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Foreword

Despite the re-emerging instability in the Turkish politics, especially in the first half of the
year, the Turkish economy was able to repeat in this period a high growth performance
achieved in the year 1998, whilst high inflation problem still remaining a major policy con-
cern. Whilst the early election results at the end of 1995 had created serious de-stabili-
zing effects on the domestic financial markets, with resultant rise in market interest rates
and accelarated currency depreciation, the Central Bank and the Treasury-through their
concerted action - could maintain financial stability in the economy.

Whilst it is an encouraging observation that the Turkish economy is becoming incre-
asingly independent of developments in the political sphere, this is not however to under-
mine the importance of political stability for an uninterrupted good economic performance
along the country's longterm development process. In point of fact; relative stability in the
domestic politics and the resultant increased confidence in the economy was seen to ha-
ve been quickly translated into a betterment in the economic and financial conditions in
the final quarter of 1996 (in terms of lower interest rates, high economic growth, more ra-
pid privatization etc.), a trend which was unfortunately reversed with the re-emergence of

political instability stemming from unnecessitated political and social tensions in the first
months of 1997.

Palitical stability is, first and foremost, a prerequisite for a fast and enduring economic
and social recovery in our country. Hence, by taking into account the abnormally chan-
ging structure of representation in the Parliament (20 %) and unrelenting and increasing

political tension throughout the country, early elections should be held by March 1998 at
the latest.

Turkey has been “living with a high and institutionalized inflation” for more than 20 years.
Readjustment of the economy to lower levels of inflation therefore inevitably requires
Implementation of a 3-5 year-transition programme in a persistent and determined man-
ner in order to reverse the present inflation trend.

Hence there is a need for a politically strong and stable government which will draw up
and implement a “medium-term stabilization programme” to be supported by a wide
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public consensus that the cost of such a programme would be distributed equitably
amongst all sections and that the government has necessary political will and determina-
tion to fight with inflation.

Anti-inflation programme of the government must be in the nature of an “economic rest-
ructuring”, by aiming gradually achieved price stability based on exports-and invest-
ment-led output growth, reduced public sector deficits, restored production-consumption
balance and increased competition in the economy rather than an IMF prescription-type
monetarist and restrictive package.

MUSIAD finds it imperative to re-iterate that, despite its well-known and long-existing
problems, remarkable achievements attained by Turkey are but a manifestation of the re-
lative strength and tremendeous dynamism of the private sector, relatively successful
working of free market forces and long term growth potentials of the country. MUSIAD
holds a strong conviction that Turkey, with its considerable human and material resour-
ces and its remarkable small and medium scale entreprenurial capacity possesses an
unmatched potential for growth and stability in the near future.

This report, based on the most recent figures, summarizes the main developments and
trends recorded by the Turkish economy in 1996 and in the first half of 1997, It is the
third country survey published by MUSIAD in the English language, with the objective of
providing a reliable and objective reference about the Turkish economy together with
MUSIAD's own assessments ad recommendations, for international circles taking inte-
rest in Turkey.

Hoping that this report would prove to be a useful reference about the recent trends and
near future prospects of the Turkish economy, MUSIAD also looks forward to continuing
to conduct studies on the critical economic and social topics on Turkey, and make them
available to local and international circles.

Yours Faithfully,

EROL YARAR
Fresident
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Summary

The Turkish economy continued its high growth trend also during 1996, with a GNP
growth of well above the targeted four percent for the same year. Resultant largely from
considerable growth in final consumption expenditure and partly from expansion of real in-
vestment spending, the economy was able to achieve a 7.4 percent GNP growth perfor-
mance. Largely as a result of favourable climatic conditions, agricultural output, constitu-
ting around 15 percent of the total national output, grew at a higher rate in 1996, by 5.2
percent, which compares favourably with 2 percent in 1995 and minus 0.7 percent in
1994, Industrial output, on the other hand, recorded a growth of around 7 percent in 1996,
mainly as a result of buoyant domestic demand for durable and non-durable consumption
goods. As a result of high rates of growth in agriculture and industry, services output also
grew at a considerably high rate, by around 7.8 percent. In 1898; the relatively high
growth in services output stemmed mainly from the high rate of growth in imports as the
first round impact of the Customs Union with Europe, and in commerce and transportati-
on. The economy continued to use external resource to finance its high growth, with a re-
sultant external gap of around 2.1 percent of the Gross National Product.

The previous coalition government (of the Welfare Party and the True Path Party) targe-
ted a lower rate of GNP growth for the year 1997. Against a target of 4 percent GNP
growth, the Turkish economy seems to continue its high growth trend also during 1997,

albeit at a lower rate from the previous year. According to the recently published first pro-

visional estimates of the State Institute of Statistics, the GNP growth rate reached to aro-
und 5.7 percent in the first quarter of 1997. Despite a negative growth (minus 2 percent)
in the agricultural output in the first quarter, manufacturing output continued its high
growth trend. Whilst the capacity utilization rate in the manufacturing industry remained

‘around 80 percent in the first half of 1997, manufacturing output increased by around 10
‘percent in the first quarter of 1997. Better export performance of the Turkish economy in
the current year appears to be an increasingly important factor for high capacity utilizati-
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on and output increase in the manufacturing industry. In view of the higher-than-projec-
ted GNP growth in the first quarter of 1997, the new coalition government (which took of-
fice from July onwards) has made an upward revision in the GNP growth target, revising
it from 4 percent to 5.5-6.0 percent for the year. In view of the new government'’s antici-
pated expansionary fiscal and monetary policies, the new (revised) GNP growth target is
highly likely to be achieved.

