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I Turkey’s Transition Program For A
Strong Economy

Social compromise, political support and
accountability are the prerequisites for
the success of the new economic program.

The economic program, which is entitled as
"Turkey's Transition Program For a Strong
Economy" and issued on April 14, 2001, sets a
good start for the solutions to the problems
accumulated throughout the last decade. In
particular, the program is “just on target " with
its approach to struciural reforms. The delayed
structural reforms of the 2000 program are
presenily being strengthened by a number of
key legislations seeking social compromise.

The new economy administration, coordinared
by Mr. Dervis, is duly aware of the problems
and constraints of the economy, and this is
encouraging. However, in the current economic
and political condition of Turkey, effective action
is more imperative than accurate diagnosis. The
fact that the basic source of the problems has
been unveiled a decade late, forces the policy
makers to take prompt action. At this point,
political support, reconciliation and acting in
harmony are of ourmost importance.

The government stated its support just subsequent
to the announcement of the new program.
However, the sole announcement is not sufficient.
In practice, political support should take its real
meaning by not blocking privatization, but by
refraining from politics in economic
administration and rapidly enacting essential
laws in the National Assembly. Furthermore,
should the program fail, the government must
consequently take full responsibility. Only
through these crucial rationale will the political
support have any meaning.

Unless the conditions of the international
funds are fulfilled, the set macroeconomic
targets will not be consistent.

The structural framework deemed necessary
by the program centains the main approach
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“It ain't over tll it’s over”
Yogi Berra

of the previous IMF agreement including the
amendments to Job Security and Economic
and Social Council. The latter two both having
remained on the agenda for a long period of
time. Once the disclosed part of the program
is carefully examined, targets for
macroeconomic aggregates in years 2001-
2002 are optimistic.

We at TUSIAD believe that the program will
in time fulfill the consistency in growth and
inflation targets. The achievement targeted
curbing the inflation in 2002 can only be
realized through the clear setting of the
disinflation policies.

The strategies for a sustainable exit from
the crisis should not only be restricted to
€conomics,

Turkey will only be able to permanently
emerge from this economically and politically
bleak condition by improving its democratic
standards. The preparations for the accession
to the EU bears an importance in the markets,
in Macro economic management, in improving
social standards, and in establishing political
stability. Therefore, all political parties and
their social partners shoulder great
responsibilities given all economic, political
and social dimensions to current problems
and the program must be carried out with
the approval of the majority of the public.
Unless the program is carried out with the
approval of the social support and political
responsibility, it will not restore political
confidence,

. The November- February Crises and
the Aftermath

The lack of political will was the
determining factor behind the crisis.

The government’s clear reluctance in carrying
out structural reforms (ironically ignoring
warnirgs) lies at the root of the November
crisis. This has created a rapid erosion of
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public confidence. The macroeconomic
adjustment program, which was shelved
just after the February Crisis, was a well-
prepared program commenging to render
positive results on macro-economic
balances (Tables 1 and 3).

The program was seen to have developed
a hirch effective from mid 2000. Loss of
political credibility of the government,
both experienced domestically and abroad,
was instrumental in the root of this turn.
At the time of the static decline of public
support, the bariks attempted to close their
open positions leading to the increase of
interest rates, Thus, foreign investors
withdrew in tune with the realization of
the increasing risk duly leading to further
increases hoth in interest rates and FX
demarnel thereby causing a massive liquidity

Table 1 1999 2000
(Annual % Change) {Annual % Change)
Q2 Q4 Q2 Q4
DEMAND
- Private Consumption -0.9 -1.3 4.7 3.8
- Public Consumption 2.1 5.7 12,6 57
- Fixed Capital 15.9 14.4 17.4 17.3
GDP 2.2 -2.1 6.4 8.3
SUPPLY
~ Industrial Production 0,5 -1,2 4,9 6,7
- Cal?acity Utilization 2.4 71 0.3 2.6
Ratio
- Productivity 10.0 8.4 5.0 8.6

The Central Bank seriously lost
credibility subsequent to the turmoil.

The previous program allowed the
Central Bank to supply liquidity in case
of the change in net foreign assets.

Table 2 1999 2000
(Cumulated 12 months, (Cumulated 12 months,
billion $) billion $)
June December June December
- Export 26,423 26,588 27,608 27.487
- Import 41,006 40,692 47,764 54,149
- Foreign Trade -14,583 -14,103 -20,156 -26,663
Balance
- Current Account 3177 -1,364 -(,883 5,604
Balance
- Capital Movements -3,865 4,671 11,345 9,453
- Direct Investments 620 138 35 112
- Portfolio -6,330 3,420 3,327 1,022
- Long Term 418 345 3,509 4,277
- Shori Term 579 759 2,474 4,072

problem. As lack of political will, combinel
with mismanagement, the November and
February crises were experienced.

