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ONE-WAY TICKET: STRUCTURAL REFORMS

Summary and Conclusion

The methods, targets and phases of the
macroeconomic stabilisation program
failed to be conveyed to the public
comprehensively.

Considering the unsustainable growth path
of the economy and unfavourable international
conditions, the commencement of the
macroeconomic stabilisation program was
tmely. The widespread belief in the necessity
of a stabilisation program supplied the
required sufficient "initial support" for the
progranl. However, this support could not
be fully utilised by the policy makers, due
to the failure in explaining the program to
the public extensively. Considering that the
credibility is crucial to achieve the goals of
the stabilisation program, constructing and
controlling the public opinion and support
deserves the lion's share.

A well grasp of targets is a prerequisite
for the evaluation of the program.

The main goal of the program is to institute
the required structural reforms and measures
to construct i sound macroeconomic
infrastructure for sustainable development.
Although the final target of the program is
to bring down the inflation to one-digit rates,
the contents of the program prevent it to be
labelled solely as a disinflation program.
Structural reforms envisaged in the program
require significant rejuvenation in the public
sector. These reforms and their realisation
processes, for which the policy makers are
fully accountable, were defined as structural
performance criteria or benchmarks and
should be monitored closely.

Despite the financial turmoil at the end
of the year, realisations in 2000 were
promising.

As a result of detailed monetary and FX rate
policies, and the resolute attitude of the

government for privatisation and structural
reforms, the expectations shified rapidly to
optimism. Accordingly, the interest rates
declined sharply in January and consequently
domestic demand expanded strongly in the
following months pushing the economic
activities up by 5.4% in the first 9 months.

Although the end-year targets of 23% and
20% increases in CPI and WPI are overshot,
the respective realisations of 39% and 32.7%
increases are the lowest levels since 19806.
The main culprits behind exceeding the
targets were the increase in crude oil prices
and the sharp devaluation of Eure against
USD. On the other hand, beside the pressures
imposed by external prices, the core inflation
has recorded an annual increase of %33.6
despite the extensive public sector price
adjustments at the end of 1999.

In 2000, public finance was another area of
success. Counting on the maintained fiscal
discipline, the government expects to lower
the budget deficit to 3.4% of GNP and raise
the primary surplus to 7.5% of GNP in 2001.
To achieve a sustainable enhancement in the
public finance, policies such as modernising
the tax system or aiming transparency in the
budget expenditures should be implemented
rather than levying one-off taxes as permanent
ones,

The government failed to be successful
in income policies.

As in the case of the stabilisation program,
the government also failed to explain the
incomes policy to the society. The required
action taken by the government should be
instituting the fair coordination between the
employers and the employees. Considering
the necessity for a joint-body, the failure
institute the Economic and Social Council
caused a crucial deficiency with respect to
social compromise and program-based
support.
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The main obstacle that restrains the
success of the program has been the
reluctance for structural reforms.

Considering the inertial characteristic of
the inflation in Turkey, the so far achieved
progress cannot be ignored, keeping in
mind that later than usual-adjustment is
often experienced in similar stabilisation
programs. Since the vigorous economic
activity boosted the current account during
the year, the program has been imposed
to criticisms such as the disinflation
program had been facing an important
resistance and leading to a balance of
payment crisis. However, the weak
struciural efforts, which the government
was fully accountable rather than the
current account, have not been addressed
much in the evaluations. Since the
decrezse in inflation had been aimed via
structural reforms, especially in the public
sector, resuming the reform efforts and
accelerating the privatisation would
certainly pace the adjustment process.
The governments’ hitherto adopted
strategy of aiming to minimise the losses
in case of a failure should promptly be
substituted by the perspective to maximise
the gains by achieveing the reforms.

According to the third
supplementary letter of intend,
structugal reforms are a must for the
continuation of the program.

The main bocdy of the third letter of intend
constitutes the weakest stance of the
program, that is structural reforms. With
respect to related areas, some of the
highlighted action steps in the first half
will be as follows: action plan for the
banks uncler SDIF and regulations on
banking sector, 4 new central bank law,
increasing public finance discipline,
accelerating privatisation, especially in
Turkish Airlines and Turkish Telecom and
enactment of the electricity markets’ law,

The deficiency of the decision-
making process in the administrative
levels contributed to the emergence
of the ligquidity crisis.

