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November 3rd elections were
reminiscent, in the sense of its harsh
results, to the days of political
accountability.

A dominant culprit behind the successive
crises in rthe last decade is the lack of
government efficiency. For a long time,
TUSIAD argues that ignoring the fact that
political and social structures are
endogenous to economy causes myopia
on evaluating Turkish economy.
Correspondingly, how deteriorative the
effects of a disrupted political structure on
macroeconornic stability have recently been
witnessed by all members of the society at
a high price. Corollary, this compulsory
cost raised a public opinion that the crisis
might not only be ariributed to
macroeconomic imbalances but also to
political decay and lack of government
efficiency. The diagnosis has well rooted
in the public opinion, and the description
of the lack of government efficiency is
crystallized as the deadlocked political
party structures, politically shared public
institutions, the destructive populism
unleashed in every twe years with the
elections and the governments that easily
sacrifices economic, political and
administrative reforms in order not to loose
their ruling political power. Consequently,
the election outcomes confirmed how
strong these judgments are, and the political
parties that kept responsible for the
economic breakdown were sent out the
parliament as a sign of the urgent need of

structural reform in politics. To take the

crises, it is essential to establish

contemporary, effective, efficient and

accountable structures both in politics and

production and services.

Markets’ responses to single-party
government were better than expected.

Fundamental issue of the ongoing economic
program in the long term is the structural
reforms, intending to subdue the fragility
of Turkish economy via establishing the
rules and institutions of market economy
in order to develop a sustainable and low-
inflationary growth environment. However,
the weakness of the previous coalition
government’s resolution in the issue was
one of the reasons that slid Turkey into
the crisis. On the other hand, a single-party
government has come into the power for
the following five yeal'é. This development
paved the way for a slump in risk premiums
in markets and granted an important initial
advance to government. Compared to April,
when the political ambiguity had first
appeared, as of end-November the annual
inflation rate decreased to 33% from 58%,
exchange rate shrank to 1,512,612 TL from
the level of 1.7 million TL in the end-June,
and interest rates on government securities
decreased to 50% from 55% for similar
maturities. Within the same period, index
of ISE-100 reached to the level of 13,300
due to the slippages in nominal interest
rates and exchange rate. These positive
developments partially continued in the
heginning of December, at the time that
international issues were placed high on

the agenda.
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Primary expectation behind the
support to the new government
was conditioned on the decisive
action towards the implementatiot:
of the economic program.

Turkey has certainly become very
experienced in preparing stabilization
programs during the last decade.
Unfortunately, this success in theory
and diagnosis was not able to manifest
itself in practice. Therefore, public
opinion becomes more uniform
around the fact that problems are
known in advance but the
implementation remained nevertheless.
Markets have welcomed the $16 billion
Stand-by agreement signed with IMF
at the beginning of 2002 covering
period of 2002-2004. In principle, the
program points out almost all
macroeconomic and microeconomic
structural policies necessary for Turkey
to enter into process of sustainable
growth. Hence, from the standpoint
of markets these stractural reforms,
the backbone of the program, have
to be implemented immediately.
Today, public opinion more closely
monitors these developments ever
than before. Actually, besides the
unfavorable conditions in the
international arena, new government’s
uncoordinated statements on the
abolition of fiscal clearance,
postponement of public procurement
law, tax amnesty and the loosening
of primary surplus target triggered the

volatility in financial markets.

International support for the
economic program also depends
on the further developments in
structural reforms. |

It's concrete that Turkish economy
has been prone to outcomes of crucial
international issues. During this period,
foreign policy has become the main

premise and crowded out the

economic, social and political agenda
of the pre-election period. As a matter
of fact, the elections held in the middle
of an economic stabilization and
restructuring program. The government
undertook to carry the program on
with its baselines. During the pre-
negotiation period, all actors, including
IMF seemed to be satisfied with the
clear declaration of the government
to adopt the economic program.
However, government’s attitude
patticularly towards public reform and
fiscal discipline will be the key element
in this issue. Meanwhile, impending
war on Iraq threatens many of the
countries in the world. While the hike
in oil prices jeopardizes the economic
activity, the slowdown in world
markets will dampen the financing
possibilities for developing countries.
Therefore, the only safe harbor for
Turkey to reduce its fragility seems to
be the implementation of the economic
program with its structural

conditionality.

