IMF agreement.
A stand-by agreement seems highly
probable, so only one of these
scenarios was updated to reflect the
negative effects of the quake.

The growth rate was revised to 2.1
percent and 3.4 percent from 3.4
percent and 5.5 percent in the 3rd
and 4th quarters of 1999. Thus the
yearly rate decreased from 0.5 percent
to —1.0 percent. In the year 2000, it is
assumed that economic growth will
be higher because of reconstruction
activities. The yearly economic growth
is revised ta 4.3 percent from 3.1
percent.

Similarly, inflationary pressures will
increase which will push the yearly
inflation rate in the 4th quarter to 59.2
percent from 53.8 percent. The IMF
stand-by agreement will help the
government to keep inflation under
control. Thus, the yearly inflation rate
in the 4th quarter of 2000 will decrease
10 39.6 percent.

it is assumed that, extra revenue in
the form of supplementary taxes and
non-tax revenues will partially balance
the pressure of the emergency
expenditures and tax relief. Thus the
budget balance may reach to US$26
billion. Since the growth rate will be
smaller, the deficit ratio will increase
to a historically high level of 12.2
percent. The stabilisation policies in
the year 2000 will constraint the
growth in budget expenditures. The
estimated budget deficit is US520.6
billion, which corresponds to 9.5
percent of GNP.

The disaster will also degenerate
foreign deficit, as exports will decrease
because of reduced production
capabilities. On the other hand,

imports may increase as reconstruction
activities will necessitate more of raw
materials and investment goods,
although consumption goods imports
may decrease. Thus the revised figures
are US$43.5 billion, US$26.9 billion
and US$16.5 billion for import, export
and trade deficit, respectively. Similarly,
in the year 2000, accelerated growth
will lead to higher level of imports
and iower level of exports when
compared with the normal case. The
estimated foreign trade deficit is
US$23.5 billion, The foreign trade
deficit will be partially compensated
by invisible income but the reflection
on current account deficit will be
higher because of reduced tourism
income. We expect that unrequited
transfers will increase because of
earthquake aid, which will help to
finance the deficit on goods and
services.

The burden on financial markets will
increase as the budget deficit increase
while the savings-investment gap of
the private sector also increase. This
will push up the nominal and real
interest rates. However, it is again
assumed that Turkey will be able to
borrow at the international markets
with favourable terms. If the
international community does not
help Turkey at this matter, though
borrowing conditions may result in a
severe burden on domestic financial
markets and make it difticult for the
government to continue with the
economic stabilisation process.

This scenario shows that stabilisation
efforts will continue and the Turkish
economy will try to compensate most
of the earthquake burden. The private
sector will try to support the
government, which will behave in the
framework of 2 market economy. If
the international community supports
the efforts of the Turkish public also,
the economic burden of the
earthquake will be kept minimal, while
the human capital loss is there.
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GRAPH 1
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GRAPH 6

INFLATION, NOMINAL INTEREST RATE AND 1US$ EXCHANGE RATE
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