The total fixed investment continued its fast expansion also during 1996. Whilst there
was some slow-down in private investment activity, a somewhat expected development
following a high expansion period recent years in the wake of entry to the Customs
Union, public investment expenditure showed a considerable expansion in 1996, incre-
asing by around 18.5 percent in real terms. The 1997 Program envisages a slow-down in
investment activity with a projected expansion of around 4.8 percent in total fixed invest-
ment expenditure. Whilst public investment spending is projected to continue its fast
growth, private investment spending is expected to slow down further. As a matter of
fact, the new coalition government, in its expansionary (revised) budget, has made a
considerable upward revision in public investment spending for the year 1997.

As a result of high GNP growth and accelerated investment activity in the last few years,
there has been some slight improvement in the employment situation. The total of open
unemployment and underemployment is estimated to have declined to 12 percent in Oc-
tober 19986, from 16.6 percent in 1994 and 13 percent in 1995,

The actual consolidated budget results for the year 1996 indicate that, the contractionary
fiscal and budgetary policies pursued in 1994 and 1995 could not be sustained in this ye-
ar. The coalition governments were observed to have pursued expansionary fiscal palici-
es resulting in higher-than-initially planned increase in the budget deficit. In 1996: public
expenditures were observed to have displayed a considerable increase in real terms,
mainly as a result of drastic adjustment in public salaries, increasing interest burden of
domestic and external borrowing, increase in defence spending and substantial transfer
payments to social security institutions faced with huge deficits. Resulting from higher-
than-planned deficit in the consolidated budget, the ratio of Public Sector Borrowing Re-
quirement (PSBR) to GNP has risen from around 5.4 percent in the previous year, to aro-
und 8.2 percent in 1996.

Rsiative improvement in the SEE's financial performance during the recent years conti-
nued also during 1996; the share of interest expenditure to their total sales turnover is
estimated to have declined from 6.3 percent in 1996 to around 4.2 percent in 1996, whilst
the share of personnel expenditure declining from 15 percent to 13.5 percent.
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The public domestic debt stock has risen by around 130 percent in nominal terms in
the last year; the growth in the debt stock continues also during 1997, with the net debt
stock reaching to around 4,198 trillion TLs by the end of June, which means a 33.3 per-
cent nominal rise in the first half of the year. The Treasury continues in its efforts to ex-
tend the maturities and reduce the cost of borrowing. In the begining of March 1997,
the Treasury introduced a new borrowing instrument, namely “inflation indexed govern-
ment bonds”. This new instrument is expected fo reduce the nominal interest rates on
government borrowing, by reducing “uncertainty premium” arising from high and variab-
le inflation.

The 1997 Budget Program adopted by the previous coalition government (formed by the
Welfare Party and the True Path Party) had the distinctive feature of being the first “ba-
lanced budget” in the last fifty years.Whilst to what extent the objective of a balanced
budget can be achieved under the current conditions is another question, it was a positi-
ve move on the part of the government to show the necessary political will and commit-
ment to set a balanced budget target in order to reform the ailing public sector.

According to the recently disclosed budget figures, the consclidated budget yielded a de-
ficit of around 700.7 trillion Turkish Liras in the first six months of the year. The balanced
budget target initially depended on two strong assumptions (expectations). One of these
expectations is to achieve an enormous increase in “non-tax normal revenue” mainly
through an ambitious privatization program and sale of public real estate. Secondly, and
equally importantly, the existing heavy interest burden on the budget would be reduced
through both lower cost of borrowing and reduced domestic borrowing, The budget defi-
cit in the first half of 1997 resulted mainly from failure to achieve the targeted level of
non-tax normal revenue, whilst the government was able to keep budget expenditures
within limits. In other words, the budget deficit was as a result of not being able to gene-
rate sufficient privatization revenue, rather than excessive spending. The new govern-
ment revised the budget expenditure target from 6,254.9 trillion TL to 7,510.0 trillion TL,
whilst making a downward revision in budget revenue from the initial 6,254.9 trillon TL, to
5,110 trillion TL in expectation of achieving a much lower level of privatization and sale of
public real-estate. The new government's program expects a budget deficit of as high as
2,400 trillion TL, which, given its 80-85 percent inflation target for the year, means a real
increase in the budget deficit. Thus, the revised budget appears to be more inflationary
than the initial budget adopted by the previous government.

In 1996, the Central Bank continued to pursue monetary policies which aimed at mainta-
ining stability in the domestic financial markets. Resultant from substantial rise in the offi-
cial foreign exchange reserves, the share of net foreign assets in the Central Bank's ba-
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lance sheet has risen to around 55 percent at the end of 1996, from 20 percent in the
previous year. Excess liquidity pressures were reduced through open market operations
and not very frequent interventions in the foreign exchange market by selling foreign cur-
rency against the local currency.

The monetary growth in the. economy, as measured by various monetary aggregates, in
the first half of 1997 was almost in line with the rate of inflation recorded in the same pe-
riod. The demand for money remained considerably stable throughout 1996 and in the
first half of 1997, with a slight rise in the income velocity of money. The Central Bank did
not charge its rediscount rates throughout 1996 and in the first half of 1997. The average
deposit interest rate, after a somewhat rising trend in the first quarter of 1996 resultant
from instability in the domestic financial markets, followed a relatively stable trend in the
year 1996; the same trend was observed also in the first half of 1997.

Total consolidated Turkish Lira bank deposits grew by around 130 percent in 1996, me-
aning a real growth in deposit funds collected by the commereial banks. Growth in the fo-
reign currency deposits stemmed mainly from foreign currency deposits of foreign origin,
whilst the growth in foreign currency deposits of domestic origin remained rather limited.

The total credit stock in the economy continued to expand at a fast rate also in 1996, gro-
wing at a rate of around 110 percent. Faster growth of foreign currency denominated len-
ding by the commercial banks was mainly as a result of relatively higher Turkish Lira fun-
ding costs against expectation of a not very substantial exchange rate depreciation.

