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THE STAND-BY AGREEMENT WITH IMF STRENGTHENED
POSITIVE EXPECTATIONS FOR 2000

1) Output and Inflation

In order to break the habit of getting along
with inflation for years and increase the
growth potential of the economy, a program-
tied Stand-by Agreement has been signed
with IMF.

Global turmoil, which resulted in slowdown
in most of the economies, tripled with stability
programs and the devastating earthquake at
home, caused a deep recession in 1999,
However, 2000 is expected to be a year of
optimism. At the end of 1999, the legislations
on international arbitration, social security
system and banking sector reforms have been
approved by the Parliament. Besides the
decisiveness of the government for structural
reforms, the monetary policies for 2000 and
letter of intend disclosed to IMF are well
perceived by the market. Furthermore, the
approval of Turkish candidacy for EU
membership and the signing of the Stand-by
Agreement with IMF have effected
expectations positively. Accordingly, the
financing opportunities from abroad for 2000
started to rise, which reinforced confidence in
the government program.

* Although the reconstruction efforts after the
earthquake and the positive effects of Stand-
by Agreement on expectations caused a
recovery 4Q99 onwards, 1999 will still be a
year of great contraction in economic activity.
In 2000, consumption and investment
expenditures are expected to increase as a
consequence of reduction in the interest rates
and reconstruction efforts. Considering the
limiting effect of stabilization program on
growth, TUSIAD estimations on economic
growth rate were —4,4% and 4,5% for 1999
and 2000, respectively.

* The contraction of GNP in real terms was
8,6% and 3,3% in the 1Q and 2Q99
respectively. At the beginning of third quarter,
when recovery was expected, Marmara was
hit by the earthquake. As a-result of the
cassation of economic activity in the Marmara
region, which produced 13,1% of the total
industrial value added, GNP shrank by 6,6%
in 3Q99. The three-quarter cumulative

contraction in reel GDP was 5,4%, while the
real GNP decreased by 6,1% because of
significant decline of net foreign factor
revenues by 37,1%.

¢ Since the Marmara earthquake hit the most
industrialized region of Turkey, industrial and
manufacturing industry productions fell by
8,3% and 9,2% in 3Q99, respectively. While
reduction in the agricultural sector remained
3,8%, construction and trade sectors declined
by 8,9% and 8,0% respectively in 3Q99.

* Compared with GNP, the contraction in GDP
remained relatively small by 5,6% in 3Q099.
While the private sector consumption slowed
down by 2,9%, the public sector consumption
increased by 9,1% because of earthquake
emergency expenditures. Fixed capital
investment continued to fall remarkably. Public
investments decreased by 8% as a result of
depressing effect of huge budget deficit. Private
sector investment reduced by 13,1% and
consequently, the drop in fixed capital
investment was 11,9%.

* After signaling a smooth recovery with a
0,8% increase in 2Q99, industrial production
showed a dramatic fall by 6,7% in 3Q99. In
the forth quarter, monthly industrial production
index showed a modest growth by 2,9% in
December, after falling by 9,1% and 3,0% in
October and November, respectively. In the
same period, capacity utilization rates were
71,3%, 71,0% and 75,5% respectively.
Capacity utilization rates were below the
previous year levels in October and November.
The increase in December did not last long
when the rate once again reduced to 72,1% in
January 2000.

* In December 1999, metal products and refined
petroleum production fell by 19,1% and 14,2%
respectively. On the other hand, textile
products, paper and printing products and
chemical products grew by 12,7%, 20,0% and
17,2% respectively. Although manufacturing
industry production declined by 5,9% on
average in 1999, it increased by 3,3% yoy in
December, which indicated a slight recovery
in the economy.
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Combined with high-rise in
agricultural product prices, the lagged
effect of acceleration in public prices
throughout 1999 postponed the decline
in inflation rate.

The WPI growth, which was 71,8% in
1998, fell down to 53,1% voy in 1999.
Private sector prices, which rose 75,9 on
average in 1998, demonstrated a limited
average growth by 48,1% in 1999. The
fall in inflation was mainly related to the
decline in prices of raw materials,
especially petroleum prices, and the
downward pressure of recession on
domestic prices. However, public sector
prices, which increased only 58,4% in
1998 as a result of anti-inflationary
policies, grew significantly by 71,2% in
1999. Due to the efforts of reducing the
record high level of public deficits, the
monthly increase in public sector prices
has constantly exceeded that of private
sector prices since March 1999.

