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AND BUSINESSMEN'S ASSOCIATION

STABILISATION PROGRAM:
SO FAR, SO GOOD; BUT...

Summary and Conclusion

After the scvere contraction of 1999, the
vigorous economic activity and the
promising decline in interest rates and
inflation adapted the expectations
positively in 2000.

In the first half of this year, the year-on-year
growth rates in GNP and GDP reached
4.3% and 5.7% respectively. Trade and
transportation and communication sectors
made the main contribution to this growth
performance. Also, due to the soared impotts
in a hitherto non-experienced way, a
remarkable hike in import taxes occurred at
the cost of a deterioration in the external
balances.

On the demand side, the hike in public
sector consumption and investment
expenditures is noteworthy.

Whereas the almost nil real increase in public
sector consumption in the first quarter, the
second! quarter figures pushed up the growth
in public sector consumption expenditures
to 6.9% on average in the first half of the
year. In the same period, the private sector
consumption expenditures experienced an
increase of 5,8%. The same pattern has
occurred in the investment expenditures and
public and private sector investment
expenditures soared by 17.8% and 15.3%
respectively on average.

The achievement of the Macroeconomic
Stabilisation Program on bringing down
the inflation has become apparent in
September price increases.

Since the prices tend to habitually rise in
September due to the firms' price adjustments,
the seasonally adjusted figures strongly
emphasise the fall in inflation. The 1.8% of
seasonally acljusted increase in monthly private
sector manufacturing prices reaches the
vicinity of the government rarget of 20%
by 24% when compounded annually. Being
affected by the commitment of the
government to the stabilisation program and
pre-announced FX rates, the corporate sector
has begun to incorporate the downward
trend in inflation into its price expectations.

On the other hand, the public sector prices
have still been suppressed and the sharp
increase in international oil prices have not
been included in price adjustment processes
yet. On the external balance, the deprecation
of Euro against USD and the deterioration in
external terms of trade continue. To achieve
the 2001 targets in inflation and pave the
way to a robust growth, some key factors in
the short run would probably be; the fiscal
performance in 2001, the substitution of the
consumpiion boom by the increases in
investment and exports, market based pricing
behaviour of public sector and the exit strategy
of the anchored FX rate policy via exchange
rate band from July 2001 onwards.

Collective bargaining in the last quarter
will be another issue of great importance
in breaking the inflation inertia.

Wages did not pose a serious concern for
the private sector in the first half of the year
Productivity-real wages difference worked
as a counter-balancing factor for the real
appreciation of TL. However, considering the
continuing pressure from the appreciation of
TL against Euro and the disturbing current
account deficit, any wage increases above
the inflation targets would be a concern
not only for the private sector, but also for
the success of the stabilisation program.

While the corporate sector experienced
an increase in productivity and a decline
in real wages, the public sector had just
the opposite. ’

In the first half of the year, the average annual
increases in the real wages in public and
private sectors were 18% and -4.5%
respectively. In the first half, while the public
sector production and productivity shrunk
16.3% and 9% respectively private sector
experienced increases of 8.8% and 12.5% by
utilizing the idle capacities. On aggregate,
manufacturing industry labour force declined
4.1% while the real wages fell 0.7%.

However, since the private sector had lacked
the opportunity to hedge itself against the
program, the gains in productivity were shifted
to compensate the loss in competitiveness
due to the appreciation of TL. Feeling obliged
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to act in line with the inflation targets
and to decrease the unit production
costs further, wages were set by forward
indexation and no room had been left
for compensations given in Turkey-type
stabilisation programs to ease the social
conflicts during the transition periods.

Current account deficit has already
exceeded its revised end-year target.