International conjecture and the
program's weakness to smooth these
factors, contributed to the crises.

The sharp increase in oil prices and
higher import figures deteriorated the
current account balance (Table 2). The
currency basket was not adjusted to
smooth the decline in Euro-Dollar parity.
Consequently, exports were badly
affected and thus, this elevated the trade
cleficit. Despite the hindrance of capital
inflows through to the end of the year,
the importance of the widening current
account deficit ignored.
Consequently, vitality in domestic
demand continued, Furthermore, IMF
postponed the release of the credit tranche
increasing the tension in the markets.

was

During the liquidity crisis at the end of
November, the Central Bank was unable
to intervene in the markets due to the
constraints set in its monetary policy of
the macroeconomic adjustment program.
Consequently, the necessary  amendments
were not madle in a tmely fashion. During
the crisis, the Central Bank by not obeying

its declared policy revision concerning
the Net Domestic Asset Ceiling further
increased uncertainty. Consequently, the
Central Bank aggravated the loss of its
credibility. It tightened its Net Domestic
Assels Target as a reserve against a
potential Yiquidity crisis (Graph) risking
the increased pressure on financial
markets. In February, it became clear that
"the essential lessons were not learnt from
the previous crisis. The Central Bank not
only failed to intervene in the liquidity
crisis but also remained ineffective in
providing essential coordination in
markets. Subsequent to the impasse in
the payments system, the exchange rate
was allowed to float under a tight
monetary policy not solving the ongoing
crisis. Consequently, the markets slipped
into uncertainty with the lack of the receipt
of cerrect signals from the Central Bank.

The Central Bank's monetary and
currency policies play an important
role.

The first step taken in the program was
to satisfy the borrowing needs of public
and Funds banks by issuing a special

Table 3 1999 2000 2001
{Annual % Change) | (Annual % Change) | (Annual % Change)
June Dec. | June Dec. March
INFLATION
- CPl 64.3 68.8 |58.6 39.1 37.6
- WPI 50.3 62.9 |56.8 32.7 35.1
Private 47.1 48.4 | 48.6 35.7 36.3
Public 62.3 117.7 | 84.3 24.7 31.7
INTEREST RATES (Level)
- Nominal 108.2 06.6 [37.1 40.8 193.7
- Real 38.5 258 125 1.2 120.6
EXCHANGE RATES
- .S, Dolar 38.3 71.7 {493 28.7 67.5
- Basket (1USD+0.77ELD 54.7 60.6 | 43.7 221 63.1

PAGE 2



TUSIAD QUARTERLY ECONOMIC SURVEY
I

Financial Market Pressure Index (February 1988=1)

e Ibn

=

i .

W] LT Y T T
0 1 + +
-1
OGOOOOG\G\C!O-——«ﬁﬁﬁ!hlmmmwwmlh\c\ov_‘:l\r\wooCOG\G\DDM
EEE SRR FFHERRR T LRRRREERR 22288 2
I Ny Oy B0 NS e GNO  S W O 60 B0 e D s O ] P ] e (D o6y 00
QGP‘OF‘OGDO‘—‘OOOO#‘QP‘GOOOHDDOOHOMQQO

The index value exceeding the upper and lower bounds, which are determined as £1.5 standard deviation
Jrom ihe mean , indicates pressure on financial markets. Sowrce: TUSIAD Economic Research Depariment

type of treasury bonds. These bonds
aimed at supplying the required liquidity
and consequently eliminated the banks’
O/N borrowing requirements. In light
of the monetary policy, the Central Bank'’s
priority is to decrease the interest rates
volatility and to stabilize the exchange
rate (Table 4).

Compared to end-January, the Central
Bank’s securities portfolio increased by
11,726 Trillion with the issue of special
type of T-bonds. Through the result of
limited sterilization, the receivables from
the open market positions increased by
7,850 trillion T.L. Balanced by the
reduction in the reserves, the reserve
money increase was limited to 1,328
Trillion T.L and the O/N interest rates
stabilized at about 80%.

The Central Bank implicitly assumes
the restoration of credibility in its
monetary policy.

The implemented policies are aimed to
stabilize the financial markets under
current lmitations. As a first step, the
program envisages a sustainable decline
in interest rates through restoration of

credibility simultanecusly in domestic
and international markets. This will also
eliminate expectations for a new
devaluation. Therefore, the Central Bank
will not be able to sustain its current
monetary policy in procurement of
external resources and regaining of
credibility should any further delays or

The public sector reform should not
only be restricted to current measures.

In the last decade, the policy makers have
lost their control over the budget owing
to serious deteriorations in the public
finance. On the other hand, extra-budgetary
funds, public banks, SEEs and social
security system formed expenditre leaks,
which could not be monitored in the
budget.