I. Global Economic Qutlook

External demand is expected to
remain sluggish until mid-2003.

Strong global recovery in the beginning
of 2002 was not sustained and the
world economic activity has again
slowed down since the second quarter
of 2002, The rebound at the beginning
of the year was a technical recovery
due to the rapid depletion of
inventories and it is signaling the
positive shift in expectations as well.
Subsequent slowdown as of second
quarter came as confirmation that

sound economic and financial
fundamentals had not yet been
completely restored, and the capital
overhang had not vet been fully
worked through and equity valuations
were perhaps still too high. During
this period, the fears that were raised
due to corporate scandals have spread
through all advanced markets and
deteriorated the prospects for 2002
and 2003. As of Qctober, although
the stock market evaluations of
investors have signaled to move back
to normal, the restored confidence
had been inadequate. Therefore, the
current sluggish spending is expected
to continue until mid-2003 since both
businesses and households adjust their
behavior with a lag. Looking at
individual countries, in the United
States, for the third quarter of 2002,
quatter-on-quarter real GDP growth
was 1.0%, mainly driven by private
consumption. However, the latest data
on consumption and the lagged
negative effect of fall in stock markets
indicate that this relatively high growth
rate is not expected to continue in the
last quarter. Japan economy recovered
during the first half of 2002,
underpinned by a low level of
inventories and a sharp jump in
exports. Prospects for growth depen,
to a large extent, on developments in
its major export markets and the work
out of non-performing loans problem.
In Euro area the real GDP rose by
240.3, and final domestic demand grew
by %40.5 with increasing its contribution
to growth. Also, net exports increased
by %0.1 and its contribution to growth

Table 1.1 GDP Projections”

(Annual % change) 2002 2003
World 2.8 37
USA 23 26
Japan -0.7 0.8
Euro area 0.8 1.8
Developing Countries 4,2 5.2

*
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Source: OECD Economic Qutlook, December



TUSIAD QUARTERLY ECONOMIC SURVEY

Composite Leading Indicators*

!

% Graph 1.1
15.0
5.0 Fe AR, Y, WS S OO
0.0 TF
B T RN NPT OPUS S SRS SRR W
-lo'ommw N - - L S - - - = = =
\ — =
2RI FREFTHFREEEEFZ 8 3F 5 8 8
— —- — [ g — = o = — [ g — - — I~ — I~ — I~ el -
o o o o O o o o o o o o °o o o o o 8 5 o
— Euro Area Japan — U.5.
Source: QECD

*Annualised 6-month % change

remained positive. The weak economic
activity in Germany, the engine of the
region, also limits the growth prospects
of the region. Financial instability in
Brazil and the continuing recession
in Argentina jeopardize the economic
outlook of Latin America. In Brazil,
the volatility in financial markets, and
high interest rates increase concerns
about the future servicing of public
debt. In Venezuela, the strike that took
place during December has curbed
the country’s debt payments by
decreasing its oil income and cloudy
prospects for the country’s economy,
which already contracted 6.4% during
the first nine months. Emerging
markets in Asia owe their success in
2002 mainly to the high level of
consumption and their robust
performance in exports. Besides, the
prevention of a slip back into recession
in the USA has also played an
important role behind their success,
Region’s buoyant economy China
grew by %8.0 in 2002 and recorded
a higher growth rate than previous
year’s %7.3.

Jump in oil prices jeopardize the
global economic outlook.

Although the war impending on Irag
is quite likely, it is the major
impediment to progress in stock

markets and investment/spending

decisions due to uncertainty about its
timing. Oil prices have stood outside
the $22-28 price band along with the
rising possibility of the operation.
Moreover, oil prices climbed above
$30 a barrel by the last week of
December due to the oil workers’
strike in Venezuela, which is the fifth
largest oil producer. Although, OPEC
announced that they would expand
oil production to keep oil prices at a
reasonable level if prices remain high
for permanently, attitudes of Russia
and the countries in the region during
the war will determine the oil prices.
While the increasing oil prices brings
down the world’s economic growth,
weakening of financial markets
produces unfavorable conditions in
terms of declining financing
possibilities, and slippage in investment
and consumption spending due to

wealth losses.

