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Summary and Conclusion

The consequences of the terrorist
attacks would certainly not be in favour
of global economy.

There is a widespread consensus that the
world would be different in many respects
after the atrocious terrorist attacks against
the US. The attacks were at a hitherto
unprecedented scale with respect to
organization and its results. Corollary,
prospects suffer from being highly
subjective. However, since the terrorist
attack came when the recession in the US
and global economy were already rife, the
certain outcome "would be a depressed
global economy." The first implications
have signalled that the business, consumer
and financial market confidences are hit
and demand has contracted worldwide.

Turkish economic administration
should be proactive to deal with the
adverse consequences of the terrorist
attacks.

With respect to Turkey's ongoing
macroeconomic program, the contraction
in global trade and tourism volume, increase
in raw material prices and the shortage of
available international funds are among
the most hazardous probable implications
of the changing global setting. In an
environment where countries will have to
rely more on internally generated growth,
the remedies sought for the recovery of
real sector likely to be home made.
Moreover, the slow down in world economy
and travel would further limit the desired
hike in the export and tourism performance.
Therefore, the problems of the real sector,
stemming from the weak domestic demand
and the scarce financing abilities at home
are likely to survive for a while unless the
economic administration takes the required
steps. Taking the market sentiment and the
constraints of real sector in account, the
macroeconomic program, which is mainly
aiming to rollover the debt stock, should
be re-evaluated. Otherwise, considering
that the international funds will be prudent
and limited in the following year and the
high financing need of the public sector
will crowd ourt the real sector, the exit from

Oh. deep in my heart. I do believe-
We shall overcome some day.

Pete Seeger
the recession is not likely to happen without
a significant loss in the country's production
potential. While the distress on production
is directly transformed to labour, the fell
in real incomes in turn adversely affect the
domestic demand, production and labour
paradoxically, Unless the problems of the
real sector are resolved, the rehabilitation
of the banking sector will be slowed down
through the distorting effects of non-
performing loans on the asset structure.

Mutual distress, both in financial and
real sectors of the economy, needs
simultaneous resolution.

Turkey has entered a phase of restructuring
not only in economics but also in politics
and social life. It's certain that the reform
efforts in the public finance and banking
sector will also be vivid in the corporate
sector. Restructuring in the corporate sector
should not be evaluated as credit
restructuring with more favourable interest
rates and maturity, but as permanent
changes in the traditional way of handling
business both in banks and companies.
These upcoming changes will certainly
constitute topics such as risk management,
credit ratings, effective credit utilization,
ete. In order to fasten the transition process
in transparent and effective way, some
micro legislation is required in fields such
as taxation, bankruptcy, required reserves,
mortgages, etc. Considering the importance
of the problem, the government's role to
contribute this voluntary approach of
financial restructuring should be promptly
constructing the legal framework.

Output and Inflation

The severe contraction experienced
after the devaluation of TL caused the
expected 2001 GNP to decline its early
90s level.

The main motive of the ongoing stabilization
program so far, has been to suppo:t the
rehabilitation of the financial sector and
achieve debt sustainability, Monetary
aggregates, interest and exchange rates are
fully employed for this purpose and
domestic and external funds are channelled
in. However, the interest rates remained
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high due to the increase in capital
outflows and the lack of confidence
in the financial markets. Along with
the negative income effect of the
devaluation and the widespread
dollarisation, the economic activity
contracted severely with the slumped
domestic demand. As of June,
consumption and investment
expenditures declined 11.5% and 32.1%
respectively on annual basis. Beside
the unfavourable domestic market,
the soared financing needs and its
scarcity have hindered the real sector
to pave its way out of the recession
through exports. For the rest of the
year, the cloudied global environment
does not leave a room for optimism
in tourism and exporl revenues.

Increasing unemployment and the
real decrease in wages further
suppress the domestic demand.

The reflection of the banking sector
crisis on the real sector felt as the
scarcity of the available funds and this
adverse effect hindered the production
plans towards both domestic and
international markets. Approximately
10% decrease in seasonally adjusted
industrial production in the third
quarter and low capacity utilization
rates indicate that the slowdown in
economic activity is still a cold fact.
Also on the labor side the picture is
not a rosy one. Considering that the
production worlkers in the industrial
manufacturing industry posted a real
decline of 2.4% in 2000 despite the
vigorous growth of 6.1%, the additional
8.8% of decline as of June this year
display the problems on labour side.
Besides the increasing unemploymen,
the 14.6% of real decrease in wages
accounts most of the slump in domestic
demand.

The failure in attempts to curb the
inflation, further strengthens the
backward indexation in price
settings.