While the decrease in inflation caused
a real increase in backward indexed
wages, mainly in ones that set in the
pre-stabilisation program period, the
sharp decline in the nominal interest
rates formed a wealth effect via relatively
increasing income. On the other hand,
the appreciation of TL caused the import
prices to fall relatively, which in turn
helped the substitution effect to act in
favour of traded goods. These wealth
and substitution effects boosted the
consumption and balance of payment
problems. Moreover, the realization of
exogenous risks of the program, such
as increase in international oil prices,
suppressed the controlled public sector
prices and consequently caused the
public sector production to shrink 16.3%
in the first half of the year. As the SEEs
are the main intermediate and raw
materizl suppliers of the domestic market,
the contraction ir: their production shifted
the demand to imports, which in turn
deteriorated the external balance.
Although the net tourism incomes have
been recording significant improvement,
it is certain thar the end-year target
woulld be overshot.

In 2001, a remarkable improvement
in budget is expected.

Recently declared budgert targets have
reflected the government's commitment
to the achievement of the stabilization
program. On a detailed look, it is
observed that a significant curb in the
budget expenditures and a hike in the
incomes beyond the economic growth
are expected. Considering the previous
vear targeted expenditures of 46.9
quadrillions and the 18% GNP deflator,
the targeted expenditures of 48.4
quadrillions for 2001 wrns out to be
ambitious.

On the revenues side, the increase in
incomes is envisaged to be %632, reaching
43.1 quadrillion TL. Since the source of
this hike is vague, there is the probability
of the continuum of so-called "temporary

quake-taxes". However, it would be
hazardous to deduce from the high
amount of so-called "temporary quake-
taxes" collected in 2000, that the
corporate sector is able to carry the
excessive tax burden. In orcder © improve
the budgert deficit further in a persistent
manner, the credible strategy would be
to handle the tax system as a whole
with its legislations, administration and
control mechanisms rather than levying
the provisional taxes as permanent ones.
All attempts to modernize the Turkish
Tax System and broaden the tax base
by decreasing the unregistered economy
would be welcomed by TUSIAD
(TUSIAD’s Position No:4, Tax-Based
Policy Recommendations).

Since the policy-makers have
focused in curbing inflation, the
enhancement on the structural
front was slower than targeted.

On the way to construct a low-inflation
premise for robust growth, public sector
should undergo the envisaged
rejuvenations immediately. The corner
stones of the program, such as fiscal
reforms -primarily the privatisation
of state-owned deposit banks-,
the modernization of the social
security system, regulations for private
pension system, agricultural subsidies
policies reform, deregulation and
effective privatisation in energy and
telecommunicarion sectors should be
instinutecl. The Economic Reform Loan
(ERL) and Financial Sector Adjustment
Loan (FSAL) offered by the World Bank
on condition to the realization of the
action steps in the letter of intends,
supply an important fund to finance the
hudgetary and balance of payments
deficits in the short run.

Considering the deterioration in the
external balance, the finance of the
growth must be reassessed via
monetary and fiscal policies.

The ongoing exchange rate policy and
reassessment of the ourput-stock and
investment-ourput decisions in light of
positive expectations induced the
realization of postponed consumption
and investment expenditures. Also the
exchange rate basket compeosition and
the high import dependencies in some
inputs such as petroleum products were
the additional culprits behind failing to
reach targeted inflation rate while
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simultaneously achieving growth not at
the cost of deterioration in the external
balances. Therefore, failing to curb the
consumers’ loan, tight monetary policy,
which is one of the main components
of the orthadox policy, became crippled.

1. Output and Inflation

Rapid growth in. imports and
vigorous trade sector dominated the
growth performance in the first half
of the vear.

Among the sectors, trade and
transportation were the main actors of
economic revival. Trade sector, which
contacted sharply 6.8% in 1999, grew
10.4% in the January-June period, while
the growth in transportation sector rose
to 4.5%. Other drive of the growth is
the 29.2% of sharp increase in the import
taxes in the first half of the year.
Employing the anchored exchange rates
io bring down the inflation caused an
appreciation of TL, which in turn

relatively reduced the import prices and

hoosted up the imports. In the same
periad, construction sector was the only
sector that contributed to the GDP
negatively with a contraction of 0.4%
due to restriction of the construction
licenses in various areas after the
devastating earthquakes.

