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HOREWORD

TUSIAD, stands for “Tiirk Sanayicileri ve Isadamlars Dernegi”
(*“The Turkish Industrialists’ and Businessmen’s Association”)
which was founded in 1971 by a group of leading names in
Turkish industry and business. TUSIAD is an independent, non-
profit institution whose primary purpose is to promote public
welfare. TUSIAD is scientific and objective in its researches. It is
emphasised that this study does not necessarily reflect the views
of,gpe TUSIAD members nor, of course, is it to be considered in
o any f}'vay_whatever to be an official publication.

The eighth issue of TUSIAD Quarterly Economic Survey is
preparediby utilising the most recent data and estimations
~available 1n" janua.'r.’y, February and March 1996 by Economic
Research D}épartment.
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EFFECTIVE MEASURES MUST BE TAKEN IN 1996
THAT WILL RESTORE THE BALANCES IF SUSTAINED
GROWTH IS TO BE ATTAINED.

Repeated deviations from the stabilization program in 1995 have brought about
significant increases in foreign trade and budget deficits, halted the process of a
meaningful and lasting reduction in the inflation and interest rates, and prevented the
economy from moving forward onto a path of stable growth as required by the
Customs Union. In 1996, if the necessary measures are not taken to restore the
macroeconomic balances, and if in particular financial discipline is not rigorously
maintained, the government's goals for this year will not be achieved and the endem-
ic instability in the macroeconomic structure will continue unabated.

The economy, which had contracted by 6.1 percent in 1994, grew at a rate of 8.1
percent in 1995. However, desplte the fast growth in 1995, GNP at constant prices
was. only 1 5 percent higher than its level in 1993. The reduction in per capita
income which- was brought about by the crisis of 1994 has not yet been offset and
industrial productlon ‘has not yet reached its long-term growth trend. Attainable
medium term targets must be formulated, and monetary and financial policies consis-
tent with these t’Lrge‘[s must* be put into action without delay, for being able to check
the excessive ﬂuctuauons in economic growth and to sustain a stable growth rate.

In 4 scenario of stable, growth for the 1996-1998 period, included as an appen-
dix with this report, it is Shown that in order to arrive at a 6 percent growth rate
and cut down the inflation rate to 40 percent in the span of three years, it is
imperative to increase the budget revenues, decrease the budget deficit, diminish
the rate of increase of the reserve money, and balance the overexpanded foreign
- trade deficit by means of the increases in the invisible revenues.

If the required structural transformations are not immediately set in motion,
the predicted increase'in the budget deficit for the year 1996 and its settlement by
shQrt—tenﬁ' domestic borrowing and monetary financing will result in increases in

“the'rates of interest and inflation.

The deterioration in the foreign trade deficit will push up the current account
deficit to alarming levels, if the increase in invisibles income is not sustained.

The result of the increasing budget and current account deficits, rising infla-
tion rate, and unchecked real interest rates, will be a postponement, once again,
of the goal of'increasing Turkey's competitiveness and creating more employment.



Deviation from the stabilization program has brought about in the
last quarter a growth rate higher than expected.

In 1995 the 8.1 percent GNP growth rate was higher than expected. TUSIAD's
prediction of the GNP growth rate was 7.4 percent for 1995 and 6.0 percent for
the last quarter of the year. The reason for the higher-than-expected 7.7 percent
GNP growth rate in the last quarter of 1995 was the rapid increase in the fixed
capital investments of the private sector. As a result of these developments, the
earlier prediction of 3.1 percent GNP growth rate for the first quarter of 1996 was
revised up to 4.6 percent.

According to the production-based GNP data, the industrial sector achieved
the highest growth rate with 12.1 percent. The trade sector grew at a rate of 11.6
percent and the rate of growth in the transportation sector was 5.9 percent. 1995
was an unfavorable year for the construction sector. The construction sector
attained a positive growth rate only in the second quarter of the year, while it suf-
fered a contraction of 11.1 percent in the first quarter and of 4.7 percent in the
whole year. The agricultural sector shrank by 3.0 percent in the last quarter, but it
achieved a yearly growth rate of 2.6 percent. The fact that the agricultural sector
grew at a meager average annual rate of 1.4 percent in the 1988-1995 period is
indicative of the serious problems,that have been inflicting that sector in the past
few years. a

The fast increase in domestic demand that bad started in the first quarter of
1995 continued through the last quarter. The expected cutback in domestic
demand in the last quarter of the year did not materialize due to the early general
elections of December 24, and the rate of increase of the expenditure-based GDP
ended up being 6.4 percent. Private final consumption expenditures expanded
by 8.4 percent in the last quarter of 1995 and the yearly rate of increase remained
at 7.6 percent. Expenditures on durable consumer goods, a sub-item of private
final consumption expenditures which is most sensitive to changes in income,
grew at rate of 20.0 percent in 1995 while it had shrunk by 29.3 percent during
the 1994 crisis.

