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(QUARTERLY
ECONOMIC SURVEY

THE EARTHQUAKE AND THE TAX LAW
POSTPONED RECOVERY TILL 2000

1. Output and Inflation

The Marmara Earthquake negatively
affected the economic activity in 3Q99.

The expansionary policies employed since
mid-1998 has paved the way to a half-
recovery beginning from the 2Q99. Yet the
pressure of high domestic debt stock on
interest rates, the lack of foreign funds, the
new tax law that coincided with a recession
period etc. resulted in a recession period
longer and deeper than expected. Taking
into account the additional impact of the
two big earthquakes on the unfavourable
economic enviroment 1999 will definitely
be witnessing a great contraction of
economic activity.

» The expectations for recovery that were
prevalent as of 2Q99, were reversed after
the Marmarz Earthquake of August 17
The area affected by the earthquake has
been producing 13.1 percent of total
industry value added, thus the contraction
is tended to deepen in 3Q99. However,
considering the revitalising effect of the
earthquake on some sectors such as
construction and the Stand-by Agreement,
which will possibly be approved at the
end of 1999, a recovery is expected as of
4Q99. TUSIAD estimations on economic
growth is —3.4 percent and 4.1 percent for
1999 and 2000, respectively.

s The contraction of GNP by 8.5 percent
in 1Q99 was the deepest point of recession,
which had began at 2Q98. The contraction
slowed down to 3.4 percent in 2Q99.
Despite a 1.2 percent growth in industry,
the agriculture, construction and trade
sectors shrank by 7.8 percent, 5.9 percent
and 4.3 percent, respectively, in 2Q99.

» The contraction in GDP, on the other
hand, remained at 2 percent in 2Q99. As
the private sector consumption slowed
down by 0.1 percent, the public sector
consumption increased by 1.9 percent.
Fixed capital investment continued to fall
remarkably. Although public investments
increased by 22 percent, private sector
investment decreased by 22 percent,
resulting in a 14 percent drop in fixed
capital investment.

+ Industrial production increased by 0.9
percent yoy in 2Q99 after the dramatic fall
in 1Q99. However, industrial production
and capacity utilisation rates dropped further
in 3Q99 reflecting the effects of the
earthquake. Industrial production fell by
12.7 percent and 9.7 percent in August and
September, respectively, while capacity
utilisation rates were realised as ten points
lower compared to the same months of
the previous year. In this line, industrial
production declined by 8.7 percent in 3099,
averaging the monthly figures.

+ The damage in petroleum refineries due
to the earthquake ushered in a decline of
20 percent in refined petroleum production
in August and September. The fall of
production of other sectors such as
automotive, metal products, food, and
plastic-rubber also accelerated in these two
months.

The acceleration of public pricing
stimulates inflation.

+ In line with the anti-inflationary policies,
employed since the beginning of 1998, the
WPI growth fell down to 48.2 percent yoy
in March 1999, which has been the lowest
point of last eight years, from 92.6 percent
in January 1998. The fall in inflation was
mainly related to the fall in prices of raw
materials, especially petroleum prices, and
the downward pressure of recession on
domestic prices. As these two factors have
disappeared as of 2Q99 the inflation climbed
to 55.2 percent on October 1999.

s The monthly changes of public sector
prices have constantly exceeded that of
private sector prices since March 1999. The
8-month cumulative change during the
same period of the previous year was 68.7
percent in public sector while only 28.5
percent in private sector. On the other
hand, public sector prices were allowed
to increase only by 26.6 percent voy in
March-October 1998 period to support the
anti-inflationary policies. Private sector
manufacturing prices increased by 54
percent annually as of October 1999,
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IL. Fiscal and Monetary Policies

All forecasts indicate the historical
peak of fiscal imbalances for 1999.