. OQutput and Inflation

Industrial production and trade
mainly drove growth

performance.

In the third quarter, GNP and GDP
rose by 7.8% and 7.9% respectively
with respect to same period of
previous year and carried the 9-months
average growth to 6.2% and %6.5
respectively. In a supply side analysis,
it is observed that industry and trade
are the leading sectors followed by
agriculture and transportation.
Although there is a2 weak base year
effect, industry, trade and
transportation sectors have also
increased in real terms during the first
nine months. Industrial production
has maintained its strong performance
throughout the year and as of third
quarter it contributed to GNP growth
by 2.5% points which was the highest
contribution among sectors. In second
quarter, trade sector posted a
significant increase aided by the weak
base year effect. However, it has
retained its momentum during the
third quarter and contributed to GNP
growth by 2.1% points, particularly
via wholesale and retail trade. Another
significant contribution came from the
better-than-expected growth of
agriculture within the same period.
The hike in industrial production
stimulated the import of intermediate
goods and spurred the total imports

accompanied by a 26% increase in
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Table 2.1 GDP 2001/Q3 2002/Q3 2002/Q3
Sectors (Annual % Change) (% ggmfgf%ﬁr to)
- Agriculture 6.0 6.6 1.6

- Industry -8.9 10.5 2.5

- Construction -7.8 -2.0 -0.1

- Trade -7.5 9.7 2.1

- Transportation and Comm. <5.0 5.1 0.6

- Financial institutions -6.8 -3.2 -0.1

- Import duties -28.0 25.0 0.9
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Contributions to GDP growth 2001 2902
Table 2.2 (% point) Q2 Q3 Q2 Q3
Private Final Consumption -8.2 -6.4 1.5 1.7
Government Final Consumption 0.6 -1.0 0.2 0.8
Gross Private Fixed Cap. Form. 7.3 -7.9 0.5 03
Gross Public Fixed Cap. Form. -2.6 -1.4 0.2 1.4
Change in Stock -8.7 0.4 12.6 3.3
Exports of Goods, Services 2.9 1.7 22 5.3
Import of Goods, Services () -14.4 -8.3 7.2 4.8

import duties. Accordingly, import
duties contributed to overall growth
by 1%. Similar to previous periods,
the only contraction among the sectors
came from the construction and
banking sectors. The banking sector
is again the only sector posting
consecutive contractions since the

beginning of the crisis.

The increase in both domestic and
external demand underpinned the
high level of industrial production
and maintained the inventory
building, but its pace slowed
markedly.

From March onwards inventory
building has maintained its importance
in industrial production and
contribution of 6.9% points during the
first nine months makes it the major
determinant of growth. The decline
in inventories pulled down the growth
by 4% points in 2001. However,
inventory building increased markedly
in 2002 due to positive shift in
expectations along with the
appreciation of TL. The increase in
inventories contributed 5.9%, 12.6%
and 3.3% points to the GDP growth
in the first three quarters respectively.
Although the rebound in domestic
demand in the third quarter was
limited, expectation of a recovery in
demand after the elections and the
strong performance of exporting
sectors in manufacturing industry

prevented inventories from depletion.

The modest increase in private
consumption expenditures
goes on.

In the third quarter, the private
consumption expenditures grew by
2.6% with respect to same period of
previous year. Besides, 90% of this
increase was accounted for by food
and services expenditures along with
the effect of seasonal developments.
On the other hand, the downward
trend in real wages, the ongoing credit
crunch and 10% unemployment
indicate that the demand will only
gradually become satisfactory by mid-
2003. The sharp jump in public
spending was due to the pre-election
period. While the current expendinures
remained constant in reel terms, 28%
jump in other current expenditures
contributed to GDP growth by about
1.0%. However, such a development
has indicated a digression from fiscal
discipline and in the following months
this had been verified by the breach
in primary surplus target of 2002.