Durable goods consumption led the
private consumption expenditures.

In the first half of the year, the increases
in the private and public sector final
consumption expenditures were 5.8%
and 6.9% respectively. The growth in
gross fixed capital formation and imports
of gowdls and services rose to 15.8% and
19.19% respectively. The increase in
machinery and equipment investments
both in public and private sectors
affected the acceleration in investments.

Private sector consumption expenditures
have been led by the durable goods
consumption, which recorded a growth
of 26% on annual basis. Due (o the
expansion in the second quarter, the
share of public expenditures in GDP
slightly exceeded its pre-election level
of 1999, which had been boosted by
election driven populist policies. In the
same period, while the growth in private
sector investment expenditures rose
15.3%, due to the duplication of the
public sector consumption pattern in its
investments in the second quarter, public
sector investments increased 17.8%.
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The decline in the net factor incomes
from abroad has continued.

The net factor incomes from ahroad
declined 70% in real terms in the first
half. While the 5.3% decrease in the
workers remittance pulled down the
incomes, incomes transferred o abroad
increased by the residents accelerated
investments abroad. According to the
foreign direct investments in the lirst
seven months of the year, Turkey
became a net capital exporter by 532
million USD of outflow.

The industrial production partially
reflects the hike in GDP growth.

The production of petroleum products
recorded an increase of 8% in August,
following a sharp decline of 23.1% in
the first seven months due to the low
capacities. In August, the industrial
production soared by 17%, due to the
weak base of 12% decrease in the same
period of the previous year, As of August,
the industrial and manufacturing
industry procductions rose 3% and 4.7%
respectively on yearly average. On a
detailed analysis, the leading sectors
with respect to weighted contributions
1o the manufacturing industry praduction
have heen the motor vehicles, basic
metals, machinery, textiles and wearing
apparels procuction.

September price increases assured
the rosy scenario on inflation.

In September, the wholesale and
consumer prices rose 2.3% and 3.1%
respectively. Consequently, in the first
nine months, the accumulated price
increases have been 23.7% and
26.9% respectively. On annual basis,
the increase in the wholesale prices
amounts to 51.4% and 41.4% in public
and private sectors respectively.

Year-on-year increases in wholesale and
consumer prices fell to 43.9% and
49% respectively. In the same period
agricultural and manufacturing industry
prices recorded 36.1% and 46.2%
increases. Since the monthly increases
in these sectors were 3.5% and 1.9%
in September, the internal terms of wade
was in favour of agriculrure and rose
to 111.5.

While the ten years average of the
scasonally adjusted wholesale and
consumer prices are 4% and 5%
respectively, in September these figures
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declined to 1.0% and 1.6% respectively.
Continuum of this rend would probably
bring down the annual increase in
wholesale prices to 40% in October.

11, Fiscal and Monetary Policies

The structural reforms constitute the
main body of the program.

In order to overcome the problems that
might occur in the structural
transformation period, IMFE and World
Bank envisaged some loans for the
achievement of the program. However,
the proposed FSAL of $750 million has
been pending due to the setbacks in
the legislation of state-owned bans’
privatisation. Since the Constitutional
Court annulled the law empowering
the government to issue decrees by
law, one of the weakest part of the
stabilisation program, which is the
possession of the program by the
government taking the political risk will
enter a new phase in the following
months by the legislations.

Primary surplus has already reached
its end-year target

In the first eight months of 2000, the
budget deficit has reached to 10,3
quadrillion TL. While the incomes have
increased by 102%, the expenditures
have risen by % 83.7, and the levels
approached to 22 and 32,5 quadrillion
TL respectively. 17,5 quadrillion TL of
tax revenues covered 17,3 quadrillion
TL of interest payments. Due to the
quadrupled ceiling of insurance
premiums, transfers to SSK decreased
by 47%. In the same period, primary
surplus has reached to 7 quadrillion TL,
satisfying its end-year target and the
targeted foreign borrowing of 6 billion
clollars for 2000 has been overshot by
1.1 hillion USD.