In the second half of the year, less than
expected inflow of capital from

international markets and the dominance
of FX deposits in the composition of
M2ZY squeezed the lquidity gradually.
This, in turn, pushed the interest rates
up and the maturity risks of the banks
increased their fragility. After the crisis
triggered by the successive capital
outflows, the Central Bank announced
a policy change about Net Domestic
Assets. However, when the announced
ceiling was overshot promptly, the
uncertainty in the markeis increased and
among many other consequences, the
Central Bank lost credibility through the
crisis.

The recent turmeil has demonstrated
the fragility of the banking sector.

The crisis proved that the level of
government’s adherence to the structural
reforms highly affects the investors’
confidence. More important, this
confidence determines the success of
the program and sustaining the support
for the policies requires sound signalling
in line with the targets. Another lesson
derived from the crisis is the inadequacy
of the state to regulate the markets it
participates in, which of course addresses
the need to effective regulatory bodies.
It's also experienced that if the market
mechanisms are forced to initiate the
regulation and supervision instead of
the regulatory body, it would be much
more costly.

L. Qutput and Inflation

The trends in the growth
performance continted in the third
quarter.,

While the increases in GNP and GDP
were 0.9% and 7.4% in the third quarter,
the yoy growth rates reached 5.4% and
6.5% respectively as of September. Trade
sector was still the main acior of the
vigorous economic activity by 11.1% of
growth. After experiencing 5% of
contraction in the previous year, the
industrial production had accelerated
since the second quarter and reached
an expansion of 5.7% as of third quarter.
The poorest contribution among the
sectors was made by the construction
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sector and despite the 12.5% of
contraction in the previous year, its
growth limited to 3.6%. Although there
was a slight slow-down in the hike of
imports, the import taxes grew 27.7%
in the first three-quarters.

In the last quarter, the increase in
industrial production became
sectors-wide.

Due to the weak base effect of 1999,
the industrial production soared from
August onwards. The production of
petroleum products recorded a yoy
increase of 32.4% in November but
decreased 11.6% on average in 2000
due 1o low capacities. As of November,
the industrial and manufacturing industry
production rose 10.5% and 12%
respectively on yearly average. Also the
capacity utilisation rates exceeded their

"previous yvear levels in the last quarter

and rose to 81.9% and 79.8% respectively
in October and November. Considering
the weighted contributions to the
manufacturing industry procuction, the
leading sectors have been the moter
vehicles, basic metals, machinery, textiles,
food and wearing apparels.

Despite the increase in private sector
production and partial productivity,
the manufacturing industry failed to
create employment
opportunities and real wages
declined.

new

In the first three-quarters, as a
consequence of public sector price
setting policies, the public sector
production fell 11.9% and its partial
productivity per production worked
hours declined 5.6%. In the corporate
sector, since the utilisation of the idle
capacities had continued, the production
soared by 10.6% while the productivity
increased 10.3%. As of September, the
average annual decreases of the
production workers in the public and
private sectors were 7% and 2%
respectively. In the same period while
the real wages of the public sector
production workers rose 15%, the private
sectar workers experienced a real decline
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of 4.29% in their wages. On aggregate,
the employment and the real wages in
the manufacturing industry decreased
2.8% and 1.2% respectively on average
in the same period.

December price increases were
lower than expected.

In December, the wholesale and
consumer prices rose 1.9% and 2.5%
respectively. Consequently, the annual
increases in WPI and CPI accumulated
to 32.7% and 39% as of December. On
annual basis, the increase in the
wholesale prices amounts to 24.7% and
35.7% in the public and private sector
respectively.

The yoy increase in the core inflation
has reached to 33.6% and exceeded the
public sector price increases significantly.
However, .considering the high price
adjustments of the public sector in 1999,
the yearly average growths of the public
and private sectors are 72.1% and 50.1%
respectively. In the same period, the
yoy increases in agricultural and
manufacturing industry prices recorded
39.8% and 29.4%.

Domestic demand expansion
throughout 2000 caused the
consumer prices to rise relatively
higher.