* At the beginning of 2000, the
stabilization program, aiming to reduce
WPI growth rate to 20% at the end of
year, has begun to be implemented.
January figure of WPI growth rate with
5,8% was significantly above the market’s
expectations, while CPl growth rate was
4,9%. 1,8 point of this significant increase
in WPI came from agricultural prices,
which rose by 7,9% and 3,6 point came
from manufacturing prices that grew by
5,1%. The reasons for this unexpected
increase in WPI can be attributed to rise
in costs especially in manufacturing
sector.14,1% increase in public sector
prices, upward trend of international
petroleum prices over 30$ limit and high
devaluation against dollar at the end of
1999 contributed to high costs in
manufacturing sector. At the same time,
rise in value added tax (VAT) ratio by
two points also had reverse effect on
January inflation figures.

* Tni February 2000, WPI grew by 4,1% on
account of 7,6% rise of agricultural prices,
while CPI showed a limited inciease by
3,7%. During the two months, CPI growth
rate was below WPI's, which indicated that
contraction in the domestic demand still
continues. The 2-month cumulative change
in WPT was 10,1%, which make it difficult
to achieve the government target of 20%
increase. TUSIAD estimated that WPI
growth rate would reach 30% at the end of
2000 and average annual inflation rate
would be 47,7%.

Fiscal and Monetary Policies

Supported by the so-called “quake
taxes” the budget deterioration in 1999
stayed below the expectations.

Despite the unsatisfactory budget
discipline and earthquake disaster,
deterioration in the budget turned out to
be lower than government estimations
for 1999. In 1999, budget deficit was 9
quadrillion TL, which corresponds to
10,7% of GNP.

* At the end of 1999, budget revenues
reached to 19 quadrillion TL (the
government program was 18 quadrillion
TL). Besides, budget expenditures
attained 28 quadrillion TL., Tax revenues
for the whole year, showed 3,6% annual
increase in real term, in consequence of
high performance in tax revenues
collected under the earthquake tax law
that was enacted by the Parliament on
November 26, 1999. Accordingly, tax
revenues exceeded its estimated level of
14,2 quadrillion TL and generated as 14,8
quadrillion TL at the end of 1999.

* The transfer payments excluding interest
payments soared up to 35.5% in real
terms during 1999, consisting mainly
transfers to SSI and SSE’s. During the
year, since the real interest rates kept
their high level, domestic and foreign
debt interest rate payments increased by
14,7% and 7,5% in real terms,
respectively, At the end of 1999, interest
payment soared to 10,7 quadrillion TL
and primary surplus reached to 1,7
quadrillion TL.

* January 2000 budget figures reinforced
the confidence in stabilization program.
The budget revenue increased by 20,5%
yoy in real terms. Despite that increase
in interest payments by 57,6% in real
terms, the budget expenditures increased
only by 13,7% in real terms. The
significant increase in tax revenues
secured in January, should be trace to the
“quake taxes” collection revenues of
234.8 trillion TL. Increase in the VAT
rates under the quake taxes law and a
significant growth in the collection of
petroleum consumption tax (PCT) due
to sharp rise in fuel prices effected
positively budget incomes.

e In January 2000, budget revenues of
2,040 trillion TL were short of interest
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payments of 2,070 trillion TL. As against
a budget deficit of 1,6 quadrillion TL,
the primary surplus reached 479,8 trillion
TL, at the same period.

» The domestic debt stock climbed to
24,2 quadrillion TL as of January 2000.
The borrowing policy pursued since the
beginning of 1998, caused the domestic
debt stock to consist 91% of government
bonds. The rest included Treasury Bills.
The average maturity of internal debt
extended significantly via the borrowing
policy, which aimed to transform the
Treasury bill stock by government bond.

* At the beginning of 2000, domestic
borrowing interest rates caught a
downward trend from 96,6% of
November 1999 and stayed at the average
of 37.7% in January 2000. This sharp
decline in the average interest rates is
mainly attributed to predetermined

exchange rates, which significantly

reduced the noise in the market and risk
premivm in turn. Moreover, the
government borrowing of 2,5 billion
dollars from abroad in the first 10 days
of 2000 also had a positive effect in the
reduction of interest rates.