Economic administration embarked
upon the stabilization program in 2000
with a considerable adjustment in the
administrative prices. Due to the lag
in transmission mechanism, anchored
FX policy and disinflation campaign,
the response of the private sector was
limited and compensated by using the
economies of scale and productivity
increase. Following the devaluation
in February, though the administrative
prices and imported input and energy
prices soared, the consumer prices

Table 1 2000 2001
(Annual % Change) (Annual % Change)
1. Quarter 1. Quarter 1. Quarter 1. Quarter
DEMAND
- Private Consyumption 4.3 4.7 3.3 -11.5
- Public Consumption 0.7 12.6 0.3 5.7
- Fixed Capital 9.2 7.4 -11.6 -32.1
GDP 5.6 6.4 2.2 9.3
GNP 4.2 4.9 4.5 . -11.8
SUPPLY
- Industrial Production 3.1 4.5 0.7 -i1.2
- Capacity Util, (Level) 72.6 76.3 70.0 70.6
- Manufaciuring Industyy
Production Workers 6.1 2.1 -1.3 -8.8
Real Wage per hout 0.4 0.7 3.9 -14.6
nentloymiert 3 62 56 69

were suppressed due to the knife-cut
decline in domestic demand. In
September, the seasonal increase in
demand enabled the private sector to
realize its tendency to adjust its prices
upward. The monthly increases in CI'I
and WPI were 5.9% and 5.4%
respectively in September. Since the
beginning of the year, while the
increases in public and private
manufacturing industry prices
amounted to 82.8% and 69.7%
respectively, WPI and CPI recorded
increases of 62.8% and 47.6%. As there

rise to 106.3% and 64% of GNP
respectively at the end of this year.
Therefore, the debt trap constitutes
the main constraint for ihe
macroeconomic scenarios of 2002. In
lighs of debt dynamics, TUSIAD
envisages that there will not be major
difficulties in the rollover of the debt
stock under the following assumptions:

" principal payments to the government

securities maturing in 2002 in the
portfolios of public (TL 14 quadrillion)
and SDIF (TL 3.2 quadrillion) banks
will be completely rollec-over via new

Table 2 1999 20040 2001 2001
(% Change) Jan. Jan. Jan. Jan. Sep.
Dec. Sep. Dec, Sep. Sep.
INFLATION
- CPI 68.8 26.9 39.1 47.6 61.8
- WPL 62.9 237 327 62.8 74.7
Private Manuf, 59.7 26.7 33.7 69.7 79.8
Public Manuf. 130.0 15.8 20.2 82.8 89.9
Manuf. Ind. Price Index
(Priv./Public, 1994=100} 875 72.9 739 74.1 74.8
EXCHANGE RATE
- US Dollar 71.6 26.1 28.7 117.6 122.1
- Basket 60.6 18.5 22.1 119.5 126.2
INTEREST RATE
(Level, Average)
- Nominal 108.6 36.5 37.0 105.7 88.6
- Real 36.3 -13.2 9.5 344 26.0

is no nominal anchor to tame
inflationary expectations and the
contracted demand so far suppressed
the cost adjustments in prices, the
following months with an expected
stight recovery signal some inflationary
pressures would be faced with.

Fiscal and Monetary Policies

1n the aftermath of twin crises,
soared domestic debt stock
restricts both fiscal and monetary
policies.

As a cost of banking reform, total and
domestic debt stocks are expecied to
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issued securities, supplementary
financing facilities will be approved
by IMF amouniing to due foreign debt
redemptions (15 billion $), real interest
rates will reduce to 12% on average,
primary surplus will reach to 4,5% of
GNP and maturities of domestic debt
will be 210 days on averagc
respectively. According to this scenario,
total debt service rise to TL 162.6
quadrillion in 2002, with a breakdown
of domestic and foreign debt services
of TL 133.3 quadrillion and TL 29,6
quadrillion respectively. While the
borrowing - redemption ratio from
market will attain to 85%, TUSIAD
estimates that total debt stock o GNP
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ratio will soar to 110% at the end of
year.

Consolidated budget targets for
2002 seem to be inconsistent with
economic realizations.

Considering that the official GNP
deflator estimation for 2002 is 46%,
first remarkable thing about
consolidated budget targets is the
expected increases in budget revenues,
expenditures and primary surplus of
50.3%, 25.6% and 24.7% respectively.
Primary expenditures, that are, other
current, investment and personal
expenditures are targeted to increase
in real terms by 11.2%, 1.1%, 0.6%
respectively. However, interest
expenditures are estimated to rest at
the previous year level in nominal
terms and post a real decrease of
27.8%. Since the average debt maturiry
of government estimates is
optimistically long and loss of
exchange rate devaluation in FX
dominated delit stock is excluded in
the projections, the government targets
significantly diverse from market
expectations. In 2002, an expected
real increase of 3% in tax revenues is
highly optimistic when it's remembered
that 2001 is a vear of unprecedented
contraction with severe losses in all
sectors, Consolidated budget forecasts
of TUSIAD couldd not attain the claimed
fiscal adjustment for 2002. Considering
that the public hanks will continue 1o
support the domestic debt
managemnent, public sector will again
be the main customer financial
markets, the crowding out effect will
continue for the real sector in the lack
of foreign borrowing facilities, it can
be argued that primary surplus will
rest below its rargeted level and the
budget deficit will be worse than
envisaged.