In 19986, the Istanbul Stock Exchange has made its long expected upward movement
with the ISE composite index going up by around 39.5 percent in US Dollar terms. The
ISE index continued its upward trend also during first half of 1997, albeit in a fluctuating
manner, rising by around 15.5 percent in US Dollar terms in the first four months of the
year.

High inflation continues to remain a major policy concern for the Turkish economy. The
annual rate of inflation (as measured by the wholesale prices) which stood at 84.9 per-
cent at the end of 1996, declined to 72.8 percent in April 1997. The declining trend of inf-
lation could not however be maintained in the following months, with the resultant rise in
the annual inflation to 74.6 percent in May and 75.7 percent in June 1997,

In 1996, the Turkish economy has faced with a higher-than-projected deficit both in the
trade account and in the current account. Nonetheless; official reserves continued to rise
during 1996, as the surplus in the capital account, which turned out to be higher-than-ini-
tially projected, more than offset the deficit in the current account.
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The 1997 Program (initial) projected a trade deficit of 19,350 million US Dollars and a
current account deficit of around 5,600 million US Dollars. The new government has also
revised the b.o.p. targets whereby the trade account is expected to yield a deficit of 20
billion US Dollars, and the current account to result in a deficit of between 4 and 4.5 billi-
on US Dollars. The balance of payments figures disclosed by the State Statistics Institute
for the first five months of 1997 indicates to a 9.4 percent growth in exports and a 3.6
percent growth in imports. The trade deficit stood at 7,833 million US Dollars, indicating
to a 2.7 percent decline in the trade deficit in the current year as compared to the same
period of the previous year. The current account (exclusive of “unrecorded trade transac-
tions"} yielded US Dollars in the first quarter of 1997, whilst that which includes such
transactions yielded some 713 million US Dallar deficit.

In 1996, despite a 9 percent rise in the country's external debt stock, there was some
improvement in the “external indebtedness” as measured by various internationally ac-
cepted criteria.

Turkey's total international reserves continued to rise also during 1996, from around 23.9
billion US Dollars at the end of 1996 to around 27.8 billion US Dollars by the end of 19986.
The Central Bank, relying on its strong reserve position, continued its “surveillance” func-
tion over the markets, having a close eye on exchange rate movements of speculative
nature and interfering with the foreign exchange market in order to iron out short-run fluc-
tuations arising from excess liquiditiy and speculation. At present; the Central Bank holds
-sufficient foreign exchange reserves in order to maintain stability in the foreign exchange
market. The currency basket (of 50 percent US Dollar and 50 percent D. Mark) was ob-
served to have risen by around 30 percent in the first six months of 1997. Given that the
percentage change in the SIS's Consumer Prices Index was 35 percent, the currency
depreciation was therefore basically in line with the inflation rate, with no substantial real
- appreciation of the local currency.



CHAPTER 1

GROSS NATIONAL PRODUCT, INVESTMENT
ACTIVITY AND LABOUR MARKET

. MACROEQUILIBRIUM OF THE ECONOMY

Recovery of the Turkish economy which had begun from the second half of 1995, was
observed to have continued throughout the year 1996, with the resultant growth in GNP
well above the targeted four percent for the year.

In 1996, total avaliable resources in the economy is estimated to have increased by aro-
und 9.5 percent in real terms. Given that the GNP grew at a rate of 7.9 percent (revised
to 7.4 percent) in the same year, this has meant utilization of net foreign resources by the
Turkish economy, as in the previous year.
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Resultant largely from growth in final consumption expenditure and partly from expansion
of investment expenditure, aggregate effective demand is estimated to have increased
by around 9.5 percent in 1996. Total final consumption expenditure, both private and
public, which had grown by around 6 percent in the previous year, displayed a conside-
rably higher growth (9.6 percent) last year. Real increase in public expenditure and no-
table increase in real factor incomes, namely real wage increases and high positive real
Interest rates, were influential in the growth of final consumption demand.

It is worth noting that, public spending which had declined in real terms in the previous
year, displayed a considerable increase as a result of expansionary fiscal policies. Public
final consumption expenditure increased by around 8.2 percent as against 5.4 in the pre-
vious year, whilst public invesiment spending which had declined by around 1.5 percent
in 1985, showed a remarkable expansion in 1996 by around 18.5 percent in real terms.

It is observed that whilst the government's consolidated budget yielded a higher -than-
planned deficit in 1996, the consolidated budget excluding public interest expenditure yi-
elded some surplus, as in the last few years. This means that, whilst the overall budget
was “expansionary”, the non-interest budget inclusive of consumption and investment ex-
penditure but exclusive of interest expenditure, was “contractionary” to some extent.

Total private final consumption spending displayed a higher rate of increase in 1996, by
around 50 percent in real terms, as compared to the previous year's 6.2 percent. Whilst
private consumption expenditure inceased at a higher rate in 1996, private fixed invest-
ment expenditure was observed to have displayed a slowdown in the same year, incre-
asing by around 8 percent in real terms as against 12.4 percent increase in the previous
year. This slow-down in private investment expenditure was a somewhat expected deve-
lopment, as there had been a substantial increase in fixed investments in the previous
years in the wake of entry to the Customs Union with an expected growth in foreign de-
mand for Turkish exports especially in the area of textiles. However, the actual increase
in Turkish exports to the European market in 1998 was not in line with earlier expectati-
ons, especially for textile products, partly due to sluggish demand for exports resulting
from stagnation in the European economies.

Inventories which had increased by around 4.5 percent in the previous year, seems to
have shown a slight decline in 1996, resultant from decline in private inventories. Whilst
inventories in the public showed some increase, this was more than offset by a decline in
private inventories by around 0.4 percent.