* In February 2000, the temporary tax
under article 279 of the Tax Law led to
a liquidity shortage and January inflation
figures rested above the market
expectations, average interest rates on
Government Domestic Borrowing Bonds
showed a limited rise and generated as
41,7%.

The Central Bank’s Monetary Policy
for 2000 reflects a shift from
accommodative policies.

In order to support the government’s end
year inflation target and break up the
inflationary expectations, the Central
Bank announced daily expected nominal
exchange rates throughout the end of
2000. To act in line with the exchange
rate policy, the change of the base money
in the Central Bank’s balance sheet will
be limited to the change in the net foreign
assets. Corollary, net domestic assets will
fluctuate roughly within a parallel band
whose upper and lower limits will be
determined as 5% of previous end-quarter
base money figures. Also quartesly floor
levels for net international reserves are
determined. In order to facilitate the banks
temporary liquidity needs and to channel
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them to engage more cfficient liquidity
management in their operations, reserve
requirement policy will be implemented
in a4 more flexible way.

* Sticking to an upward trend from its
December 1998 level of 1,5 quadrillion
TL, net foreign assets reached to 4,8
quadrillion TL as of December 1999. As
a consequence of financing the markets
with the required TL through OMO to
satisfy the soured np demand of fiscal
system for foreign exchange at the end
of 1999, OMO liabilities decreased to
—24 quadrillion at the end of December
1999. Accordingly, due to the decreasing
trend in both the net position of the public
sector and the fx revaluation account, net
domestic assets rose to —0,9 quadrillion
TL, which is above the performance
criteria level of —1,2 quadrillion TL. The
increase in the reserve money has kept
under control by the Bank’s policies.
Especially in the post earthquake period
the expansionary policies to break up the
liquidity squeeze stabilised the interest
rates throughout 1999.

* Since the Central Bank have not credited
financing the public sector at the cost of
increasing net domestic assets in its on
going program, credits to public sector
slowed down significantly and fell to
-5,9 quadrillion TL at the end of February.
Sustaining its high end-1999 level of tax
collection and abroad sales of government
bonds revenues, net position of the public
sector decreased to —1,8 quadrillion TL
as of end February.

* As a consequence of the foreign
exchange policy in charge, Central Bank
let the interest rates fluctuate in the market
while trying to induce the short-term rates
by changing the composition of its net
domestic assets. Due to the fact that the
base money creation is tightly related to
the increase in the net foreign assets, at
the first two months, Central Bank
lowered the net position of the public
sector and injected liquidity through
decreasing its OMO liabilities. As of end-
February, net OMO liabilities reached -2
quadrillion TL.

* According to the agreement signed
between the Treasury and the Central
Bank, Central Bank gave back its reserve
government bonds amounted 1,3
Quadrillion TL to Treasury in exchange
of the same amount of surplus occurred

H

in the fx revaluation account which
mounted to 1,5 quadrillion in February.
Consequently, the domestic debt stock
decreased.

* Net foreign assets continued its upward
trend mostly because of the increase in
the foreign assets and reached 5,4
quadrillion at the end of February.
Although there were significant falls in
the fx revaluation account and OMO
liabilities, the descending trend of the net
position of the public sector helped the
net domestic assets to rest at —1,3
quadrillion. Therefore, reserve money
reached 4 quadrillion TL.

* The amnual profit of Central Bank rose
by 69,8% compared to the previous year
and reached to 507 trillion TL. 242 trillion
of this profit will be given to Treasury
after the General Assembly that is going
to be held on April.

* The Bank’s international reserves have
accumulated due to the foreign capital
inflows since the beginning of 1999 and
reached to 23,2 billion dollars on
December with an increase of 17,3%
with respect to the same period of the
previous year. As of end-February 2000,
the reserves are 23,6 billion dollars. The
ratio “Central Bank’s Reserves /
(Domestic Debt Stock + Broad Money
Supply M2YY”, which is used to measure
the pressure on the foreign currency
market dropped to 19,1% as of end-
January due to the excessive increase in
the domestic debt stock when compared
to the international reserves.