The 6.7 percent rise in the final consumption expenditures of the government
can be accounted by the 13.7 increase in the other current expenditures.

Public investment underwent a serious contraction as a result of the 1994 cri-
sis. The share of public investment in GDP, which had remained at a yearly aver-
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age of 8.2 percent between the years 1988 and 1993, fell down to 5.5 percent in
1994 and to an even lower 4.2 percent in 1995. Public sector fixed investment
had been reduced by the very high rate of 34.8 percent in 1994, and the reduction
rate in 1995 was 16.9 percent. The reason of this reduction was the sharp decline
in the non-residental construction investment. The increase in total investment in
1995, on the other hand, was 22 percent.

Notwithstanding the cutback in public investment, private sector fixed capital
investment rose by 14.9 percent. The increase in the last quarter of the year was
38.8 percent. 73.8 percent of this increase was generated by investment on
machinery and equipment. This is indicative of the private sector's outstanding
efforts to improve its competitive power on the eve of the Customs Union.

The production expansion of 1995 is slowing down

The rlse in interest rates hzwe slowed down the expansion of production in the
first quarter of 1996, offsetting the impact of the monetary expansion, the escalation of
pubhc expendltures and the: salary increases of the civil servants prior to the elections.

" The monthly:: mdustnal production figures show that the annual industrial
growth rate. has fallen to 1 8 percent in February from 11.7 percent in january.
The growth rate* of mdustry has risen again to 11.4 percent in March. One reason
for the rapid fall and rise-of industrial production from February to March was the
timing of the religious holiday, which had happened to be in March last year and
fell on February this year. In view of the decline of the capacity utilization rate,
industrial production is expected to slow down in the period ahead. The capacity
utilization rate was 80.6 percent in January, and it fell down to 75.1 percent in

- February and to 70.0 percent in March. The figures for January and March 1995

had been 72.4 percent and 74.7 percent, respectively.

Manufacturing production, on the other hand, has gone up by 10.6 percent in
March. The rise in manufacturing production was 11.9 percent in January and a
meé.ger 0.7 percent in February. Except for the subsectors of the chemicals and
machinery, which together generate the bulk of the manufacturing production, all
the other subsectors suffered production losses in February compared with their
performances in the same month of 1995. In March, however, production. has
increased in all the subsectors, except for paper and the chemicals. The rise in the
machinery and food sectors has been around 30 percent.



A lasting reduction in inflation can not be realized.

In the previous TUSIAD report it was predicted that the annual rate of
increase in the wholesale price index would be 72.7 percent in the first quarter of
the year and 76.7 percent in the whole year, under the assumption that the neces-
sary adjustments in the public sector prices would be made in the first quarter.
Due to the delay in the formation of the government, and the resulting suspension
of public sector price adjustments, the inflation rate in the first quarter of 1996
turned out to be 64.4 percent. Accordingly, the prediction for the annual inflation
rate has been revised down to 75.1 percent instead of 76.7 percent.

The monthly rates of increase of the consumer price index have again fallen
below the monthly rates of increase of the wholesale price index, as a result of
the price hikes in the public sector. This trend is expected to continue through the
coming months, if the slowdown in domestic demand and the adjustments in tl;le

public sector prices persist.
An anti-inflationary monetary policy is needed.

The monetary policy, which had been put into effect in 1995, fell behind the
targets in the last quarter. The resl}_jt was monetary expansion, accelerated increas-
es in the exchange rates, losses in the Central Bank reserves, and rises in the inter-
est rates.

By the end of the year the demand for foreign currer;cy was pushed up by the
expectation that following the general elections, the negative effects of monetary
expansion would be felt, longrestrained public sector price adjustments would be
finalized, and a devaluation would be made.

The Central Bank attempted to thwart the increase in foreign currency
demand by launching forward foreign exchange sales. The fast depletion of the
Central Bank reserves towards the end of the year required a more effective use
of the interest rate instrument.