Consequently, the legislation increasing
transparency in public sector should be
institutionalized. The resources gained by
extending one-off taxes of the year 2001
(Table 5) must be substituted by the
sustainable reforms foreseen in the public
sector. The tax reforms, which were
forgotten with the relief of the previous
year’s satisfactory revenues from one-off
iaxes, must immediately be put into effect,
For a sustainable recovery lest erodling the
rax base, rather than levying additional

Table 4 CB Reserve OMO Net FX. Security
Trillion Money Money Liabilities| Position Portfolios
TL TL
Ociober 3,092 5,105 -2,892 5,476 2,865
November 1,802 5,140 4,266 4,339 4,195
Pecember 979 5,949 -3,219 2,103 6,489
January 3.537 4,589 -1,705 4,785 3,328
February 1,938 5,902 -4,550 3.314 6,736
March -1.787 5,823 -8,765 467 11,970
April -2,41% 5918 -9,555 -1.608 . 15,055
Change
(April- -5,950 1,328 -7,830 -65,393 11,726
January)

disturbances occur in political
performance expected. Under this
rationale, necessary steps must instantly
be taken by the government in order to
determine a framework of disinflation
policies reflecting onto the expectations
for the year 2002 with the regaining of
stability in the markets.

Table 5 As % of GNP
1999 2000 2001*

Revenues 24,2 26.2 255

- Tax 18.9 21.2 20.5

- Others 4.9 4.9 5.0
Expenditures 35.8 36.6 -

- Interest Rates 13.7 15.8 -

- Primary Balance 2.1 5.4 5.6

- Consolidated Budget Balance -11.5 -10.4 -
*Government announcements
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taxes, administration and structure of tax
system should be amended. Broadening
the tax base and realization of public sector
expenditure reforms will mean that the
budget will again become one of the
leading public finance tools. Long-term
factors such as the competitiveness of
the real sector and foreign direct
investments must be taken into account
in reforming public finance. Furthermaore,
private sector's opinicns must also be
consulted for this reform process.

The rehabilitation of the banking
sector is henceforth a condition of
must.

Subsequent to the crisis, the measures
and steps taken by the Government and
international institutions are highly
significant in order for the markets to
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gauge the speed of recovery. However,
it is with certainty to reflect that
developing countries having previously
experienced economic crises have firstly
implemented programs to rehabilirate
their banking sectors. A detailed reform
package is needed to restore depositors’
confidence in bankers, and to rekindle
the idle economy.

Similar to cases in other countries, in
Turkey the problems in the banking
sector can be examined in two parts:
private and public banking sectors. The
problems of these two sectors and the
concerned reforms needed are highly
dissimilar. Although the public and Funds
banks are financed by the Central Bank
and the Treasury Bank operations, strict
and sustainable actions must immediately
be taken to further a program to be
formulated regulating their procedures
of liquidation, autonomy and
privatization. The private banks, however,
initially need a sound macroeconomic
environment (o operate and their asset
structure has to be strengthened. Under
this rationate, the private banks should
be evaluated separately according to
their problems.

1. Prospects For 2001

Foreign financing appears to be a
prerequisite for optimistic scenarios.

The macreeconomic scenario, leaving
no room for monatization to hyper-
inflation or consolidation of domestic
and international debits, is viable under
these assumptions: The new program
adopting and strengthening the structural
front of the previous one is approved
and supported by IMF; 9.5 bn. USD
would be supplied by IMF with an
opportunity of budgetary use; and World
bank would supply 2.5 bn. USD in order
to support structural reforms,

In the aftermath of the crises,
positive growth is not expected in
2001.

The crises hit the Turkish economy at a
period when production and
employment seemed to have slackened.
Along with the liquidity crises and
devaluation, headed by the financial
sector, all economic agents have widely

been injured and will experience a
significant contraction this year. The
banking sector considered to have been
injured most seriously in the crises.

However, in addition to the above, the
real sector will also be adversely affected
by increasing prices of raw material and
severe contraction in domestic demand.
Consequently, in the following period
we will experience a cost driven rather

than a demand driven inflation.-

Therefore, should additional burdens
such as Social Security premium hikes,
supplementary taxes and so forth be
imposed due Lo the tight constraints of
Fiscal policy, the real sector might suffer
further. TUISIAD expecis a negative
growth of 5.8% on average for 2001,
which amounts to 10.3% in the second
quarter.

Should the public sector reform be
limited to current expenditure cuts,
the declared 5.1% of the primary
surplus is, then, too optimistic.

Being in need of an extensive borrowing
in 2001, the Treasury will be negatively
affected by the reform deficiencies. In
this case, taking increasing interest rates
into account, its financing will become
mare difficult both in domestic and
international markets even if the current
public deficits remain constant. Even
under the assumption of foreign financing
allowing budgetary use, 3.1% and 5.5%
of primary surpluses respectively in
consolidated budget and public sector
are too optimistic.