Whilst, by figures disclosed by SIS, the trade deficit stood at 19,863 million US Dollars in
1996, meaning a notable rise in the trade deficit from the previous year’s 13,212 million US
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Dollars, the current account deficit remained at a managable level, thanks to surplus in in-
visibles account and unrequited transfers (mainly workers remittances from abroad). Ac-
cording to the figures disclosed by the Central Bank, the current account exclusive of unre-
corded foreign trade activities showed a deficit of 4,393 million US Dollars in 1996; when
unrecorded foreign trade activities are included in the current account, the deficit was at a
level of only 1,450 million US Dollars. As in previous years, in 1996, the impact of net fore-

ign demand on the aggregate effective demand was negative due to the deficit in current
account.

On the assumptions of 4 percent growth in GNP and no net utilization of foreign resour-
ces (in fact, the external gap is projected to decline by around 1 percent of the GNP), the
1897 program projects a 2.8 percent real growth in total resources available to the Tur-
kish economy. The program also envisages a change in the composition of aggregate ef-
fective demand, with increased share of fixed investment demand and reduced share of
final consumption spending. Accordingly; total consumption spending is expected to inc-
rease by around 2.1 percent in real terms and the projected total fixed investment expen-
diture by around 7.5 percent.

Comparing with the previous year, the private investment expenditure is expected to inc-
rease at a lower rate in 1997, by around 1 percent, whilst the public investment expendi-

ture is targeted to increase at a higher rate by around 21.2 percent.

An examination of the savings and investment propenties indicates to a fall in domestic sa-
vings ratio and a slight rise in investment propensity during the year 1996. The private sa-
vings ratio, which had stood at 24.1 percent in the previous year, is estimated to have

‘shown a slight rise to 24.8 percent. The public sector, on the other hand, continued to be a

deficit sector, its savings gap rising from the previous year; the ratio of public saving (dissa-
vings) to public disposable income rose from minus 3.8 percent in 1995 to minus 5.2 per-
cent in 1996. The 1997 program projects some decline in private savings ratio, from the

‘estimated 24.8 percent in 1996 down to 22.7 percent in 1987, whilst the public savings ra-
tio is expected to rise to plus 5.5 percent on the assumption of no public sector deficit for

the year. However, the budgetary developments in the first of 1997 indicate that there will

_be some deficit in the public budget; therefore, the public sector continues to be a deficit

-sector in the Turkish economy also in the current year, absorbing resources from the priva-
te sector.

‘In 1998, the private investment propensity is estimated to have shown some decline, pri-
vate investment expenditure as percentage of private disposable income falling to 22

_percent from 23.1 percent in the previous year. The private investment ratio is projected
to stand at around 22.5 percent in 1997,
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The ratio of public fixed investment expenditure to total public disposable income is esti-
mated to have risen to 6.6 percent in 19986, from 4.1 percent in the previous year, and is
expected to fall to around 4.6 percent in the current year. The ratio of total fixed invest-
ment expenditure to Gross National Product is estimated to have shown an upward trend
from 23.4 percent in 1995, to 24 percent in 1996; this ratio is projected 1o rise further in
1997, to 24.8 percent.

Il. GNP PERFORMANCE

High growth performance of the Turkish economy, which had begun in the third quarter of
1995, continued also during 1996. According to the provisional estimates disclosed by
the State Institute of Statistics, similar to the previous year, the Turkish economy grew at
a considerably high rate also in 1996. Against the targeted 4 percent GNP growth rate for
the year, the economy was able to achieve a GNP growth rate of as high as 7.9 percent
(later revised to 7.4 percent) in the year 1996, largely as a result of high rates of growth
in industry and services, and also in agriculture.

Largely due to favourable climatic conditions, agricultural output which constitutes aro-
und 15 percent of GNP, grew at a higher rate by 5.2 percent in 1986, which compares fa-
vourably with 2.0 percent in 1995 and minus 0.7 percent in 1994.
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The growth in industrial output, whilst decelerating from the previous year, continued to
be considerably high also during 1996, mainly as a result of bouyant domestic demand
for consumer durables. Industrial output is estimated to have grown by around 7.1 per-
cent in 1996, as against 12.1 percent growth in 1995 and 5.7 minus growth in 1994,

As a result of high rates of growth in industrial and agricultural sectors, services output
also grew at a considerably high rate by around 7.8 percent. Services output had
grown by 6.3 percent in 1995 and minus 6.6 percent in 1994. Relatively high growth in
service sector stemmed mainly from high rate of growth in imports, commerce and
transportation. Import duties have shown a 22.9 percent real growth in 1996 due to hig-
hes than expected growth in imports as a first round effect of the Customs Union.

Examining the relative contribution to the GNP growth of various demand categories, it is
observed that the output growth was based largely on final comsumption growth and part-
ly on fixed investment growth. The economy continued to use external resources to finan-
ce its high growth, with the external gap reaching to an estimated 2.1 percent of the GNP,

In 1996, Turkey achieved its high growth performance in relatively favourable conditions
of the world economy. According to the IMF and OECD estimates, in 1996, the world out-
put is estimated to have grown by 2.8 percent on average, world trade volume expanding
by 6.5 percent coupled with a slowdown in inflation.
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In 1996, whilst the industrial economies grew at an average of 2 percent, developing
economies achieved considerebly high rates of growth (6.3 pecent on average); the
growth performance of what is named as “economies in transition” is somewhat slower
(2.5 percent on average). On the other hand, the economic stagnation still continues in
the European Union which is the major market for Turkish exports. According to the esti-
mates, the European Union which had shown a 2.6 percent growth in 1995, is estimated
to have grown by around 1.8 percent. The stagnation in the European economies can be

singled out as one of major reasons for Turkey's failure to achieve an export-led growth
in the year 1996.