The budget discipline-in 1999 was not
satisfactory. According to.the figures
released in 2000 Government
Programme, the ratio of budget deficit
to GNP will reach 11 percent in 1999
compared to 8 percent in 1998.
TUSIAD expects the ratio o surge
even larger, by 12 percent.

e As of 9-month figures of 1999, the
budget revenues remained as US$31.9
billion while budget expenditures
soared to US$$50.6 billion. The tax
revenue item reflects the negative
effects of economic recession and the
new tax legislation imposed on July
1998. So the fall in tax revenues as of
September reached US$800 million.
The tax delays due to Marmara
Earthquake and the second big
earthquake in November indicate
further decline of revenues for the rest
of the year.

e The transfer payments excluding
the interest payments soared to US$3.4
billion, consisting mainly of SST and
SSE’s. Though the real interest rates
were about 50 percent during the year,
the new instruments with 3-year
maturity and flexible interest rates kept
the interest payments to enlarge further.
The interest payments remained at
US$21.6 billion as of September 1999,
including the US$19.6 billion domestic
payments,

« Consequenily, budget deficit rose
to US$18.8 hillion during the first 9-
months of 1999 compared to US$12.2
billion in the same period of 1998,
Similarly, the primary surplus declines
to US$2.3 billion from US$8.6 billion.

« The budget deficit was financed
mainly by long-term borrowing in
1999. The government bonds with 3-
year maturity and fixed interest rates
were the main instrument in 1H99,
while 3-year maturity and floating
interest rates were the main instrument
in the 2H99. During the first 9-months
of 1999, the government bonds sold
reached to US$35 billion and foreign
borrowing to US$3 billion.

~

o The domestic debt stock ascended
to 1US$44.2 billion as of September. 80
percent of the domestic debt stock
consists of government bonds as a

" result of borrowing policies since the

beginning of 1998. The rest includes
Treasury Bills while the advances from
Central Bank are still zero. However,
one should observe the 3-year bonds
with 3 months coupon payments
before concluding on Jonger marrities.

The policies pursued by the Central
Bank sustained stable growth of
reserve money during the year.

The net foreign asset of the Central
Bank tends to increase as of 1999,
after considerably contracted by the
capital outflows due to Russian Crisis
in the 2H99. Correspondingly, the net
domestic asset is inclined to diminish

after soaring to eliminate the liquidity -

shortage by open market operations.
The reserve money has been controlled
by accommodative policies of Cenitral
Bank. Also the monetary policy
pursued by the Central Bank has
achieved to keep interest rates stable
after the earthquake.

e The liquidity shortage arising from
the uncertainties coupled with Marmara
Earthquake is relieved by open market
operations extensively. Dues from
OMO increased to US$2.4 million in
August from US$1.7 million in July.
As the uncertainties has vanished as
of September by the news on foreign
aids, the net foreign assets increased
to US$10.4 billion and the net domestic
assets decreased to US$-3.3 billion,
exceeding also the targeted level of
JS$-2.2 billion.

s As of October, the net domestic
assets went down to US$-3.4 billion,
reflecting the falls in FX deposits, net
public position and the decreasing
revaluation account. Also the rise in
foreign liabilities and the slight
reduction in net foreign assets let the
reserve money to be curbed to US$6.8
billion in October compared to US$7.2
billion in September.

The deposits switched to TL rather
than EX due to high real interest rates.
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« The expansion in money supply
in 1Q99 and 2Q99, driven by the
slightly expansionary policies before
the election and the religious holidays,
was smoothed in 3Q99 and
harmonised with the end-year target
of inflation rate. The annual growth
of M1, M2 and M2Y are 6.7 percent,
30.3 percent and 25.9 perceni,
respectively, as of October 1999.

«The high real interest rates during
the year attracted the investments on
TL. The TL time deposits expanded
larger than the FX deposits despite a
high rate of devaluation since the
beginning of 1999. In October the
annual change in TL time deposits
37.8 percent while that of FX deposits
is only 20.7 percent, in real terms.

« The credit volume tended to shrink
in line with the recession and high
reel interest rates. The steps towards
completing the list of structural reforms
and a possible Stand-by Agreement
signalled positive expectations on
credits extended, yet the negative
effect of earthquake dominated. Hence
the domestic credits by deposit banks
lessened by 2.9 percent in real terms
as of October.