The rising trend in interest rates became most apparent in the Treasury auc-
tions. The sales-weighted compound interest rate rose from 175 percent in
November to 180 percent in December.

Uncertainty in the markets was magnified by the election results and by the
long deliberations preceding the formation of the coalition government. In the 80
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days that elapsed between the December 24 elections and the vote of confidence
for the coalition government, no measures were taken. The only policy in this
period was the daily operations to meet the financing requirements of the public.

Although there has occurred a fall in the interest rates since the end of January,
the auction rates in February and March remained above the 1995 average. While
the Treasury was borrowing at 130 percent with a three-month maturity in January,
interest on bank deposits with the same term remained 45 points below this rate.
This gap has fallen to 18 points in February and to 12 points in March.

Sales-weighted compound interest rates in the Treasury auctions rose from
around 204 percent in January to 153 percent in February and the maturity was set
to be longer. The formation of the coalition government in March has further
dragged the interest rates down o a weighted average of 126 percent. The fluctu-
ations in the interest rates at a time when there has been no significant changes in
the economic indicators shows the importance of the risk factor and of the
psychologlcal element in the deternnnauon of the interest rates.

" The amount of the Treasury bonds held by the banks fell from its level of TL
540 tnlhons in-August to TL 258 trillions at the end of December, with the expec-
tation that the 1nterest rates would rise during the election period and that the
prices of the bonds would“ be pulled down. The amount of the Treasury bonds
held by the banks has risen again to TL 321 trillions in March, stimulated by the
increase in the interest rates:

The Treasury can make use of the short-term advances in accordance with the
four-month budget figures. As of the end of March a TL 59 trillion portion of this
amount has been used.

The use of the Central Bank resources in financing the public dc—:f1c1t can be

- confirmed by a look at the Bank's analytical balance-sheet. The cash credits given

to the public sector, which comprise almost one third of the assets, has increased
by an amount of 99 trillions in the January-March period. Foreign assets has
increased by TL 225 trillions. The growth in assets have been financed by the

“increase in the foreign liabilities totalling TL 222-trillions, in the open market bor-

rowings by TL 30 trillions, and in the reserve money by TL 38 trillions. Another
interesting development in the balance-sheet is the decrease in the other items
of the assets by an amount over TL 60 trillions. To sum up, in the first three
months of the year the Central Bank has generated resources by creating reserve
money and by making open market operations. The Central Bank has given
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nearly threefourth of this amount as credits to the public sector and used the
remaining part for improving its foreign currency position.

A real contraction can be observed by a look at the developments in the
money supply as of March 22. The increase in M1 has remained at 5.7 percent,
despite the 26 percent rise in the currency in circulation. M2, which comprises the
more narrowly defined M1 plus time deposits, has grown by 12.5 percent in the
first three months of the year. In the same period, while the interest rates on bank
deposits have remained unchanged, time deposits have increased by 22.5 percent
in parallel with the rising inflation.

Foreign exchange deposits have exceeded $21.1 billions as of March 22. The
increase has been 23 percent on the dollar base and 97 percent on the TL base
compared to the same period of the last year. In the first three months of the
year foreign exchange deposits have increased by 8 percent on the dollar base
and decreased by 4 percentn on the TL base. The share of foreign exchange
deposits in M2Y, on the other hand, rose from its level of 48.5 percent in March
1995 to 51.6 percent in December 1995, and it has come down to 50.6 percent
in March 1996. This means that there has been no significant change in FX
deposits/M2Y ratio, which has been used as an indicator of currency substitu-
tion, since the last year. N

Tn a situation where domestic debt payments are increasing at a spiralling rate
while the deepening of the finanéi_al markets remains relatively slow, there will be
additional difficulties in the financing of the cash requirements of the public.

In the first months of the vear the expectations of a high rate of inflation
gave further impetus to the increase in the exchange rates. In the first three
months of the year, the basket composed of $1+DML1.5 appreciated by 16.8 per-
cent. However, on the basis of monthly averages, there has not occurred any
notable change in the real value of exchange rates in the past threemonth period.
In March, the real value of the basket has more or less remained at the level of
March 1995.