Parallel to the high GNP growth, per capita income is estimated to have risen from 2,292
US Dollars in 1995, to 2,423 US Dollars in 1996. However; according to the Purchasing
Power Parity measure of the OECD, which appears to be a better approximation of the
real size of the GNP, per capita GNP stood at around 5,400 US Dollars in 1995, from
5,270 US Dollars in 1994.

Industrial output, accounting for around 30 percent of Gross National Product, grew at a
fast pace in the first half of 1996, but slowing down in the second half of the year parallel
to the declining capacity utilization in the manufacturing industry.

&apaclty utilization rate in the manufacturing industry, after reaching a peak level of 83.2
‘percent in May, declined to 78.8 percent and stood at around 77.5 percent in April 1997.

anufacturing output was up by an average of 5.8 percent in the first four months of
23 BB“?‘ which was more or less the same growth when compared with 5.6 percent of the
pre vious year. With minus growth in mining output and slower growth in electricity -gas-
ﬁlalar production, total industrial production grew at a slightly lower rate by 5.9 percent in
Ht[h& first four months of 1997, as against 6.4 percent in the same period of the previous
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year. In 1996, certain sectors including food-beverages, textile and metal industries grew
at a higher rate than the previous year, whilst other sectors including paper and printing
showed a slower growth in output.

ll. INVESTMENT ACTIVITY

According to the estimates of the State Planning Office, total fixed investment continu-
ed its fast expansion also in 1996. Total fixed investment is estimated to have grown by
10 percent in 1996 as compared to 9.6 percent in 1995. Whilst there was some slow-
down in private investment activity, public investment after declining in real terms in the
previous year, showed a considerable expansion in 1996, increasing by around 18.6
percent in real terms. In 1996, whilst there was no notable change in the sectoral distri-
bution of fixed investment spending, there was some slight rise in the share of energy,
transportation and education sectors. The 1997 program envisages a slow-down in in-
vestment activity, with the projected expansion of total fixed investment by around 4.8
percent in real terms. Whilst public investment spending is projected to continue its fast
growth due to infrastructure investment, private investment spending is expected to
slow down further.
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IV. THE LABOUR MARKET

According to the labour market statistics disclosed by the State Institute of Statistics, the
labour force is estimated to have grown by around 0.5 percent between October 1996-
October 1995, whilst the demand for labour (employment) displayed a 1.5 percent
growth in the corresponding period. Accordingly, the number of openly unemployed po-
pulation declined from 1,740,000 in October 1994 and 1,522, 000 in October 1995, down
to 1,332,000 in October 1998, indicating to some improvement in unemployment. Accor-
dingly; the rate of unemployment, which stood at 7.9 percent in October 1994, declined
10 5.8 percent in October 1996.

I
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The total of open unemployment and underemployment, declined to 12 percent in 1996,
from 16.6 percent in October 1994 and 13.0 percent in 1995,

This indicates that, high GNP growth and accelerating investment activity in the years
1995 and 1996, have contributed to improvement in the high unemployment rate to some
extent.

TABLE 11 depicts productivity and real wage trends in the manufacturing industry. Accor-
ding to the SPO estimates, whilst productivity index (base 1992 = 100) remained almost
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unchanged from first quarter of 1995 (Index= 107.0) to the last quarter of 1996 (Index=
106.7), unit wage index (1992= 100), adjusted for the depreciation of Turkish Lira against
US Dollar, rose from 62.3 in the first quarter of 1995, to 79.5 in the last quarter of 1996.
This indicates that, in the last few years, the rise in real wages in the manufacturing in-
dustry is faster than the productivity increase.
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CHAPTER 2

PUBLIC FINANCE AND DOMESTIC DEBT

I. CONSOLIDATED BUDGET

The revised consolidated budget for the year 1996 had targeted a 103 percent increase
in budget expenditure and a 92.5 percent increase in budget revenue. Accordingly; the
planned budget deficit would reach to 800 trillion Turkish Liras, meaning a 150 percent ri-
se over the previous year. The 1996 Budget also aimed at reducing the importance of
short-term borrowing (Treasury Bills) and net foreign borrowing in financing budget defi-
cits, whilst increasing reliance on longer term borrowing through government bonds and
the short-term borrowing from the Central Bank (Advances to the Treasury).
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Both the revised budget targets and the actual budget results indicate that the cont-
ractionary fiscal and budgetary policies pursued in 1994 and 1995, could not be sus-
tained in the year 1996: the governments were observed to pursue expansionary fis-
cal policies, resulting in higher- than- planned increase in the consolidated budget
deficit.

In 1996; public expenditures were observed to have displayed a considerable incre-
ase in real terms, mainly as a result of drastic adjustment in public salaries, incre-
asing interest burden of domestic and external borrowing, increase in defence spen-
ding and substantial transfer payment to the social security institutions faced with hu-
ge deficits. The consolidated budget expenditure has risen from around 1,700 trillion
TL in 1995 to nearly 4,000 trillion TL in 1996, meaning a 130 percent nominal incre-
ase in one year. Given that the actual inflation rate was around 80-85 percent in the
same year, this has meant a notable increase in public spending in real terms. The
ratio of public expenditure to GNP has risen to around 28 percent in 1996, from aro-
und 21 percent in the previous year. Similarly, resulting from higher than-planned defi-
cit in the consolidated budget, the ratio of Public Sector Borrowing Requirement
(PSBR) to GNP has risen from around 5.4 percent in the previous year, to around 8.2
percent in 1996.