In the last quarter, an increase in
private sector invesiment
expenditures is expected.

Parallel to the consumption
expenditures, the decision of early
elections taken during the third quarter
triggered the public investments and
it's spurred by 30%. Thus, with its
consumption and investment, public
sector has contributed to GDP growth
by 1.0% and 1.5% respectively. Decline

in private sector investments has
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continued -but at a slower pace-, and
shrank by 2.1% in the third quarter.
Despite the hike in public investments,
the share of fixed capital stock in GDP
dropped to 18% indicating the lowest
level since 1980. Better-than-expected
responses of markets after the
elections, capacity utilization ratios
being operated close to their potential
levels and the weak but positive
growth in machine and equipment
investments point that in the next
period investments will have more
significant contribution to growth
despite the increasing concerns about
Iraq.

Inflation rates fell to historical
lows in 2002.

Monthly growth rates of WPI and CPI
fluctuated around their target values
tﬁroughout the year. According to the
seasonally adjusted figures, while the
monthly increase in CPI realized at
2.2% due to ongoing sluggish domestic
demand, WPI grasped at around 2.3%.
The increase in the costs due to the
deterioration in financial instability
during the May-June period adversely
affected WPI. Subsequent to the
optimism in the post-election period,
the increasing threat of Iraq issue,
ongoing Cyprus conundrum and the
contradictory statements of
government about the procurement
law, fiscal clearance and fiscal
discipline hurt the expectations in the
financial markets. Consequently, while
Central Bank intervened in the FX
market due to the excessive volatility,
benchmark interest rates surged by
10% points and oil prices climbed
above $30 a barrel by the last week
of December. In parallel with these
developments, WPI grew by a higher-
than-expected 2.6% in December,
while CPI increase stood at 1.6%. End-
year WPI and CPI growth rates
dropped to 30.8% and 29.7%
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respectively -which are the lowest
levels since the last two decades- and

rested below the government's targets.

The relative stability in the
exchange rates limited the increase
in manufacturing industry prices.

There is a direct relation between the
monthly increase of the exchange rate
and private manufacturing sector
prices, which accounts for the 34% of
WPI, with a one-month lag. Therefore,
the real appreciation of TL and the
decreased volatility of the exchange
-rate towards the end of the year limitecd
the increases in core inflation. While
the end-year increase in the private
manufacturing sector prices was 27.7%,
public sector posted an increase of
34.3% due to the surged financing
need of SEEs. When the CPI is
exanmined with respect to good and
services prices, the pressure on
domestic demand still can be tracked.
Since the composition of consumption
has shifted in favor of goads since the
crises, goods prices are more sensitive
to costs than services. As of December,
goods prices increased 28.3%, while
annual growth in services was higher,
34.1%, due to the 54% hike in
education sector.

According to the Central Bank’s
Expectation Survey, optimism
keeps its pace.

Although the expectations in the
markets were hurt by government’s
reluctance to implement key structural
reforms, the CB’s expectation survey
still signals optimism for prospective
disinflation. The survey shows that
12-month CPI expectation continues
its downward trend from August
onwards. End-vear CPI inflation
expectation (31%) remained above
the realization of 29.7%. Although the

next 12-month expectations for CPI

/
slipped to 24.7%, the next year's target
of 20% is still being considered as
inapt due to unfavorable conditions

in the global economic outlook.

III. Fiscal and Monetary Policies

Primary surplus target will be
undershot.

Consolidated budget primary surplus
was 1.8 quadrillion TL in November
owing to transitory 3-month tax
payments and it reached to 17.1
quadrillion TL, its nominal end-year
target. Since the budget was prepared
under the assumption of 3% real GNP
growth and this will be overshot, it’s
clear that the primary surplus is not
in accordance with the growth
performance. Due to adverse
developments in consolidated budget
as of August and the traditional
slacking in December particularly in
current and investment expenditures,
end-year primary surplus target (both
the consolidated budget and total
public) is not to be attained despite
the additional measures. As a result
of the 1.0% point additional cost of
the pension increases, the needed
amount of the corrective measures
has likely to risen to around 3.5% of
GDP. However, fiscal net savings
announced by the government on 8
January accounts for only 1.6% which
implies that further improvements will

he needed in the course of 2003,

In November, budget revenues
displayed an anemic performance
and the non-interest payments
soared.