The credit stock has expanded by 18 percent in the first three months of the
year. The increase in the deposit bank credits, however, has been affected by the
rising interest rates and has remained at 16 percent. When the comparison is
made between December 22, 1995 (the last Friday of 1995) and March 22, 1995, it
can be seen that the credit stock has expanded by 32 percent and the deposit
bank credits by 31 percent.
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The stock exchange proved to be the mdrket which was most sensitive to the
political uncertainty prior to and after the elections. The Istanbul Stock Exchange
(ISE) composite index, which had closed 1995 at a level of 40,000, rose by 23.6
percent in January following its cyclical movement. The rise in the ISE composite
index stopped and then reverted back in a situation of political uncertainty creat-
ed by the endless efforts to form a coalition government, and it began rising again
by the last week of February. The index exceeded the 67,000 level at the end of
March.

The ISE composite index increased by 67 percent in the first three months
of the year and brought a real return of 35 percent to the investors. The transac-
tion volume, on the other hand, reached the level of 4.8 billions on the dollar
base, highest' since October 1995,

The ‘deterioration in foreign trade deficit has been caused by the
increase in the volume of imports and by the deterioration in the
terms of trade.

Forelgn trade def1c1t is, ‘particularly noticeable among the problems that has
been transfelred from 1993 to 1996. The main causes of the growth of the foreign
trade defmt were, on the one hand, the increase in domestic demand and, on the
other hand, the’ detenoumon of the terms of trade.

Exports grew by 19.5-percent in excess of their 1994 level and reached the
total of $21.6 billions, while imports rose by 53.4 percent to attain the amount of
$35.7 billions. As a result, foreign trade deficit was realized as $14 billions with a
173 percent increase over its 1994 level, and the export-import ratio fell down to
55.5 percent in 1995 from its higher level of 85 percent in 1994,

The rise in exports was driven by the increase in the industrial exports. The
share of the industrial exports in the total exports rose up to 87 percent.

A look at the composition of imports reveals that there were fairly close rates
of increase in the imports of consumer goods, investment goods, and raw materi-
als. 1t should be noted, however, that the greatest increase of 59 percent was real-
ized in the consumer goods, and this was followed by 53 percent in the raw mate-
rials and 52 percent in the investment goods. |

During the same period both import as well as export prices rose sharply. On
the basis of the 12-month averages, the rise in the import prices was 17.2 percent
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while the corresponding increase in the export prices remained at 13.6 percent.
Real increases in exports and imports were therefore much lower. After the adjust-
ment of the price effect, the net increase in exports, based on the 12-month aver-
ages, turned out to be 3.8 percent in 1995, and the net figure for the imports was
28.3 percent. ‘

Compared with the year 1993, with a similar $14 billion foreign trade
deficit, imports were higher by 82.4 percent and exports by 41 percent. If the
computations are made on the basis of the quantity index, however, the rise in
the exports would be found to be 19.2 percent and that of the imports by only
0.7 percent. In other words, measured in terms of the quantity index, foreign
trade deficit actually improved by a factor of 20 percent compared with the
year 1993.

While the foreign trade deficit was as high as $14 billions, the current account
deficit in 1995 remained at a low $2.3 billions. In 1993, which had Wltnessed a
similar foreign trade deficit, the current account deficit had been $6.4 bllhons
The increases in the transfers and in the other invisibles largely accounted for the
lower current account deficit in 1995 relative to 1993.

Among the resources that were used for the financing of the current
account deficit there were the $0.7 billion of direct foreign investment and the
$1.7 billions of portfolio mvestment there was no net inflow of other long-term
capital; the net shortterm cap1ta1 inflow remained at the level of $2.3 billions;
and thus total capital movements reached the sum of $4.3 billions. Together
with the $2.3 billions of unregistered foreign exchange inflow, which was
included in the net errors and omissions, the increase in the reserves came to a
total of $4.7 billions. '

In 1996 the growth rate is predicted to be 4.5 percent and the foreign trade
deficit is expected to rise up to $16 billions under the impact of the Customs
Union. It is expected that the fast increase in 1995 in the revenues from the go-
ods and services, and in particular from tourism, will continue and that the cur-
rent account deficit will come out to be $3.8 billions with a 2.2 percent share in
GNP. As shown by the medium-term forecasts, included in an appendix with
this report, during the next threeyear period the Turkish foreign trade deficit will
amount to $17 billions. The financing of this foreign trade delicit will require
the continuation of the fast increase in the invisible revenues.
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There is no indication that the real exchange rates appreciated
relative to the 1990-1993 period.