Composition of domestic debt
stock restricts the monetary policy
of Central Bank.

The change in the composition of the
domestic debt stock ruled out the
post-devaluation uand hiked domestic
debst stock scenarios of a probable
monetisation or reel depreciation. The
ratio of securities with floating interest
rate and FX dominated honds to total
stock has risen to 52% and 33%
respectively. While the mentioned
concerns of the markers lost their
validity as a consequent of this
considerable change, the Central
Bank's fiscal dependence increased.

!

Table 3 As % of GNP Annual % Change
2000 2001 2002 2001 2002
Expenditures 37.0 42.2 35.0 67.5 25.6
Primary Expenditures 20.8 20.3 19.7 43.2 47.6
Interest Expenditures 16.2 22.0 15.3 98.6 5.6
Revenues 26.6 27.1 25.3 49.9 41.8
Tax 21.0 20.9 20.6 45.3 50.3
Other 5.6 6.3 4.7 67.4 13.7
Budget Balance -10.4 -15.1 -9.6 112.1 -3.4
Primary Surplus 5.8 6.9 5.6 74.2 247
Deflator (%) - - - 60.3 46.0

As of October, the monetary base
posted a decrease of 19% in real terms
with respect to beginning of this year,
Central Bank has designed its monetary
policy with the aim of supporting
Treasury's debt management and it's
signaled that tight monetary policies
would be followed. Though the
amount injected through OMO to the
market amounted to TL 10 quadrillion
as of end-April, the Central Bank
reconfigured its monetary policy from
May onwards. In order to substitute
OMO oriented financing of public and
SDIF banks, special issue of
governnent securities supplied by the
Treasury on their portfolio was
purchased by the Central Bank. This
expansion has been gradually sterilized
through FX auctions and with the help
of the Treasury, by borrowing niore
than redemption policy. As a result of

rate, Central Bank chose a passive
role with the adoption of floating
exchange regime. The reining
ambiguity disabled any attempts o
foresee the outcomes of economic
activity. Hence, financial system
decided not to carry further open
positions and after the voluntary debt
swap served for this aim. Beside the
evaporation of open position oriented
international finance, the increased
uncertainty shortened the average
maturity of the deposits and together
they contributed to the severe credit
crunch. As of end-September, money
in circulation, demand deposits and
time deposits fell in real terms by 5%,
14% and 8.5% respectively compared
to previous year. However, as a
consequence of the devaluation, M2Y
posted a real increase of 12% due to
the 35% nominal increase in foreign

Table 4 2000 2001
December March June Sept.
M2¥ (trillion TL) 57,167 71,477 83,966 101,415
Composition of M2Y (%)
Currency in Circulation 5.6 4.3 4.6 4.4
Sight Deposits 8.7 7.2 7.4 5.9
Time Deposits 43.0 42.1 36.1 31.4
Foreign Exchange Dep. 42.6 46.4 51.9 58.3
Total 100 100 100 - 100
Domestic Debt / M2Y 64.6 "71.1 107.6 104.3

budgetary usage of supplementary
IMF credit, expansion of NDA has
been balanced with decline in NFA
and monetary hase contracted in real
terms.

Tight monetary policies and the
change in the asset structuare of the
banks crowd out real sector from
financial markets.

Following the devaluation, the Central
Bank failed to institute a nominal
anchor to domesticate the expectations.
While the major concern of the markets
was the high volatility of the exchange
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deposits. The failure of the program
in restoring confidence in financial
markets caused the interest rates to
stay at higher than desired levels and
the devaluation continuved with an
expansion in share of foreign exchange
deposits in M2Y, reaching 58.3% as
of end-September. Moreover,
realization of FX risk, consequent
meltdown in bank assets and banking
reform aiming to downsize public and
SDIF banks contributed to the 25%
real decrease in deposit banks' credit
volume. The real decreases in the TL
dominated credit volume of public
and private banks amounted to 45%
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and 40% respectively. The real
decrease in total volume reached to
40% in the same period.

Foreign Trade and Balance of
Payments :

The finance of re-entering the
growth path seems to be limited
to the domestic resources.