The decline in the nominal interest
rates shifts the investors to instruments
other than bank deposits,

The acceleration of the increase in the
money demand at the beginning of 1999
had been taken under control since the
third quarter to satisfy end-year inflation
targets. As of end-1999, the annual real
percentage increases in M1, M2 and M2Y
are, 35,5%, 27.8% and 26,8%
respectively.

* Since the real interest rates were high
in 1999, the savings accumulated in time
deposits. This caused the share of time
deposits in M2Y to increase up to 46,2%.
September onwards, the devaluation rate
accelerated and consequently, the share
of foreign exchange deposits in M2Y
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rose to 43,7% at the end of December
while the share of time deposits fell to
44%. The real growth of time and foreign
exchange deposits as of end-1999 are,
25,5% and 26,5% respectively.

* Real annual percentage increases in
M1, M2, M2Y are 3,7%, 13%and 18,7%
respectively in January. A parallel fall in
deposit interest rates is experienced as
well as the domestic debt interest rates.
Both the time and foreign exchange
deposits lost their charm as investment
instruments because of the low deposit
interest rates and fixed exchange rate
system respectively. Istanbul Stock
Exchange is expected to be on top of the
list of alternative investment instruments,

* Adecline in the credit volume occurred
in 1999 due to the severe economic
contraction and high real interest rates.
Domestic credits given by the commercial
banks experienced a severe contraction
with =7,3% and -7,9% real annual
percentage changes as of December and
January respectively.

In line with the stabilization program
and end-year inflation targets Central
Bank pre-announced daily FX basket
rates throughout 2000.

In light of the stabilisation program
constructed under the three year Stand-
by agreement, Central Bank announced
that its foreign exchange policy wouid
be attached to two different exchange
rate policies in two different periods. In
the first 18-month period-January 2000
to June 2001-, nominal value of the basket
will be increased according to the targeted
inflation rate and in the following period
the exchange rate policy will be carried
out with respect to a progressively
widening band. While committing itself
to fixed exchange rate system, that is one
of the strongest anti-inflationary policies,
also the bank is pre-announcing the
gradual exit strategy from this
commitment otherwise, which will
deteriorate the foreign trade balance.

* Since USD achieved real appreciation
against the foreign currencies in 1999,
depreciation of TL against USD was
higher by 71,7% when compared to DM,
which is 48,2%. FX basket comprising
1USD and 0.77Euro is targeted to
depreciate 19,9% as of end year to be in
harmony with 20% end year inflation
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target. In the first two months of 2000,
the depreciation in the FX basket fulfilled
its pre-announced targets by 2,2% and
2,1% respectively.

* On account of the positive expectations
nourished by the IMF negotiations and
political resolution for necessary
legislation, the ISE-100 index clung
together an upward trend and as of end-
1999 it achieved a record level of increase
in profits; 241,7% on USD basis with
respect to previous year. In January, the
upward trend displayed its consistency
with the help of the decline in the interest
rates and the continuum of the positive
expectations. As of end January, the ISE-
100 index rested at 1751,4 points and the
volume of transactions rose to 26,4 billion
dollars with 37,8% increase.

I11. Foreign Trade and Balance of
Payments

In 1999, despite the improvements in
the world economies, contraction in
domestic demand provoked decreasing
trend in foreign trade.

In the second half of 1999, downward
trend in import prices reversed because
of the continuum of rapid increase in
international petroleum prices.
Improvements in international markets,
increase in optimist expectations in
domestic market and upward trend in
import prices limited the decreasing trend
in total imports and exports. In November
1999, both imports and exports showed
a smooth increase.

* Tn the first 11-months of 1999, while
exports declined by 2,2% compared to
the previous year's corresponding period,
imports fell by 14,6%. Hence the trade
deficit declined by 29,6% and dropped
to 12,2 billion dollars. In real terms,
imports fell by 8,9% and exports
increased by 2,8% in the same period,
indicating the decline in prices as the
main source of decline in trade volume.

Although there was a sharp decline
in invisibles, the decrease in foreign
trade deficit combined with capital
inflows enabled accumulation of
international reserves.