Despite the lower deficit in real terms, the reason for the nominal deterioration
in the foreign trade deficit was not the loss of competitiveness of the domestic
goods relative to the foreign goods; the deterioration was brought about by an
increase in the unit price of imports and thereby by a higher amount of payment in
return for the same amount of imports. Indeed, the real exchange rates were not at
a level that would create problems for exports. The average real value of the foreign
exchange basket in 1995 was equal to its average value in the 1987-1994 period.

Beginning with October 1995 the rate of devaluation gained speed and the
monthly increases in the exchange rates parallelled the rate of inflation. In 1995
the TL's real appreciation was slower relative to the DM and faster relative to the
dollar. In March 1996 the foreign exchange basket of $1+DM1.5 has appreciated
only 3.6 percent in real terms compared to its level in March 1995.

The delc"‘line in the Central Bank reserves, which has been in effect since
November 1995, has come (o a stop and even marked a partial improvement from
mid-February to "fni_.d—Marcl‘;l. The reason behind the end of the decline has been
the dissipation of the devaluation expectation with the formation of the new gov-
ernment and the ;élimination of the foreign exchange demand by the speedy
increases in the eﬁchange rates. The Central Bank reserves have begun expanding
again, the commercialtbﬁhk reserves have shrunk down, and the total reserves

have remained constant.
Alarming increase in the consolidated budget deficit

The 12 month consolidated budget deficit, which was at a level of TL 317 tril-
lions at the end of 1'9‘95, reached the amount of TL 362 trillions in February 1996
and the cash deficit rose up to TL 441 trillions. The 12-month consolidated budget
deficit, which had been held at around $5 billions during the first ten months of
1995, began to rise in November and December. In February 1996 the consolidat-
ed budget deficit increased to $6.7 billions and the cash deficit to $8 billions. The
increase in the budget deficit was brought about to a large extent by payments of
interest on domestic debt and personnel expenditures.

While the budget deficit was being financed by short-term domestic borrow-



ing, net foreign debt payments continued. With the persistence on the policy of
domestic borrowing, the stock of bonds and bills has risen from TL 1,143 at the
end of 1995 up to TL 1,532 trillions in February 1996. In addition to Treasury
bonds financing, short-term advances from the Central Bank has been increasingly
used since December 1995.

The average interest rate on Treasury bonds, which had been on a rising trend
since September 1995, has begun falling in the postelection period with the emer-
gence of a political environment which has been deemed more suitable for the
implementation of stabilization measures. The compound interest rate, which
touched the high level of 240.3 percent in the first auction of the year, has
declined to 125 percent on April 16, thereby falling down to the level of the peri-
od prior to the fourth quarter of 1995 when the interest rates had begun rising.
However, the 60 percent gap between the inflation rate and interest rate is still too
high compared to the 20-30 percent of the period preceding the 1994 crisis. T}(}g
major factor which is inhibiting the fall in the interest rates is the growing budget
deficit and its financing by domestic borrowing.

During the deliberations on the budget, the projected deficit for 1996 has
been announced as $10 billions. In view of the 12month cash deficit of $8 billions
inFebruary, of the continuing rises in the interest payments on domestic debt due to
the policy of domestic borrowing:@nd of the persistent increases in the transfers to
the social security organizations, it becomes apparent that the realization of the budget
goals of 1996 will preclude any real increases in the personnel and investment expen-
ditures. On the other hand, the consolidated budget deficit, which has usually deviat-
ed from the target, has to be held at least at the projected level for 1996 if serious
deteriorations are not to occur in the foreign and savings balances. From the perspec-
tive of the composition of the total national savings, the financing of a budget deficit
in excess of $10 billions will only be made possible by the rises of the current account
deficit and of the private sector savings surplus to levels which are not sustainable in
the longterm. Tt is estimated that in 1996 the current account deficit will approximate
$4 billions. Therefore, the savings pressure on the private sector will be in the amount
of $6 hillions. A savings surplus as high as $6 billions can be realized only in the years
of crisis and it can be sustained for only one year. It is expected that, taking econom-
ic growth and the Customs Union into consideration, the current account deficit will
be on average $3 billions in the next three years. It is therefore imperative for the
budget deficit to be pulled down to the sustainable level of $5-6 billions.
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TABLE 3 TUSIAD ESTIMATES