The hike in revenues in 2001 budget
should be created via structural and
administrative reforms rather than
temporary measures.

Although the primary surplus has
reached 99.6 % of its end-year target in
the first eight months, the off-
consolidated budget deficits such as,
deficits of local governments, the
mounting duty losses of SEEs and poor
privatisation performance, culprits of
which are the deterrents in energy sector
and Telekom, and finally the use of
petroleum consumption tax as price
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adjustment tool make the consolidated
public deficit cumbersome. As indicated
in the fiscal transparency report
published by IMF, the enlargement of
the contents of the budget and uniform
accounting charts for off-budgetary
institutions are indispensable. Corollary,
the abolishment of non-budgetary funds
should be accelerated.

The Central Bank’s policies are in
line with the performance criteria.

In the first three quarters of the year,
Net Domestic Assets (NDA), which had
been set as the performance criteria,
stayed between its target upper and
lower bounds. The target for end-
September was the band of —1,431- 949
trillion TL -excluding the revaluation
account- and the realization was —1,165
uillion TL. While the Net Foreign Assets
slightly increased by 12 trillion TL, the
NDA contracted 207 trillion TL, which
on total posted a decrease in Base
Money. The composition of NDA in
September tells that, excluding the hike
in July, the OMO stock fluctuate between
2-2.5 quadrillions, the downward trend
in net credlits to public sector continued
and the continuous fall in cash credits
to banking sector caused the stock to
be almost nil.

FX deposits have continued to
dominate the M2Y.

The fall in interest rates at the beginning
of the vear made the time deposits
unattractive. The shortening of maturities
in deposits and the increase in
consumption demand formed quasi-
liquid positions. Though the program
has so far achieved most of the targets,
the increase in FX deposits in the
presence of pre-announced rates is still
remarkable. The year on year real
increases in M1, M2 and M2Y are 34.5%,
0.8% and 11.8% respectively in
September. The declining trend in the
share of FX deposits in M2Y as of May
had reversed again in August and rose
to 49% in September. The share of time
deposits fell to 38% in the same period.

The increase in the consumers’ loans
has continued in the third quarter.

Deposit money banks’ consumer loans
and credit cards total has exceeded 6
quadrillions as of*September. The
increase has reached 3.9 quadrillions
with respect to previous end-year level,
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Consumer loans have accounted most
of this hike by 331%, 596%, 341% and
272% of increases in total, housing,
automobile and other loans respectively
in the same period. The breakdown
of 4.2 quadrillions of consumer loans
is 0.5, 2.2 and 1.5 guadrillion TL with
respect to aforementioned grouping.
The continuum of the hike in consumer
loans in the third quarter, which financed
the domestic demand expansion that
boosted the GDP growth in the first
half, might cause a similar growth pattern
in the third quarter as well.

III. Foreign Trade and Balance of
Payments

Exogenous shocks deteriorate the
external balance.

In the first half of the year, the increase
in the petroleum prices and the hithesto
non-experienced decrease in Euro/USD
parity, brought some exira pressures on
the program. With slightly over %100
increase on annual basis, Turkey paid
25,8% per barrel to crude oil in the first
six months of this year. Besides that,
the low capacities due to the losses in
the earthquakes ignited the increase in
fuel oil and direct product imperts, such
as mineral oils. In the same period,
finally beginning to be a threat for the
global economy, the Euro was decided
to be supported by the G-7 countries.

Real appreciation of TL against Euro
caused consumption driven increase
in imports.

In the first nine months, while the
depreciation of TL against FX basket
was in line with the pre-announced
rates, TL appreciated 13.8% against Euro
and depreciated 1.9% against USD
in real terms. Since EU region accounts
for more than the half of the total
Turkish exports, weakness of Euro
affected adversely the competitiveness.
Consequently, consumption goods’
import soared by 45.5% in the first seven
months; while the increases in total
imports and exports were 35.3% and
5.0% respectively.