Aside the improvement in foreign trade
deficit as a result of fast fall in total
imports compared to total exports,

dramatic reduction in invisibles item
caused current account balance to give a
deficit of 507 million doliar. Internaticnal
reserves gathered by 4,7 billion dollars
as a consequence of compensation of
sharp decline in long-term capital inflows
through significant rise in portfolio
investments and short-term capital
inflows.

* Tny the first 11-months of 1999, shuttle
trade, which entered a soft upward trend
with improvement in Russia economy,
diminished by 42,5% compared to the
same pertod of the previous year. In the
same period, foreign trade deficit included
shuttle trade shrank by 30,2% and fell to
9 billion dollars, Furthermore, invisibles
item, which has significant share in the
current account balance, declined by
42,1% due to the increase in net interest
payment by 29,4% and reduction in net
tourism.revenues by 32,2%.

At the same time, portfolio investments
displayed a significant change in the
capital account and climbed to 2,5 billion
dollars. In the same period, foreign direct
investments and long-term capital flow
items showed significant reductions.
Short-term capital flows item rose by
48.3% and indicated 4,3 billion dollars
of capital inflows. As a consequence, net
capital inflows reached the jevel of 5,2
billion dollars.

* At the end of September 1999, total
external debt stock reached to 1044
billion dollars. Taking 1,2 billion dollars
exchange rate differential into
consideration, real increase in the external
debt stock was 519 million dollars.
Although there was a remarkable increase
in short-term debt by 11% due to
inconsistency in the international markets,
fong-term debt declined by 3,2% and
ended up 74,2 billion dollars.

IV. Prospects for 2000

In light of the stabilisation program
constructed under the three year
Stand-by agreement, it is expected that
achieving the macroeconomic stability
would pave the way for integration to
global economy keeping the EU
enlargement process in mind.

TUSIAD expects economic growth to be
4,5%, which is below the government
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target of 5,5%. Considering the adverse
effects of tight fiscal policies that will be
in charge and comparatively slow
economic growth, TUSIAD envisages
that the budget realisations will stay
below the government targets. It is
estimated that the budget expenditures
and revenues will be 41,8 and 29,3
guadrillion TL respectively. The end year
targets in the programme are 47 and 32,6
quadrillion TL. Consequently, the budget
deficit is expected to be 9,6% of GNP,

® The Central Bank announced that it
would stick to its monetary programime.
Therefore, the change in the FX basket
rate, which is used as a nominal anchor
to bring the inflation down, is expected
to fulfil its pre-announced 19,9% end-
year depreciation.

*» TUSIAD estimated that the increase in
wholesale price index would be 30%.
Considering the continuum of the effects
of excessive public sector price rises and
devaluation in 1999 on the costs
throughout the beginning of 2000,
TUSIAD concluded that the rise in WPI
would exceed the programme target with
the pacing up economic growth. TUSIAD
expects TL io appreciate 3% against USD
and real interest rates to slide down to
5,5%.

* Due to the fact that T1. experienced reat
depreciation in 1999, the appreciation of
it via the fixed exchange rate policy in
2000 will not abate the exports that much.
Relying on positive expectations of
economic growth in the EU countries,
which are our main trade ‘partners,
TUSIAD expects that exports will reach
28.8 billion dollars. Also, economic
recovery and the rise in import prices are
expected to push the imports above the
targeted volume of 46 billion dollars by
48,1 hillion dollars. Therefore, the foreign
trade deficit is estimated to be 19,2 billion
dollars instead of the targeted volume of
17,7 billion dollars. It is also envisaged
that the rise in invisibles will offset
partially the enlargement of trade deficit.
No significant deterioration in the current
account balance is expected.

TUSIAD believes that compromise and
harmony between public and private
sectors, keeping the public expenditures
under discipline and resolution are the
key elements that will bring the
achievement in the program.
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GRAPH 1

SEASONALLY ADJUSTED INDUSTRIAL PRODUCTION INDEX
(Level)
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GRAPH 2
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!
GRAPH 3
BUDGET DEFICIT
(TL Billion) (At 1994 Prices) (1. Billion)
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NOMINAL INTEREST RATE AND US$ EXCHANGE RATE
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REAL INTEREST RATE AND REAL RATE OF RETURN ON US$
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B

CENTRAL BANK. FOREIGN EXCHANGE RESERVES
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