94-1 942 943 944 |94 951 952 953 954 95 | 96-1 96-2 963 964 | 96
Realization Realization Estimate
(25 January 1996)
Growth Rate 40 96 -86 -68 60| 02 124 100 60* 74 31 09 34 56| 33
Inflation 67.8 1339 1283 141.3 [120.7|149.9 82.0 79.8 70.3| 885F 727 773 784 77.6|76.7
(25 April 1996)
Growth Rate 4.1 97 87 69 61| -03 126 107 77| 81| 46 09 34 44|33
Inflation 67.8 1339 1283 141.3 |120.7|149.9 82.0 79.8 70.3| 88.5|64.4" 745 78.6 8021751
* Estimcate
** Realization
GNP GROWTH RATE GRAPH 1
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GRAPH 3

SEASONALLY ADJUSTED INDUSTRIAL PRODUCTION
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IN MANUFACTURING INDUSTRY

INDICES OF PRODUCTION AND PRODUCTION WORKERS GRAPH 5
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GRAPH 10

STOCK EXCHANGE INDEX AND, TRANSACTION VOLUME
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GRAPH 12

CURRENCY IN CIRCULATION (Annual Percentage Increase)
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GRAPH 19

(Annual Percentage Increase)

CENTRAL BANK MONEY AND RESERVE MONEY
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CONSOLIDATED BUDGET DEFICIT GRAPH 21
(At 1994 Prices)
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CONSOLIDATED BUDGET EXPENDITURES GRAPH 23
(At 1994 Prices, Cumulative for the last 12 months)
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GRAPH 26
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CURRENT ACCOUNT BALANCE GRAPH 33
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GRAPH 35

AVERAGE YEARLY NOMINAL INTEREST RATE
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Basic characteristics of the transition to a stable growth path:

The aim of this study is to determine, within the framework of a macro-eco-
nomic model and under certain assumptions, the path that a series of tundamental
macroeconomic indicators of the Turkish economy have to follow in the next
three-year period, if stable growth is to be attained.

For the Turkish economy to achieve macroeconomic stabilty there needs to be
a political approach that would end the stop-and-go policies observed between
the years 1988-1995. In other words, the main goal should be to follow policies
that would gradually put the Turkish economy in the 1996-1998 period on the
road towards.the long-term growth rate of 6.0 percent.

Certain fundamental conditions have to be fulfilled in order to
reach the long-term growth rate. These conditions are:

| a) The financmg of ithe foreign trade deficit which is expected to
gradually rise up to $19.6 billion by the end of 1998

kS

P |

It is expected tljigt eXp(;rts that were in the amount of $21.6 billions at the end
of 1995 will move,up to $28.1 billions by the end of 1998, and that imports will
rise during the same pefip‘d from $35.7 billions to $47.7 billions. Therefore, a
large proportion of thé‘ifO"féigﬂ trade deficit, which will rise up to $19.6 billions,
needs to be compensated for by invisible revenues, and the current account
deficit by capital inflows.

Exports rose in 1994, partly as a consequence of the deterioration of the real
" value of the TL, but mostly because of the contraction of the domestic market. It is
observed that this rising trend persisted in the first half of 1995 and that the export
drive slowed down in the second half of the year. The revival of domestic
demand played an important role in this development. During the 1994 crisis, the
contraction of the domestic market was soughi to be compensated for by opening
up to the foreign markets, and the result was the realization of a significant por-
tion of the existing export potential. For this. reason, the Customs Union is not
likely to push up the exports in the short term if new investments are not made.

'The model used in this study is a constrained BVAR (Bayesian Vector Autoregression) model consisting of three
blocks with five variables each’ ' '
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Imports came up to the level of $35.7 billion in 1995. This was 21.4 percent
more than the comparable figure in 1993. The rise in imports is striking, given the
fact that the size of the GNP in 1995, measured in constant prices, was only 1.5
percent greater than its level in 1993. However, the increase in imports was nearly
completely accounted for the increase in the import prices. According to the
foreign trade quantity index, the 1995 imports exceeded that of 1993 by only 0.7
percent. One factor that stimulated imports in both 1993 and 1995 was the rapid
rise in private sector investment. A large portion of the import rise was accounted
for by the investment drive of the private sector, which was striving to enhance its
competitiveness before joining the Customs Union. It is estimated that the increase
in private sector investment, and with it the rising trend in imports, will continue
in 1996.

The share of the foreign trade deficit in GNP, which had remained at an aver-
age annual level of 5.3 percent between the years 1988-1993, rose up to 8.6 per-
cent in 1995. It is predicted that this ratio will grow up to an historically high level
of 10.2. percent in 1998.