On the revenue side; in 1998, the consolidated budget revenue has risen at around the
targeted rate. The consolidated budget revenue has risen from around 1,409 trillion TL in
1985, to around 2,738 trillion TL last year, meaning a 95 percent increase in nominal
terms. Whilst the consolidated budget excluding interest payment yielded some surplus
in 1898, as in the previous years, the total budget deficit including interest payment stood
at around 1,247 trillion TL, meaning a 50 percent deviation from the revised target. This
indicates to an important structural problem in the budget. As long as the existing domes--
tic borrowing process-generating an ever-growing interest burden on the budget-continu-
s, government budget will continue to yield even higher deficits in the future, this pro-
cess eventually resulting in a situation where total budget revenue would fall short of
even meeting the annual interest payment in the budget (As a matter of fact, such trends
were forecasted some years ago in MUSIAD's distinctive study on public domestic borro-
wing titled, “The Debt Crisis).

In 1996, the consolidated budget expenditure has risen by around 130 percent, this fast
growth in budget expenditure being determined mainly by higher-than-planned cost of
domestic borrowing and the upward adjustment of public salaries on a considerable sca-
le. Whilst the revised budget targeted a 75 rise in personnel spending, the actual rise
was 94 percent due to real increase in public salaries.
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The 1996 budget had targeted an increased share of investment expenditure in total
ﬁﬂbli{: budget spending. Against the targeted increase of 127 percent in investment
spending, a higher rate of increase, by around 148 percent, was achieved for the year.

The transfer expenditure, consisting mainly of interest payment on public borrowing and
net transfer to deficit-facing social security institutions, increased by a remarkable 148
percent in 1996, reaching to around 2,415 trillion Turkish Liras.

On the revenue side, a relatively successful tax performance was observed, tax revenue
-. 1g by around 107 percent over the previous year as against 91 percent targeted in the
budget. The performance of non-tax revenue, on the other hand, remained below
, Non-tax revenue rising by around 86 percent as against the targeted 203 percent.
iist special revenue and fund increased by around 31 percent, the increase in annex
dget revenue was slightly over 100 percent.

ning some major trends in the consolidated budget, the following observations can
e: The share of tax revenue in total budget revenue has improved from 77 per-

s
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The share of interest payment in total budget expenditure continued its rising trend also
during 1996, this share rising to around 38 percent from around 34 percent in the previ-
ous year. The rise in the share of interest payment was at the expense of personnel ex-
penditure the share of which has declined from around 29.5 percent in the previous year
to around 25 percent in 1996. There was not any notable change in the share of invest-
ment expenditure which remained of around 5.7 percent.

The rising share of interest expenditure in both total revenue and total tax revenue is qu-
ite noticable. The share of interest payment in total revenues has risen from 41 percent
in 1995 to around 57 percent in 1996, whilst its share in total tax revenue was up from 53
percent to as high as 68.5 percent in 1996, The ratio of total revenue to total expenditure
further deteriorated from 81.5 percent in the previous year to around 67 percent in 1996,
whilst the ratio of budget deficit to total revenue rose from 22.5 percent to 49 percent in
1996.

However, the first six months-figures for 1997 show an improvement in the interest bur-
den on the budget. Interest payments in this period accounted for 55.1 % total tax reve-
nues (79 % in the same period of 1986), 45.9 % of total budgetary revenues (65 % in
1996) and 34.1 % of total budgetary expenditures (47.9 % in 19986).
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Despite the declining trend of interest rates paid on public borrowing in the latter half of
1996, simple average interest rate on public domestic borrowing rose from 99 percent in
the previous year to around 104 percent in 1996.

Il. FINANCING OF BUDGET DEFICIT

As in the previous year, the 1996 Program had targeted a greater reliance on longer-term
‘domestic borrowing, and reduced net foreign borrowing and short-term domestic borrowing
[T-bills} in meeting financing requirement of the public sector. The government which toak
Gfﬁc& in July 1996, was observed to have exerted a considerable effort in lengthening the
-.avarage maturity of the existing public debt stock whilst reducing the cost of borrowing.

Ihere were some visible improvements in the last months of 1996 in terms of both exten-
_iﬂiﬂg__:the maturities over one year and reducing the interest cost on government borro-
E-J;?ing By the end of 1996, the average interest rate on T-bill and bond market was
?;"""__uaad up to 86 percent while the average maturity lengthened up to 270 days from 80
‘days (even to 13 months in some tenders).

he declining trend of interest rates on government borrowing was however reversed in
he early months of 1997, resulting mainly from re-emergence of instability in the Turkish
cs. The new government's revision of budget deficit to 2,400 trillion TL for 1997,
hocking price increases on petroleum and other basic inputs as well as State Minister
1es Taner's statement on an expected 100 percent inftation rate led the interest rate
‘bonds to jump to 120 percent from 112 percent (the 54th government had left it to the
government at 101 percent by 11 July 1997) and maturity to lengthened.
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Reliance on foreign borrowing was further reduced in 1996, resulting in net repayment of
foreign borrowing by around 135 trillion TLs. The government's objective to extend the
average maturity of the debt stock could not be met also during 1996. As a result, the
share of government bonds in budget financing further declined from 29 percent in 1995
to around 21 percent in 1996. Short-term borrowing, namely T-bills and Central Bank Ad-
vances to the Treasury, however, maintained its importance in financing the cash deficit.
In short, it was not possible to achieve the desired extension of the average maturities in
the public debt stock also during 1996.

lll. STATE ECONOMIC ENTERPRISES

The 1996 Program projected a further improvement in the financial performance of the
State Economic Enterprises. The Program targeted a 66 percent increase in the SEE’s
revenue against 70 percent increase in expenditure, The SEEs were expected to incre-
ase their investment spending by around 113 percent. Whilst the total deficit of SEEs we-
re projected to increase by around 170 percent over the previous year, this deficit would
be financed entirely by domestic borrowing whilst the net foreign indebtedness of the SE-
Es would decline.

Relative improvement in the SEE’s financial performance during the recent years was
observed to have continued also in 1996.