Realization of delayed price increases
in SEEs from June onwards was a plus
factor for the total public sector
balance. On the contrary, upsurge in
the tax rebates and health expenditures
together with the jump in current
spending exacerbated the budget
balance. The poocrest performance
among social security institutions
belongs to SSK, transfers to which
increased 40% in real terms in the first
eleven months and exceeding the end-
year target. Simultaneously, end-year
target for tax rebates were overshot
paralleling the growth in exports and
therefore, as of November, non-interest
payments exceeded the end-year
appropriation.

On the revenues side, performance
was below the targets. While the
collection of social security premiums
were deteriorated due to electoral
period, uncertainties about the
amendments to tax law proposed by
the government aggravated the tax
revenues. Indirect tax revenues
increased 9.8% in real terms, and
formed 63.6% of the tax revenues
along with 50.8% of the total revenues
during the January-November period.
However, desired improvement
concerning the total tax revenues was
still below the end-year targets.

Table 3.1 November Real* Jan.-Nov. Real*
CONSOLIDATED BUDGET
(TL triflion) 2001 2002 | Chg. (%) | 2001 2002 | Chg. (%)
REVENUES 5,901 8,003 2.1 47,118 69,780 2.8
Tax 4,868 6,815 5.4 36,023 54,023 -1.6
Non-Tax 1,033 1,188 -13.4 11,095 15,757 -6.8
EXPENDITURES 7,462 10,427 52 | 72,670 99,499 | -10.2
Primary Expenditures 4,037 4,195 15.6 33,152 52,686 4.3
Interest Expenditures 3426 4,232 -7.0 39,’518 46,813 -22.3
BUDGET DEFICIT 1,562 2,423 169 | 25,553 29,719 | -23.7
PRIMARY BATANCE 1,864 1,809 -26.9 13,965 17,094 -19.7
*Deflated with average WPL

PAGE 5



TUSIAD QUARTERLY ECONOMIC SURVEY
7 -

Table 3.2 MONETARY CRITERIA (CEILINGS)

(1L trillion) Monetary Base NDA NIR*

30 April 2002 8,900 27,7060 -7.2

April Realization 8,680 25,197 -4.9

30 June 2002 9,250% 28,900 -7.8

June Realization 9,009 26,374 5.8

30 September 2002 10,600 31,139 -8.5
September Realization 10,104 28,551 -5.9

31 December 2002 10,850 33,139 9.7
December Realization 10,720 28,603 4.6
*Stated in USD billion and as lower bounds ** Revised due to exemption of Pamukbank
from the obligation of required reserves since it has been taken over by SDIF.

Although the IMF loan had been
utilized in debt financing and the
interest rates had plunged in the first
four months, failure in reaching the
end-year targets for average interest
rates and maturities-due to the
instahility as of May- put an extra
burden on the budget. Budget deficit
breached the end-year targets and
soared to 27 quadrillion TL as a result
of the slippage (in real terms) in
revenues and the fact that tax revenues
barely covering the interest payments.

Although the operation on Irag
may seem the major risk for the
interest rates, financial markets
carefully monitors the structural
reforms.

The domestic debt stock spurred by
23.1 quadrillon TL and increased to
145.3 quadrillion TL (USD 90.9 billion)
with respect to beginning of the year.
Total roliover ratio amounted to higher-
than-expected 88% within the year.
43 0% of domestic debt stock is
composed of FRNs, 18.1% is F/X-
linked and 13.5% is F/X-denominated.
Utilization of the IMF credit in
redeeming public sector debts yielded
out a 12-point decrease in the public
sector’s share in debt stock and it
dropped to 54% as of November.
Consequently, debt stock has become
relatively more vulnerable to high
level of real interest rates and a
possible surge in the volatility of

domestic financial markets due to
potential global risks.