There is the need of the financing of the foreign trade deficit which will be
generated by the rise in imports, which themselves are necessary for the invest-
ments that will enhance the competltlvg power of the economy: In order to
achieve this goal, the invisible reyenues must be increased at a faster rate. If the
invisible revenues follow the rising trend of the last years, it can be safely expect-
ed that the financing of the foreign trade deficit will not run across any serious
bottleneck. The increase in the invisible revenues was the factor behind the fact
that although the foreign trade deficit of 1995 was only $1.0 billion lower than that
of 1993, the current account deficit in 1995 was lower than the comparable figure
of 1993 by the much larger margin of $4.3 billions.

Another important development concerning the financing of the foreign trade
deficit is related to the developments in terms of trade. From the beginning of
1994 through September 1995, as the import prices rose sharply, the terms of
trade deteriorated contributing to the high foreign trade deficits in nominal terms.
If the terms of trade improve, this will ease the burden of the financing of the for-
eign trade deficit.

It is estimated that, notwithstanding the increase in the invisible revenues, the
next three years will witness current account deficits. This deficit will have to be
financed by capital inflows. Net long-term and short-term capital movements,
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which had amounted to $9.0 billions in 1993, fell down to $4.7 billions in 1995.
On the other hand, 1995 was a much more ‘favorable year in terms of the rises in
the foreign exchange reserves. The increase in the foreign exchange reserves had
heen only $308 millions in 1993, and the figure for 1995 was $4.7 billions. This de-
velopment was to a large extent produced by the rise in the net errors and omissi-
ons, from a low $-2.2 hillions in 1993 to $2.3 billions in 1995.

It is expected that by 1996 there will be increases in the net capital inflows. If
the macroeconomic balances can be maintained, the Customs Union will exert a
very positive effect on the direct as well as portfolio investment.”

b) Raising the share of the budget revenues in GNP from 20
percent to 24 percent

The size of the public deficit constitutes by far the major obstacle which is
blocking the Turkish economy from advancing towards macroeconomic stability.
Revenue mcreasmg measures have to be urgently taken if the deficit is to be reduced.
In the 1996-1998 period the share of the budget revenues in GNP will have to be
raised from 20 percent to 24 percent by means of revenues from taxation and in
part from pri 1vat1zat1on ¢

Tax revenues havc to be raised by way of expanding the tax base. Turkey
ranks lowest among_the OECD countries in terms of the share of the tax revenues
in GNP. . : e

The swift implementation of the privatization program will make a positive con-
tribution to the increase in revenues. Privatization will be particularly helpful in clos-

ing the deficit which has been brought about by the deficits of the SEEs and which

. is now constituting some 25 percent of the public sector borrowing requirement.

c) Reducmg the consolidated budget deficit from its expected level
of 6.4 pércent of GNP in 1996 to 3.1 percent of GNP in 1998

Budget deficit must be cut back if the private sector savings are to be chan-
nelled to investment and if the private sector is to borrow from the financial mar-
kets at more favorable rates. In line with this tﬁrget, expenditure cutting measures
must be formulated, in addition to the policies that are aimed at increasing rev-

2 Developments in the foreign trade and capital movements in the case of Spain, which has joined the Europen
Community in 1986, is summarized in the Appendix 2.
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enues. A look at the budget expenditures in the last two years provides enough
proof that the prospects of effecting real reductions in the investment and person-
nel expenditures are very limited. Any reduction in the expenditures will likely to
come from the cuts in the transfers. For this reason, new regulations in the area of
social security appear as important as privatization. Interest payments constitute
the largest portion of the transfers. The share of interest payments in budget
expenditure had remained at an average level of 21.2 percent in the 1988-1993
period, and it rose up to 34 percent in the years 1994-1995. This rapid escalation
was the outcome of the increases in the payments of interest on domestic debt. A
sound and sturdy structure must be devised for the financing of the Treasury if
this harmful development is to be stopped.

One of the most important findings of this study is that a fast moving infla-
tionary process will definitely set in if the consolidated budget revenues and the
consolidated budget expenditures are not brought to the desired levels. The con-
solidated budget deficit/GNP ratio will come out to be 6.4 percent in 1996 accgf{ﬂ;
ing to'!the most optimistic estimations, and if the ratio remains at this level in the
coming years this will conflict with the requirements of a stable growth process.

d) Reducing the growth of reserve money, which is strongly and
positively correlated with in".:f;!ation, to 45 percent by the end of 1998

The rate of increase in the reserve money must be pulled down if the rate of
inflation is to be reduced. A necessary condition of this is to cut back the use of
the short-term advances in the financing of the budget deficit. Measures will have
to be taken that would push down the consolidated budget deficit/GNP ratio to
the desired levels, discount the significance of resorting to the shortterm advances
in financing the deficit, and improve control over monetary expansion.