SEEs were seen to have increased their sales turnover by around 80 percent over the
previous year, total sales volume reaching to around 2,700 trillion Turkish Liras.

The share of interest expenditure in total sales turnover is estimated to have declined

-
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from 6.3 percent in 1995 to around 4.2 percent in 1996, whilst the share of personnel ex-
penditure declining from 15 percent to 13.5 percent.

SEEs which had realized an overall profit income of around 17.2 trillion TL in 1995 and
35.3 trillion TL in 1996 are estimated to achieve 97 trillion TL of profit income in the year
1997. SEEs are estimated to have increased their fixed investment spending by around
116 percent in 1996, meaning a considerable real increase in investment spending over
the previous year. The ratio of SEEs borrowing requirement (inclusive of budgetary trans-
fer to SEEs) to GNP stood at around 0.2 percent, whilst the ratio of SEEs borrowing re-
quirement (exclusive of budgetary transfer) to GNP was around 0.6 percent.

IV. PUBLIC DOMESTIC BORROWING

The public domestic debt stock has risen from 1,361 trillion TL at the end of 1995, to aro-
und 3,150 trillion TL by December 1996, meaning a substantial growth in the public do-
- mestic stock by around 130 percent. The growth in the debt stock continues also during
997, the net debt stock reaching to around 4,198 trillion TL by the end of June which
means a 33.3 percent rise in the first half of the year. The fast (and real) growth in the
domestic debt stock stemmed mainly from the higher-than-planned increase in the public
or's borrowing requirement.

he new coalition government embarked upon new borrowing (about 850 trillion TL) in
‘-'f[;!_s_':th weeks in office. It seems that public borrowing will increase quiet robustly by

oy

he end of this year.
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The Treasury continues in its efforts to extend the maturities and reduce the cost of bor-
rowing. As a matter of fact, in the last two auctions at the end of 1996, it was able to ex-
tend the maturities over one year, which created positive expectations in the financial
markets for the current year.

In the begining of March 1997, the Treasury introduced a new borrowing instrument, na-
med “inflation indexed government bonds”, with two year tenor and quarterly interest
payment. The principal and interest rate of these bonds is indexed to inflation measured
by percentage change in the SIS's consumer prices index.

One of the major reasons for the high-cost and short-term nature of public sector borrowing
in Turkey is the existance of high and variable inflation and the uncertainty which it creates
in the economy. In an environment of nearly three digit inflation rate, the nominal yields on
government borrowing instruments are fixed but the real return (inflation adjusted yield) is
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variable and uncertain due to unanticipated changes in the rate of inflation. Uncertainty rela-
ted to real rates of return on financial instruments makes investors to ask for a very high
‘uncertainty premium” thereby causing an excessive and inordinate rise in nominal interest
rates. Namely, uncertainty caused by high and variable inflation pushes nominal interest ra-
1es to excessively high levels resulting in positive real interest rates of as high as 25-30 per-
cent. High and variable inflation also causes investors to confine their investment to short
term, making longer term borrowing in the financial markets almost impossible.

The recently introduced inflation indexed government bonds are expected to help reduce
the nominal interest rates on government borrowing substantially, by reducing “uncerta-
inty premium” arising from high and variable inflation. Lower uncertainty premium on go-
vernment borrowing would also mean a considerable decline in real interest rates from
the existing exorbitantly high levels. This type of borrowing is also anticipated to encoura-
ge governments to fight with inflation, as lower inflation means lower nominal interest ra-
tes on government borrowing. In the existing borrowing system which fixes nominal inte-
rest rates at the outset, investors ask for the highest possible interest rates against inflati-
on risk, whereas the governments are encouraged to pursue high inflation policies in or-
der to reduce the real value of the public debt stock.

Inflation-indexed government bonds are also expected to enable the Trearsury to borrow
with longer maturities, thus extending the existing short maturity of the existing debt
stock to longer term. The existing short-term maturity structure is conducive to creating
instability and speculative expectations as market agenis quite frequently become uncer-
tain as to how the maturing debt stock will be managed by the government.

The recently introduced inflation-indexed government bonds have so far been successiul
in extending the maturities up to 2 years, whilst the real interest rate (premium paid over
a:nd above the current inflation rate) still remain excessively high partly due to political
uncertainties in the country.

V. THE 1997 BUDGET TARGETS

i‘.t 1897 Budget Program has the distinctive feature of being the first “balanced budget”
in the last 50 years in Turkey. Whilst to what extent the objective of a balanced budget
can be achieved under the current conditions is another question, it was a positive move

part of the government (led by the Welfare Party and the True Path Party) to show

' necessary political will and commitment to set a balanced budget target in order to
arm the ailing public sector.
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The 1997 Budget aims at achieving balance in the consolidated budget through a 61 per-
cent increase in budget expenditure and a 140 percent increase in budget revenue. The
objective of balanced budget depends, besides increased tax revenue, on two strong as-
sumptions (expectations). One of these expectations is to achieve an enormous increase
In “non-tax normal revenue" mainly through an ambitious privatization program and sale
of public real-estate. Secondly, and equally importantly, the existing heavy interest bur-
den on the budget would be reduced through both lower cost of borrowing and reduced
domestic borrowing.

The main targets in the 1997 Budget Program (Initial Budget) are summarized hereunder:

(a) Total budget revenue and expenditure are expected to increase by around 140 per-
cent and 61 percent, respectively. As a result, the consolidated budget would balan-
ce, following a budget deficit of as high as 1200 trillion TL in the previous year,

(b) Tax revenue is projected to increase by around 98 percent, whilst non-tax normal re-
Venue is expected to increase enormously, by around 765 percent over the previous,
mainly through privatization and sale of public real estate.