TUSIAD expects budget income and
expenditures to be 47.5 and 77.4
quadrillion T.L. respectively. As a
percentage of GDP, primary surplus and
consolidated budget deficit are expected
to be 4.8% and 15.8% respectively.

In the first half of 2001, considering
the overloaded structural agenda
political performance will be crucial.

Politics have played a major role in the
recent crises. The highly significant
portion of what must be done to regain
credibility in the markets is composed
of laws to be issued and structural
reforms. The satisfactory rollover of
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quite high debt repayments especially
in May and June will be the most
important criteria to evaluate the
government's performance. TUSIAD has
estimated that interest rates on the
primary market will be 99.3% on average
in 2001 and the real interest rate to he
29.9% ‘

The devaluation has resumed the
achievement gained in curbing the
inflation.

While devaluation increased production
costs and interest rates have inflationary
effect, the slowing down of the economic
activity has a counter effect. The net
effect will be inflationary. Due to the
expected contraction in domestic
demand, the increase in consumer prices
will be smaller than that of the wholesale
prices. The fact that the program targets
a significant development in SEE’s
primary surplus (Almost 1.6% as
percentage of GDP) assumes that the
acdlministration prices will reflect the
increasing cost of devaluation. Under
the assumption of satisfactory oil prices
and Euro/Doliar parity rates in 2001,
TUSIAD estimates WPI and CPI to be
59.8% and 55.6%,
respectively. At the end of the year, the
nominal USD rate is expected to be
1,268,468 TL and the increase in WPI
and CPI will be 74% and 060%
respectively. '

on average,

In 2001, the current accounts balance
is expected to give a surplus.

As a resuli of the serious tightening that
is estimated for 2001, TUSIAD expects
imports to decrease by 18.9% and exports
to rise by 8.9% lin nominal terms].
Consequently, the foreign trade is
expected o decline to $14 billion dollars.
While a large amount of increase is
expected in tourism revenues in 2001,
as a result of increasing interest
repayments, TUSIAD estimates the
invisibles to be $17.2 hillion dollars and
the current account surplus to be
$3.1billion dollars,
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QUARTERLY ECONOMIC SURVEY
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GRAPH 1

TiisiaD QUARTERLY ECONOMIC SURVEY
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TUSIAD QUARTERLY ECONOMIC SURVEY
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GRAPH 3
BUDGET DEFICIT
e (At 1994 Prices) TL Billi
illion
100000 A (TL Bdhon) S e e e o (N )_400000
50000 1 """_""':‘:' I ;' e : f————L 200000
01 gt ' UG L o
50000 4 :
; ‘ - 200000
-100000 - - - - e j
: : ? L 400000
150000 #-mree b i s i
2200000 =+ e e e e e e b L ’ - -600000
2soo0ed i L gooaoo
ol o B« s B N = N s R e R e B e B S o M B TS T T~ s~ - B T BV S Vo WS B o Y o e Bl S ¢ v o B or N R o o R o o B T i
R L L L E e e E
SOOOOOOOOOOODDDOODODDDDDODDDODOC}OOOOOOOOOO
{1 Monthly (left scale) 12 menths Cumulative {right scale) Primary Surplus {right scale)
GRAPH 4

CURRENT ACCOUNT BALANCE (*) m
1500 (8 Million)y o (8 Million)

L L 4
1000 - R _ t000
- 2000
N _ i | | | I| ‘"
i = 0
. |. N L 11 U
I | i II Y ‘I|]| | "||]||]|’ ‘U'""""‘lﬂ"«u' | M1 ‘ |I| - 2000
-500 4 ”' | SN - - -4000
: : l 1 L 6000
: : { - -5000
-15 _ S — - o L - —— W™
o0 : : : ; 3 . ] - 10000
2000 doo B o e e e e b L 12000
MmN D Q O = = = AN OO U DN N ND I m SN0 A
[« o B¢ o T s N o B e o B e N o N o SN o S o N o N v o o A e e A A = N o & A & N - S~ R e R - R s R e N - A = e i = . i = ]
SR T NN Tl RN R S SR SN S RO R R TG T T el T e Tl T e T T e Tl e e el T S T TS e T T e e
AN L AR e L AR N AR N L AT s R AN VAT < LS e B TS N T T T o e T Vi O A B T o e T T S (N T T S N N ¥ A
OO0 00 000000000 O o0 OO0 Qoo o000 0oCcC oo oCoCO o oo
[ Monthly (left scale) Cumulative for the last 12 months (right scale}

(DMonthly figures include shuttle trade since 01/96.

GRAPH 5
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GRAPH 6
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GRAPH 9
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GRAPH 12

CENTRAL BANK FOREIGN EXCHANGE RESERVES
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GRAPH 13
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GRAPH 14

BUDGET EXPENDITURIES
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External Terms of Trade
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