Results that will be obtained if the assumptions of the scenario
come to be true

The following results will be obtained if the assumptions of the scenario come
to be true:
1) The rate of growth will gradually increase and reach the long-term trend
value of 6.0 percent after 1998.
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2) The rate of inflation will be reclucec_i,from 90s percent to 40s percent.

3) Real interest rate will be reduced from 20s percent to around 6 percent.

4) Real exchange rate will be stabilized.’

5) Capital movements will increase.

The final word of this study is that steps must be taken in the year 1996 for
achieving the goal of structural transformation if Turkey is to settle firmly on the
road of stable growth.

* A seemingly contradictory element in this scenario is the fast reduction in the real inferest rates in a situation
where stabilization measures are being implemented. Three developments are to be mentioned that exert some effect on
this process. The first development is the decrease in the borrowing requirement with the increase in budget revenues.
The second is the near stability of the real money supply. The third, and perbaps the most important development is the
decrease in the risk premium in the financial markets as a result of the measures that are being put into action.
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BUDGET REVENUES/GNP GRAPH 7

¢
BUDGET EXPENDITURES/GNP GRAPH 8
iy ‘
CONSOLIDATED BUDGET DEFICIT/GNP GRAPH 9

53



EXPORTS (FOB) GRAPH 10
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Spain expetienced very high levels of foreign trade deficit after her accession to
the European Community in early 1986. Spain's foreign trade deficit, which was $4.8
hillions at the end of 1985, gradually increased until 1992 and finally reached the level
of $30.4 billions. The reduction in imports in 1993 and the surge in exports in 1994
pushed down the foreign trade deficit in these two years to around $14.8 billions.

In the 1986-1989 period, swift rises in the income from the services and trans-
fers stopped the further deterioration of the current account balance. The current
account balance scored a surplus of $2.8 billion in 1985 and $3.9 billion in 1986.
In the years 1987 and 1988, however, the current account balance showed deficits
of $0.3 billion and $3.8 billions, respectively. In 1989, when the increase in the
invisibles came to a halt, the delerioration of the foreign trade deficit was comple-
tely reflected upon the current account deficit and the current deficit rose up to
$10.9 billions. In 1990, the invisible revenues began to fall, with the consequence
that the deterioration of the current account deficit went beyond the deterioration
of the foreign trade deficit. No improvements in the invisibles income were wit-
nessed in 1991 and 1992, and as a result the current account deficit continued to
rise and reqched the Ievel of $21.3 billions in 1992.

The rapid depremanon of the Spanish Pesecta following the September 1992
crisis in the ERM - “Wwas hlghly effective in the curtailment of the foreign trade
deficit. Imports fell’ giown from their 1992 level of $96.2 billion to $77.0 billion in
1993; the decline in exports from 1992 to 1993 was only $3.8 billions; and as a
result the foreign trade def1c1t which had been at a level of $30.4 billions in 1992,
decreased to $15 billions in 1993. With this quick improvement in the foreign
trade deficit, the current account deficit reverted back to $5.8 billions in 1993.

What is notable in the case of Spain is that, with the accession to the EC, the net

services income rapidly increased through 1989 and remained at that high level
 thereafter. As the net transfers were also on a rising trend in this initial period, there
occurred only a limited, deterioration in the current account deficit until the year 1989.

One advantage of the EC membership for Spain was the high amounts of cap-
ital inflows. Although the current account deficit regularly increased between the
years 1987-1991, the official foreign exchange reserves exhibited a continual
expansion in this same period. Very high levels of capital inflows in the form of
direct investment and portfolio investment contributed to the financing of the cur-
rent account deficit as well; as to the growth of the reserves. Tn 1992 and 1993
on the other hand, decreases in direct investment, coupled with net other long-term
capital outflows, led to a relative shrinking of the reserves.
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SPAIN GRAPH 13
NET CAPITAL AND RESERVE MOVEMENTS
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SPAIN GRAPH 14
FOREIGN TRADE AND CURRENT ACCOUNT BALANCE
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