Depreciation in effective foreign
exchange rate continued.

From the beginning of 1999, Central
Bank, taking into consideration of
decline in the total exports, let real
exchange rates to devalue slightly, in
order to get the continuity of FX
revenues. As a consequence of this
policy, as of October, the TL against
a FX basket comprising 1 US$ and 1.5
DM depreciated by 59.5 percent, while
wholesale prices increased by 55.2
percent.

« In 1999, US$ appreciated in terms
of other currencies due to the buoyant
economic activity in US. Accordingly,
Central Bank allowed the TL to
depreciate against US$, also
considering the downward trend of
inflation due to the fall in raw material
prices. However, the demand for FX
increased recently due to the decline
in interest rates and tendency of the
banking sector to close their open
positions. This indicates that USS$ rate
will rest above the government target
at the end of 1999.
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e In 1998, ISE-100 index in US$ basis
and trade volume declined by 50
percent on the average, as a result of
the developments in international
markets related to Russian crisis.
Nevertheless, in 1999, political stability
and possibility of a Stand-by
Agreement caused ISE index improve.
As of September, ISE index in US$
basis increased by 70 percent, while
trade volume rose by 23 percent. On
the other hand, ISE index and trade
volume figures still have not catch the

1997 levels. The upward trend in ISE-

index has been continuing by the
occasion of extended foreign credit
facilities after the earthquake and the
expectations on Stand-by Agreement.

1. Foreign Trade and Balance of
Payments

In the second half of 1999, exports
and imports continued to decrease
parallel to contraction, despite
improvements in the world
economies.

International crude petroleum prices
began to climb in 2H99 in line with
recovery in emerging economies that
were affected severely by the Asian
crisis. Due to the increase in
international crude petroleum prices,
the decreasing trend in import prices
slowed down. Beside, in the second
quarter of 1999, the growth rate
showed slight improvement and these
two reasons helped the decline in
impon quantity to diminish. However,
in the third quarter, recession in the
economic activity combined with
Marmara earthquake provoked
decreasing trend in foreign trade,

¢ During the first 8-months of 1999,
while exports declined by 7.2 percent
compared to the previcus year's
corresponding period, imports fell by
20 percent. Hence the trade deficit
declined by 37 percent and dropped
to US$8.5 billion. In real terms, imports
fell by 12.8 percent and exports
decreased by 0.3 percent in the first
7-months, indicating the decline in
prices as the main source of fall in
trade volume.

* The improvement in the terms of
tra_de continued as the fall in import
prices exceeded that of export prices,
Yet, the continuum of rapid increase
In international petroleum prices

¢

indicates further increase in import
prices and some deterioration in
foreign trade deficit in the next periods.

» Increase in unit labour cost in US$
term and financing cost were two
main reasons for reduction in exports,
Import and export levels were
negatively affected by the contraction
in domestic demand and global
recession. Also the recession in Europe,
being the main trade partner of Turkey
and employing strict fiscal and
monetary policies, had a negative
impact on Turkey’s trade performance.
Positive signals from Asian and Russian
economies fostered  optimist
expectations in markets in 2H99.
Unfortunately, the earthquake in
August caused again sharp declines
in import and export values.

* During the first 8-months of 1999,
the upward trend in export of
investment goods continued and
increased by 25.9 percent, exports of
raw material and consumer goods fell
by 8.2 percent and 9.6 percent,
respectively. In the same period, all
sub items of import kept also
decreasing. Considering sharp decline
in imports of raw materials and
investment goods, further contraction
is still prevalent.

During the first 8-months of 1999,
the decrease in foreign trade deficit
combined with significant increase

in portfolio investments enabled

current account surplus and
accumulation of international
reserves.

During the first 8-months of 1999,
despite the reduction in invisibles item,
as a result of fast fall in total imports
compared to total exports, foreign
trade deficit improved and also current
account balance gave surplus.
Internationzl reserves gathered by
US$5.2 billion as a consequence of
improvement in current account
balance and compensation of sharp
decline in long-term capital inflows
through significant rise in portfolio
investments.

e During first 8-months of 1999,
shuitle trade, which has a notable role
in Balance of Payments, diminished
by 57 percent compared to the same
period of the previous year. However,
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from the beginning of 2H99, shuttle
trade improved slightly due to the
progress in the Russian economy. At
the same period, foreign trade deficit
included shuttle trade shrank by 33.9
percent and reach to 1S$6.6 billion.