External terms of trade continue to
deteriorate.

In the first six months, total exports and
imports posted real increases 12.4% and

29.0%. When compared to nominal
increases, these figures show that the
external terms of trade improves in
favour of imports. Main culprits behind
the decline in export prices and the
increase in import prices were the
weakness of Euro and the sharp rise of
international oil prices.

As of June, current account deficit
exceeded its revised end-year target.

As a result of the unfavourable
developments in the international
markets, while the seven months
cumulative foreign trade deficit climbed
to 14 hillion dollars, the current account
deficit overshot its 5 billion dollars end-
year target and rose to 5.9 billion dollars.
At the same period, net tourism revenues
soared by 76.1% on annual basis and
reached to 2.4 billion USD. In the first
eight months tourist arrivals mounted
1o 6.8 millions with an increase of 33.6%.
Since the number of tourist arrivals
from OECD countries, which have a
better contribution to the revenues,
increased 46% on annual basis, the rise
in tourism revenues is expected 1o
exceed the one of the arrivals. Despite
the fall in the others item and the 3.9%
increase of net interest expenditures,
other commodities and services revenues
secured an annual growth of 51%. Also,
even though workers' remittance reduced
by 5.2%, invisibles itemn yielded an annual
expansion of 17.2%.

The confidence in the stabilization
program became apparent through
capital inflows.

Unlike the previous experiences, the
current account deficit has been so
far financed through long term and
portfolio investments, most of which
obtained via the Treasury’s bond issues
on international markets. Considering
the previous year level of 1.8 billion
USD, the net capital inflows of 8.6 billion
USD excluding the reserves in the first
seven months was quite remarkable. In
the same period the net short-term
capital inflows stayed at 444 million
USD. On contrary to the expectations,
FDI figures posted an outflow of 532
million USD as of July; signalling the
necessity to take actions in this area.

PAGE 4

IV. Prospects for 2000 and 2001

TUSIAD estimated that there
wouldn’t be major deviations from
the government targets for 2000.

TUSIAD estimated that, due to the weak
base year effect of the post-earthquake
period in the second haif of the year,
the upward trend in the real GNP would
accelerate. Accordingly, the yoy real
growth in GNP js expected to reach to
6.3%. Budget revenues and expenditures
are estimated to reach 33 and 46.1
quadrillion TL respectively. Corollary,
the ratio of budget deficit to GNP is
estimated to decline to 11%.

The depreciation in the FX basket
rate is expected to fulfil its end-year
target of 19.9%. On the other hand,
TUSIAD estimated that, the end of year
WPl increase would overshoot the

.government target and will be 30.1%.

Undler the assumption Euro/USD parity
will improve, TUSIAD estimated that
total exports would reach 28.1 billion
USD. Also, the acceleration in total
imports is estimated to slow down and
stay at 48.8 billion dollar.

Tn 2001, a sustainable improvement
in macroeconomic aggregates
can only be achieved if structural
reforms would be introduced in
consensus.

Estimations for 2001 are obtained under
the assumption that political decisiveness
and consensus about implémentation
of this program will continue. It is
expected that consumption driven
vivacity in the economic activities
observed throughout 2000 will decelerate
in 2001, and the expected growth will
mostly be driven by the contributions
of the industrial production. On the
budget side, budget deficit is expected
1o improve via fiscal discipline, Regarding
the depreciation of TL an approach to
the upper limit of announced band is
expected in the second half of 2001.
Finally, real interest rates are expected
1o shift to positive rates and the current
account deficit is expected to enhance
with the help at improvement in
Eurc/USD parity end foreign trade deficit.
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TUSiAD QUARTERLY ECONOMIC SURVEY

GRAPH 1
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GRAPH 2

SEASONALLY ADJUSTED INDUSTRIAL PRODUCTION INDEX
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(At 1994 Prices)
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GRAPH 6
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