The vigerous economic activity caused
prices of the non-tradable goods and
services 1o be higher than envisaged.
Despile of the regulations to limit rental
increases to %25, as of December the
rents rose 49.19%, The increases in health
expenditures and other goods and
services prices, which include the
communication and financial services’
prices, were 51% and 48.3% respectively,

II. Fiscal and Monetary Policies

Better than expected performance
n primary surplus was promising.

As of November, the incomes have risen
by %87 reaching to 31,4 quadrillion TL
and the expenditures have risen by %66
reaching to 42 4 quadrillion TL, where

!

the budget deficit realized as 10,9
quadrillion TL. 24,6 quadrillion TL of
tax revenues exceeded the 19,9
quadriilion TL of interest payments. In
the same period, the primary surplus
las reached to 9 quadrillion TL, satisfying
its end-year target and the targeted
foreign borrowing of 6 billion dolars for
2000 has been overshot by 1,5 billion
usD.

Consolidated government sector’s
primary and overall balance targets
had been achieved as of September.

As an end-yeur target, the consolidated
government sector primary surplus had
been targeted as 4.500 trillion TL. The
realised amount, which exceeds the
upper limits, was 5.967 trillion TL as of
September. The consolidated government
sector primary surplus is expected to
reach 3% and 3% of GNP respectively
in 2000 and 2001.

The Central Bank announced a
policy switch for the Net Domestic
Assets and the monetary policy.

In the first 10 months, Net Domestic
Assets (NDA), which had been set as
the performance criteria, stayed between
its upper and lower targets.
Unfortunately, from the second half of
November, the crisis in the financial
markets and the increasing foreign
exchange demand caused erosion in
the Central Bank’'s reserves. The Central
Bank abandoned the NDA limits to give
the required liquidity to the sector and
consequently the end-year targets were
revised. At the end of December, NDA
rose to 3,324 trillion TL. While the Net
Foreign Assets decreased 2.354 trillion
TL in the same period, the NDA soared
by 3.164 trillion TL with the expanding
OMO stock and the base money
increased. In the composition of NDA,
the net credits to public sector increased
and the interventions carried the OMO
stock to 5,2 quadrillion TL while the
supplied liquidity caused the net credits
to banking sector to rise to 300 trillion.

Abandoning the parallel band for NDA,
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CB will continue the policy of reducing
the excess liquidity created during the
Crisis.

The composition of M2Y has
changed in favour of TL time
deposits.

The yoy real increases in M1, M2 and
M2Y are 27,8%, 11,5% and 9,4%
respectively in December. The share of
FX deposits and TL time deposits in
M2Y was 43% and 42,6%. During the
crisis, the composition of M2Y has
changed in favour of TL time deposits
because of the high interest rates. In the
same period, the currency in circulation
increased by 1.9 quadrillion TL due to
the long religious holiday.

The era of domestic credit expansion
has been closed.

Deposit money banks’ consumer loans
and credit cards total has reached to 6.7
quachiilions as of end-year, The increase
has reached 4.5 quadrillions with respect
to previous end-year level. In December,
because of the hiked interest rates and
liquidity squeeze from the second half
of November onwards, the consumer,
automobile and other credits decreased
3%, 3% and 6% and the housing credits
increased only 1% according to the
previous month. The expansion in total
credits that financed the internal demancd
intensively has diminished in the post-
crisis period and probably will display
a poorer performance in 2001,

1IL. Foreign Trade and Balance of
Payments

Foreign trade balance deteriorated
sharply

Although, the depreciation of TL against
FX hasket was in line with pre-
announced rates, real appreciation of
TL against euro and USD reached to
16.7% and 3% in real terms in 2000. At
the same time, real appreciation of TL
versus FX basket remained 8.6%.
Accordingly, consumption and
intermediate goods’ imports soared by

47.6% and 35.4% respectively, whilst
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the annual increase in total imports and
exports were 335.4% and 0.8%
correspondingly.

When the foreign trade is analyzed by
destination, it is observed that the share
of exports designated to EU declined to
52.8%, owing to decrease of 0.7% yoy
in exports to EU. At the imports side,
even the imports from EU increased by
25,9%, its share in total dropped to
48.9%. However, as a result of significant
increase of 59.3%, the share of imports
from non-OECD European and CIS
countries augmented by 13.3%. The rise
in raw material prices throughcut 2000,
especially crude oil prices, could account
for this increase.