* During the first 8-months of 1999,
the current account balance, which
gave a deficit of US$962 million at the
same period of previous year,
produced a surplus of US$36 million.
Although government announced
some specific measures concerning
tourism sector, the number of tourists
continued to decrease even in summer.
Consequently, in the first 8-months of
1999, net tourism revenues reduced
by 36.8 percent compared to the same
period of the previous year.
Furthermore, invisibles item, which
has significant share in the current
account balance, declined by 26.5
percent due to the increase of net
interest payment by 44.7 percent.

* During the first 8-months of 1999,
portfolio investments produced the
most visible change in the capital
account. While this item indicated
US$2.3 billion capital outflows in the
first 8-months of 1998 due to contagion
effect of Russian crisis, it showed US$2.5
billion capital inflows at the same
period (zﬁs year. At the same period,
foreign difect investments item reduced
by 25.3 percent. Reduction in the long-
term credits provided and increase in
the credits disbursement, induced
other long-term capital flows item
decreased by 107.4 percent and
indicated US$224 million capital
outflows. In the first eight-month of
1999, short-term capital flows reduced
by 30.5 percent and released as the
level of US$2 billion. Accordingly, net
capital inflows rose by 14.2 percent
in this period compared to the same
period of the previous year and
reached the level of US$5.1 billion.

e In July 1999, according to the set
of urgent ecoenomic measures to
accelerate the domestic demand
announced by the government,
Resource Utilization Support Fund
(RUSF) ratio was reduced from 8
percent to 3 percent. Reduction in the
RUSF ratio led to shift to shori-term
borrowing and the limited borrowing
facilities in the internaticnal financial
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markets induced a significant decline
in long-term capital flows. According
to strong expectations for Stand-by
Agreement signed with IMF and inflow
of foreign aids due to earthquake
disaster, prospects especially for stocks
exchange market were revised
positively and portfolio investments
showed notable growth.

« By the end of June 1999, total
external debt stock diminished by
1S%3.9 billion and reached to US$100.1
billion. In this period, appreciation of
US$ in terms of other major currencies
resulted in favourable exchange rate
effects on external debt stock. Taking
US$4.9 billion exchange rate differential
into consideration, real increase in the
external debt stock was US$989
million. Although there was an increase
in short-term debt by 2.4 percent,
long-term debt declined by 6 percent
. and ended up US$72.2 billion.

« TUSIAD revised total exports
figures from US$27 billion to Us$25.7
billion, and total imports figures from
US$43.1 billion US$39.6 billion. As
reduction in the invisibles item is
estimated to continue, current account
balance is projected to remain close
to balance with a small deficit.

V. The prospects for 1999 and 2000

Global turmoil coupled with
stability programs and earthquake
effects at home caused a deep
recession in 1999.

The slowdown in foreign economies
at the beginning of 1999 and politically
uncertain environment that prevailed
before the elections negatively affected
the economic activity in 1999. The
effects of the Marmara Earthquake
reversed the expectations for recovery
in 2H99. TUSIAD expects 1999 to end
up with a budget deficit ratio to GNP
of 12.2 percent, reel GNP growth of
-3.4 percent and annual WPI change
of 59.9 percent.

« The economic policies employed
were not changed considerably except
for some adjustments made to adopt
economic cycles. Even after the
earthquake, structural reforms
continued to be on the agenda of the
government. The accommodative
policies of Central Bank, the expected
foreign aids and the strong evidence
of a Stand-by Agreement in late-1999
motivated the markets to stabilise in
a short time.

e The fall in interest rates in the
recent period with the stimulation of
positive atmosphere in the markets is
expecied to-continue and to push
interest rates down to about 30 percent.
Inflation rate, which slowed down
mainly by low public pricing in 1998,
is assumed to increase reflecting the
deterioration in budget deficit, despite
the stagnation.