Considering the consolidated budget
foreign debt stock, USD 12.5 hillion
of IMF credit along with plunge in
the loans from non-banking financial
intermediaries brought up the stock
to USD 55.5 billion from the end-2001
level of USD 38.8 billion. Hence,
consolidated budget total debt stock
increased to USD 146.6 billien. IMF
credits accounted for the 13% of the
total stock, whereas domestic and
foreign debts constituted the 29% and
19% respectively. Besides, the share
of domestic public sector amounted
to 30%.

The Central Bank maintained the
short-term interest rates as an
anchor in addition to monetary
targeting,.

Central Bank, which exhibited a
thriving performance throughout the
year on its primary goal of price
stabilization, was again successful in

attaining the performance criteria in

managed to bring down the inflation
below the end-year targets. With the
effect of the use of IMF credit and the
early redemption of non-cash debt
stock, CB money increased 106% in
2002. However, with the sterilization
of 7.2 quadrillion TL via OMO, the
increase in monetary base in the same
period stood at 33%. Consistent with
the ongoing monetary program, criteria
for net international reserves and net
domestic assets have also been
fulfilled. Besides the monetary
targeting, CB continued to use interest
rates to tame inflation. As of November
11, CB recuced overnight interest rates
from 46% to 44% due to current trend
in the inflation and the alleviation of
political instability after the elections.
Considering the battle against inflation,
the sluggish demand and relatively
low level of costs in 2002 played an
important role. Appreciation of TL
against USD had also reinforced the
efficiency of CB’s monetary policies
by “acting as a non-official anchor.”
Similar to 2002, CB's monetary policy
in 2003 will again rest upon the
“implicit inflation targeting” strategy;
short term interest rates and as a
supplementary anchor, the base
money. CB is ready for the inflation
targeting subsequent to the change in
market's perception that the fiscal
discipline and reforms will be

implemented resolutely and without

interruption.
the fourth quarter. Coroliary, CB has
MONETARY AGGREGATES Qctober December October December
Table 3.3 (7L trillion) Real annual % change
M2YR (M2Y+R) 131,587 135,917 -10.8% -1.8%
M2Y 128,143 133,450 -10.4% -0.9%
M2Y Composition (%)
Currency in Circulation 5.3% 5.4% 16.1% 14.8%
Sight Deposits 5.7% 5.5% -3.8% -5.5%
Time Deposits 34.0% 35.2% -1.9% -0.4%
FX Deposits (TL) 54,.9% 54.1% -17.3% -2.6%

PAGE 6
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The credit volume is still
inadequate with respect to the
financing of growth.

Reverse currency substitution and
increase in credit volume that were
to facilitate growth did not grasp as
of end-2002. Foreign exchange
deposits, particularly accelerating after
June, have increased by USD 3.9
billions compared to the end-2001.
The comparison of credit volume
statistics became problematic with the
regulations imposed by BRSA, which
has changed the classification of credits
in line with the banking restructuring
program and caused the non-
performing loans to increase.
Moreover, the transfer of 3.1 billion
worth credit portfolio of Pamukbank
to interim accounts with the take over
of the bank by SDIF caused an
in the series.

additional break

While the deposit banks domestic TL
credits continue o fall, total credit
volume decreased by 24% in real
terms. The hike in non-performance
loans (as previously stated) picked up
its share in total credits and rose to
28% from 17% when compared to
beginning of the year. Reducing the
fragility of Turkish economy implies
the banking system to be purged of
the systematic risks -which might
threaten the economy- and to be
restructured in order to establish a
strong linkage between depositors
and investors.

IV. Foreign Trade and Balance of
Payments
Spectacular performance of

exports has flourished from July
onwards.