External terms of trade continue to
deteriorate.

In the fist nine monihs, real increase in
exports triggered to 8.3% and rested
above the nominal increase, while that
of total import remained 27.2% and laid
below the nominal one. These figures
show that the external terms of trade
deteriorate against exports. This
deterioration is expected to come (0 an
end as of 2001.

Tourism revenues compensated
worsening in the current account
deficit to some extent.

As of October, foreign trade deficit
reached to 18.4 hillion dollars and current
account deficit soared to 7.5 billion
dollar. At the same period, net tourism
revenues showed anaual increase of
58% and attained to 5.3 billion dollar.
Even though the net interest payments
rose 6.5%, rise of 40% in others item
caused net other goods and services
revenues 1o grow by 79%. At the same
period, the workers’ remittance reduced
by 3%, while the invisibles item yielded
an annual expansion of 35.3% in the
help of tourism revenues. ‘

The record current account deficit
mainly financed through external
borrowing.

After the issuing of 1.5 billion doltar
worth Treasury’s bond on internaticnal
markets in July, external financing had

been supplied as short-term capital
inflows. As of October, net capital inflows
excluding reserves accumulation reached
to 12.5 billion dollar and this increase
had been driven mainly from portfolio
investments of 6 billion dollar, which
included government bond issues. Short-
term capital inflows, which accelerated
in the last months, attained to 3.4 billion
dollar, whilst long-term capital
movements rested to 3.2 billion dollar.

IV. Prospects for 2001

The financial sector crisis at the end
of 2000 will affect other sectors in
the first half of 2001

The financial sector experienced
significant losses during the liquidity
crisis and entered the new-year with
serious financial problems. The Treasury,
that is the main customer of banking
sector will also realise the adverse eftects
via soared] real interest rates. Considering
the high repayment schedule of the
Treasury in the first quarter, its financing
need will impose some pressures on
public finance. Assuming that the
privatisation will not contribute extra-
funds rather than the program, the levy
of indirect taxes will cool down the
economic activity, TUSIAD expects that
the budget revenues and expenditures
will stay below the targets and reach 41
and 47 quadriilion TL respectively. The
primary surplus and the budget deficit
are expected to reach 7.3%and 4% of
the GNP.

The adoption of the overloaded
structural agenda in the first quarter
constitutes a stepping-stone for the
achievement of the program.

Considering the will of government 1o
curb aggregate demand and deterioration
in the current account balan'ce, the
additional taxes and expenditure
reducing precautions seem 1o be more
than sufficient. Due to the liquidity crisis
and consequent lacle of confidence, the
interest rates are expected to stay high
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in the first quarter and a gradual decrease
will take place rather than a sharp
decline. If the reluctant attitude of the
government experienced in the previous
year towards the structural reforms and
privatisation would not be repeated in
the first half of 2001, with the restored
confidence the economy might turn out
o be vigorous in the second half of the
year. TUSIAD expects that the poor
performance in the first half will lead
the economic growth to reach 2.4% at

the end of the year.

The downward trend in inflation
will continue.

While the increased interest rates and
financing costs pose an upward pressure
on inflation, the slackened economic
performance due to poor domestic
demand will tame it and the net effect
will be much clearer in the following
days. Assuming that the actions disclosed
in the letter of intend will be taken by
the government and the international
price of crude il and euro will be more
favourable comparing to 2000, TUSIAD
expects the continuation of the
downward trend in inflation and the
end-year and average inflation
estimations are 16.4% and 21.4%

respectively,

The current account deficit is

expected to shrink in 2001.

TUSIAD estimated that the realisation
in the current account would be below
the official target of 3.5% of GNP,
assuming slower economic growth
compared to government targets, the
convergence of the FX basket to the
upper bound from June onwards, the
value of Euro would affect Turkish
exports positively, the slow economic
performance would tame the imports
and finally the soared interest rates

would increase saving surplus.
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GRAPH 1
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TUSIAD QUARTERLY ECONOMIC SURVEY
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CENTRAL BANK. FOREIGN EXCHANGE RESERVES
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GRAPH 15

FOREIGN TRADE (Monthly)
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