To overcome the adverse effects of
recession in the economy, firms
switched to international markets after
the devaluation. However, despite the
substantial competitive advantage
gained by the exchange rate
adjustment, afore mentioned problems
(exchange rate instability, credit
crunch, need for financing etc.) limited
the export performance to deployment
of inventories. Recession of world
economies further curbed the exports
and there had not been sufficient
contributions to the production
capacity. Thanks to the exchange rate
adjustment, Turkey have benefited
from the increase in tourism and
exports revenues so far. Therefore,
economy administration has to stir the
economy up with measures in favour
of revitalising the domestic markets.

The capital outflow initialised by
the November crisis has reached
considerable amounts.

Slowing down of production, since
the end of the year 2000, accompaniecl
by decrease in imports with following
crises, have caused foreign trade and
current account deficits to contract
sharply. While tourism revenues
increased by 16% relative to the same
period of previous year, foreign trade
deficit decreased by 36.8%.
Consequently, current account balance
gave 881 million dollars of surplus in
the first seven months. Considering
the capital outflows, foreign financing
so far has offseted considerable
amount of the required sharp decline
in international reserves. In 2000,
capiral inflows excluding reserves
posted an increase of 12.5 billion
dollars till November. Following the
crisis of November, the outflow rose
to 13.5 billion USD as of June 2001.
During the same pesiod, while direct

Table 5 2000 2001
(cumulated 12 months, billion$) | (cumulated 12 montis, billions$)
Mar. July Mar. July
- Bxports 7.6 18.2 8.2 19.6
- Imports 11.4 30.0 10.3 23.1
- Foreign Trade Balance -3.8 -11.8 2.1 3.4
- Current Account Balance 2.3 5.9 0.3 0.9
- Capital Movemenis 3.4 8.6 -3.1 -10.4
- Divect Investments 0.0 0.5 1.6 1.8
- Portfolio 2.1 6.0 29 -4.1
- Long Term 0.2 2.6 0.5 -1.0
- Short Term 1.1 0.5 -1.3 7.1

investments increased by 2 billion
USD, short term and portfolio
investments decreased by 6.5 and 9
billion dollars respectively. Since the
banks were unable to fully rollover
their foreign debt, 4.5 billion dollars
of reimbursement accounted for the
most of the short-term capital outflows.
Besides, portfolio investment reflects
the magnitude of the exit of foreigners
from the stock market. Unclassified
capital outflow of 1.5 billion dollars,
indicated by the net errors and
omissions account, exceeds the 10%
of the total outflow.

Prospects for 2001 and 2002

Government's revisions of 2001
targets are in harmony with
TUSIAD's expectations.

Following the twin crises, TUSIAD
based its 7.6% contraction forecast on
the assumption that foreign exchange
market will be stabilised and the price
advantage of the devaluation will be
benefited in foreign markets by the
supported real sector. We cut down
our growth forecast for 2001 to -9.2%
because of the divergences in our
base assumption as follows: the Central
Bank remained reluctant to intervene
in the highly volatile FX markets, the
policy-wise support to real sector
turned out to be inadequate and the
terrorist attacks exacerbated the
unfavourable global economy with
respect to tourism and export
performances. On the other hand,
there has not been any substantial
change in the inflation expectation
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and the end-year increase in WPI and
CPI are expected io be 88.7% and
71.5% respectively. Mainly because of
the revisions in the growth estimations,
the ratio of consolidated budget
‘primary surplus to the GNP is expected
to increase to 7% and the year average
of the nominal interests is expected
to be 103.6%.

TUSIAD's expectations differ from
government's targets due to high
uncertainties for 2002.

The main factors account for the
divergence of TUSIAD's forecast from
the government targets are the
postponement of adopting inflation
rargeting as a nominal anchor and the
lack of neither a rehabilitation effort
nor a fiscal policy aimed at real sector.
TUSIAD estimates that real economic
growtih in 2002 will increase 2.4% and
the end-year WPI and CPI increases
will amount to 49% and 51%. In the
government program of 2002, it has
been projected that there will be a
4% growth rate, the ratio of primary
surplus and consolidated budget deficit
to the GNP will be 5.6% and 9.6%
respectively and the inflation will
decrease to 31% for WPI and to 35%
for CPI at the end of the year. It is
believed that the government's targets
have been determined under the
following assumptions; substantial
capital inflow, cost reduction in public
sector, strengthened capital structure
in banking sector and the positive and
prompt shift in expeciations igniting
the growth performance.
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GRAPII 1
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GRAPH 3
CONSOLIDATED BUDGET DEFICIT
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INFLATION, NOMINAL INTEREST RATE AND USD EXCHONGE RATE
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CENTRAL BANK FORFEIGN EXCHANGE RESERVES
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