Annual rises of exports and imports
have soared since July when the
foreign rtrade reached to
unprecedented levels. August’s
realizations of trade on monthly base

fell shott of July indicating a slowdown

1

in the momentum. However, the
enduring performance of exports led
to an increase of 9.6% and reached a
record-breaking level of USD 28.3
billions in the first ten months. During
January-October period, exporting
sectors headed towards foreign
markets due to sluggish domestic
demand, and in the meantime the
appreciation of Eurc created a price
advantage, which in turn, surged the
exports. Furthermore, shuttle trade
grew by 31.7% in line with the
recovery in Russian economy. Within
the same period, imports posted a
15.5% increase and reached to USD
39.7 billion. Accordingly, foreign trade
deficit soared by 33.3% and ratio of
exports to imports rested at 71.3%

Exports will carry on its promising
performance until the year-end.

Announced November foreign trade
data by Undersecretary of Customs -
although it sometimes deviates strongly
from the actual- indicate that the
upward trend in foreign trade will
keep its pace. Besides, according to
November
announced by Turkish Exporter
Assembly, exports jumped by 28.7%
and 32% respectively. Moreover,
November’s realization of VAT on
import revenues -taken as 2 leading
indicator of nominal import- shrank
by 2.1% with respect to previous
month, which posted a spectacular
increase.

and December data

0il Prices*

uss

In line with the favorable export
and tourism performance, current
account posted a surplus as of
October.

Despite the significant development
in August and September, the tourism
revenues could only increase 3.8%
and reached to 6.1 billion dollars in
the first ten months. In the same
period, the increase in construction
and transportation revenues were
23.4% and 9.6% respectively. However,
the other commercial services has
contracted sharply by 15.3% and the
services balance withdrew to 7 hillions.
The consequent crises also eroded
the workers’ remittance and this item
decreased 28.7% as of October. Finally,
the decrease in the outflow of
investment incomes was 14.5% and
the current account posied a surplus
of 594 millions in the first ten months.

In the first ten months, IMF credits
caused official reserves to grow
USD 5.8 billion.

In 2002, the capital inflow as of
October was only 918 million USD,
while the outflow in the same period
of the previous year was USD 10.2
billion, On contrary to its importance,
the foreign direct investments are still
insignificant and the inflow has been
limited to 491 million dollars in 2002,
Due to the 1.1 billion dollars decrease
in the banking sector’s portfolio

Graph 4.1
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investments, total portfolio investments
posted an outflow of 746" million
dollars. USD 12.5 billion of IMF credit,
6.2 billion of which is disbursed, has
supplied the highest international
finance and the net usage has been
6.4 billion dollars as of October. In
the same period, while the banking
sector disbursed 1.1 billion dollars of
its loans, the other sectors achieved
to find 1.3 billion dollars of long-term
financing and substituted their short-
term loans. Corollary, the official
reserves accumulated by 5.4 billion
dollar as of October, while there was
an outflow of USD 2.1 billion in net
errors and omissions itemn.

TL has appreciated constantly in
real terms since August.

As a result of political uncertainties
during May-August period, TL
depreciated sharply in real terms. CPI
and WPI based real effective exchange
rate indices disseminated by CB
contracted 25.1% and 23.6%
respectively during this period. As of
end-July real depreciation in TL
stopped due to the parliamentary
approval of early elections and
seasonal increase in foreign exchange
inflows, mainly through tourism sector.
From August onwards the appreciation
of TL gained pace and CPI and WPI
based real effective exchange rates
increased 17% and 16.5% respectively
as of December.

The CB intervened to ihe FX market
as a buyer to stop the fast appreciation
of TL due to the extreme optimism in
the markets at the beginning of
December. After the neutral outcome
of the Copenhagen summit, the
markets felt threatened with the
probable war on Iraq and the
government’s unfortunate declarations
about the economic program. In the
mid-December, as the daily
devaluation of the exchange rate
reached to 10%, CB intervened once

again, but this time as a seller. While
the exchange rate remained at the
level of the previous year on average,
the devaluation with respect to the
beginning of the month reached to
8.4% as of end-December.