A 2000 program practiced in line
with Stand-by Agreement will not
only stabilise domestic markets
but also help Turkey integrate to
the global economy, especially the
EU.

e The macroeconomic targets of the
government for 2000 are similar to the
previous announcements. Considering
the recession period in 1999 these
targets seems to be highly challenging.
Although given the fact that the
government program is in line with
IMF expectations surges the possibility
of a Stand-by Agreement, still the
commitments need to be achieved to
sustain a stable growth path.
Accordingly, TUSIAD forecasts include
the scenario in which the Stand-by
Agreement is taken for granted.

» The government foresees
extraordinary increases in budget
revenues and expenditures for 2000.
A change in these items is more
apparent when compared to the 1998
figures, considering the divergence of
1999 which is a recession year. The
ratio of budget revenues to GNP is
targeted to increase to 26.1 percent in
2000 from 22,4 percent in 1998.
Similarly, the ratio of budget
expenditures to GNP is targeted to
increase to 37.6 percent from 29.4
percent for the same years.
Privatization, the extra taxation and
the temporary new legislation for
military service are assumed to be the
main sources for revenue expansion.
Consequently, the budget deficit to
GNP ratio is expected to rise 5.4
percent in 2000.

« TUSIAD, on the other hand, does
not expect the budget revenues and
expenditures to reach the targeted
level, parallel to its forecast of GNP
growth (4.1 percent versus 5.5 percent
of government target). The low
possibility of creating a high income
through taxation and privatization and
the relatively tight fiscal policies
expected to be implemented by the
Stand-by Agreement support TUSIAD’s
views on budget performance. Hence
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the ratio of budget balance to GNP
might decline to 9.6 percent in 2000
with the effects of the stabilisation
efforts.

s The monetary policy in 2000 is
expected to be more expansionary
compared to the typical IMF policies
in order to finance the economic
activity, accelerated by reconstruction.
Furthermore, the exchange rate will
be used as the nominal anchor. The
achievement of government targets is
conditioned to the huge foreign capital
inflows and the alleviation of the
upward pressure of domestic debt
stock on interest rates.

e TUSIAD expects changes in WPI
and US$ exchange rate to realise as
48.3 percent and 44.6 percent,
respectively, which are higher than
official targets. The main motivations
behind the higher inflation forecast of
TUSIAD are the expectations of

. recovery coupled with the expectations

of accelerated devaluation due to the
deterioration in foreign balances. Real
interest rates, on the other hand, is
expected to fall to about 20 percent
by the effects of capital inflows and
stabilisation efforts in 2000.

« The negative effects of the
earthquake on foreign trade and
tourism revenues are expected to
continue in 2000. However, exports
will definitely improve by the recovery
of demand in the EU countries, the
main trade partner of Turkey, and will
soar to US$28.8 billion in 2000. Also
imports are calculated to increase o
Us$48.1 billion by the boosted
economy, coupled with a possible
jump in import prices. The invisible
items in current account such as
workers remittances, donations and
reassurance compensations will help
to compensate the trade deficit. As a
result, the current account balance
will not further deteriorate.

e T{ISIAD scenario based on Stand-
by Agreement indicates improvement
in budget discipline and fall in
inflation and interest rate. Besides, it
is worth to note that the targets
announced before the earthquake are
hard to achieve under the current
circumstances. Abolishing the.
agreement or failure in employing
the policies will possibly induce
economic instability, which could
bring a further deterioration of the
budget and the reversal of downward
pressures in inflation.
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GRAFPH 1
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GRAPH 3
BUDGET DEFICITY
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GRAPH 6

INFLATION, NOMINAL INTEREST RATE AND US$ EXCHANGE RATE
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GRAPH 12

CENTRAL BANK FOREIGN EXCHANGE RESERVES
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GRAPH 14

BUDGET EXPENDITURES

(Cumulative for the last 12 months, at 1994 Prices)
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GRAFPH 15
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