V. Prospects for 2002 and 2003

TUSIAD expects 6.7% real GDP
growth in 2002,

In the 33rd edition of “Quarterly

Economic Survey” that was published -

in Qctober -assuming that rising
exchange rates and interest rates due
to the political uncertainties before the
elections would negatively affect the
domestic consumption and investment
demand for the third quarter of the
year. Global economic slowdown, on
the other hand, was projected to curtail
the counter act of the sluggish domestic
demand. Under these basic
assumptions, real GD¥ growth in 2002
was expected to be 5%. However, both
the more-than-expected rise in public
investment and consumption
expenditures, and the sharp jump in
exports in the third quarter of the year,
brought about growth to exceed
TUSIAD's forecasts. Considering the
growth performance in the third quarter
and the recent deévelopments in the
preceding months of the year, TUSIAD
revised the forecast for 2002 GDP
growth up to 6.7%.

Projections for 2003 have been made
under different scenarios. The base
scenario envisages 4.5% GDP growth
and 25% end-year CPI inflation.
Due to high dependence of economic
performance on external factors (i.e.
Copenhagen Summit, Cyprus issue,
and Iraq operation), different scenarios
have been set for 2003. As of January,
while the ambiguity about an operation
on Iraq still remains the same, outcome
of Copenhagen Summit has been
consistent with the base scenario. In
the best-case scenario, it is assumed
that an agreement on Cyprus will be
reached anel a non-military resolution
in Iraq will be managed. Under this
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scenario, i's expected that the new
government would restore the
confidence and a permanent fall in
interest rates would pave the way for
a widespread recovery. In this scenario,
TUSIAD expects 7% of real GDP
growth, 20% of end-year CPI inflation
under inflation targeting, 10% average
real interest rates, 6% of real
appreciation in TL against USD and a
primary surplus of 5.5% of GNP.
In the worst-case scenario, TUSIAD
assumes that a consensus for Cyprus
will not be reached and a long lasting,
intense operation on Iraq will be held.
Under these circumstances, new
government will not be able to lawer
interest rates, CB will implement a
loose monetary targeting and oil prices
will rise and stay at the vicinity of 35$
per barrel on average. According o
this scenario, in 2003, TUSIAD expects
2.5% of real GDP growth, 30% of year-
end CPI, 20% average real interest rate
and no change in real exchange rates
and again a primary surplus of 5.5%
of GNP.

While all other scenarios lay in between
these two, the base scenario for 2003
assumes that there will be a conditional
solution in Cyprus issue, and the effect
on financial markets and expectations
would be neutral, the same as the
outcome of Copenhagen Summit. It's
assumed that the Traq operation, which
will not last long, will take place in the
first months of 2003 and Turkey’s losses
will be somehow compensated.
Moreover, the oil prices will stay within
the band of $22-$28, inflation targeting
would be implemented through the
second half of the year, and after the
Iraq operation decline in interest rates
will ignite the economic recovery. In
2003, under the base scenario, TUSIAD
expects 4.5% of real GDP growth, 25%
of end-year CPI inflation, 13% of
average real interest rate and 3% of
real appreciation in TL against USD.
Similar to other scenarios, the primary
surplus is expected to reach 5.5% of
GNP.
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GRAPH 1

INDUSTRIAL PRODUCTION INDEX
(Seasonally Adjusted, Level)

TUSIAD QUARTERLY ECONOMIC SURVEY
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GRAPH 3
CONSOLIDATED BUDGET DEFICIT
(Billion TL) (At 1994 Prices) (Billion TL)
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GRAPH 4
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GRAPH 5

SAVING-INVESTMENT BALANCE (*)
(Miliion $) (Cumulative for the last 12 months)

A T b

il <H.

:!“ Ll |...| e i |||H||||||| i |||Hl H|H ””“ W”hl i .||||
sy

.

[ Private Sector Saving Surplus e Cuzrent Account Balance mmasmmmme Budget Balance

(*) Budget Balance is used as a proxy for the Public Sector Deficit due 10 lack of monthly data on the latter. Private Sector Saving Surplus figures are calculated
as the sum of Budget Deficit and Current Account Balance. Monthly figures include shuttle trade since 01/96.
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GRAPH 12
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