(c) On the expenditure side, personnel expenditure is targeted to increase by around 53
percent, investment spending by 120 percent, whilst interest expenditure is expected
to decline by around 23 percent as compared to the previous year.

(d) As a result of various fiscal measures ("the fiscal packages” announced by the go-
vernment under Wellfare Party and True Path Party rule), an additional total revenue

=20
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of around 1,418 trillion TL is expected in the year 1997. Of this total additional reve-
nue, around 258 trillion TL would be generated from additional tax revenue, and the
remaining 1,160 trillion TL would come from non-tax normal revenue through privati-
zation and sale of public real-estate.

(€) In meeting the public sector's borrowing requirement, emphasis would be placed on lon-
ger term borrowing through long term government bonds whilst the reliance on short
term borrowing through T-bills and Central Bank Advances would be gradually reduced.

_{f:l The share of investment spending in total budget expenditure would be increased
from around 5.7 percent in 1996, to 8.2 percent in 1997, whilst the share of interest
expenditure declining from 38 percent to 30 percent.

(@) The share of total tax revenue in budget revenue would decline from 83 percent in
1996,to around 70 percent in the current year, whilst there would be a slight rise in
the share of indirect tax revenue in total tax revenue.

(h) The average interest rate on public domestic barrowing is expected to decline subs-

tantially, whilst the average maturity of the existing debt stock extending to longer-
term.

iﬁ&?ﬁurdmg to recently announced budget figures, the budget seems to have yielded a de-
:ﬁcﬁ of around 700.7 trillion TL in the first six months of the year. This can be interpreted
asa positive development in the current budget as it means a real decline in the budget
deficit when compared to the same period of 1996 (475 trillion TL = 5,801 million dollars
in 1996 vs. 700.7 trillion TL = 4,875 million dollars in 1997).

According to the figures disclosed by the Finance Ministry, the total budget expenditure
Nas reached to around 2,816 trillion TL in the first six months of the year, which means a
ercent rise over the same period of 1996 while budgetary revenues amounted to




MUSIAD

2,135 trillion TL, indicating to a 98.8 percent increase in the same period. As of mid-
1997, the desired decline in public borrowing interest rates has not yet been achieved, a
factor which continues to jeopardize the achievement of balanced budget target for the
year.

In the first six months of 1997, 83 percent of total budget revenue continued to be obta-
ined from taxation, whilst the share of non-tax normal revenue remained limited to 17
percent. Analyzed in the light of the budget targets, this means a better-than-expected
performance in tax revenue collection (a 103% increase as against the planned 94% rise
in tax collection in the first five months of 1997). The increase in non-tax normal revenue,
on the other hand, is considerably below the targeted level, another factor jeopardizing
the achievement of balance budget target. The lower-than-expected performance in non-
tax revenue stemmed mainly from not being able to achieve a privatization program at
the desired rate in the first half of 1997, which was interrupted by the political crisis deve-
loped during this period.

The consolidated budget had yielded a deficit of around 8 percent of GNP last year. Pro-
vided that the existing trends in the current budget do not change drastically in the latter
half of the year, the ratio of budget deficit to GNP can be expected to show some impro-
vement, remaining below the last year's level. Nonetheless, the fiscal performance of the
new government in the remaining months of 1997 depends almost entirely on the possi-
bility of an early general election in which case a balanced budget target becomes totally
irrelevant in the face of extravagant fiscal and budgetary practices.
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CHAPTER 3

MONETARY TRENDS

1. MONETARY POLICY

‘In 1996, The Central Bank continued to pursue monetary policies aimed at maintaining
stability in the domestic financial markets. The early general elections which took place
‘at the end of 1995 and the political instability arising from the election results, had cre-
‘ated destabilizing effects on the financial markets. However; the Central Bank, properly
fulfilling its surveillance function, made rational and timely interferences to the markets
“thereby counteracting speculative moves in the market in an effective manner.
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The official foreign exchange reserves which had declined during the last quarter of 1995
as a result of the Central Bank's frequent intervention in the domestic foreign exchange
market, were on a stably rising trend during 1996 and reached to over 18 billion US Dol-
lars by the end of the year. Resultant from rise in the official foreign exchange reserves,
the share of net foreign assets in the Central Bank's balance sheet increased to 55 per-
cent at the end of 1996, fram 20 percent in the previous year. The excess liquidity in the
economy created by the Central Bank's short-term advances to the Treasury in the first
Quarter of 1996, was later absorbed by open market operations. Similar excess liquidity
pressures emerging in the second half of the year were reduced through both apen mar-
ket operations and infrequent interventions in the foreign exchange market by selling fo-
reign currency against the local currency.

An examination of the analitical balance sheet of the Central Bank indicates to a sub-
stantial increase in net foreign assets by around 365 percent, resulting from a rise in offi-
cial foreign exchange reserves. Net domestic assets, on the other hand, showed a mo-
dest increase by around 25 percent resultant from the Central Bank's rather restrictive
policy on domestic credit expansion. As a result, in 1996, increase in net foreign assets
has had a greater impact on the growth of Central Bank's monetary magnitudes.

In 1886; whilst the banknote issue increased by around 76 percent, the reserve money,
an important intermediate target of monetary policy, expanded at a rate of 81 percent.
The monetary base and the Central Bank money are those monetary aggregates which
appear to approximate the actual monetary expansion in the economy quite successfully.
The monetary base and the Central Bank money expanded by around 87 percent and 89
percent, respectively. The size of the Central Bank's balance sheet, on the other, grew by
97 percent.

The net foreign assets in the Central Bank's balance sheet grew by around 16 percent in
the first quarter of 1997, whilst the growth in net domestic assets continued to be more
moderate. The reserve money expanded at a rate of around 16 percent in the same peri-
od, whilst the growth in the monetary base and the Central Bank money were 19.6 per-
cent and 16 percent, respectively.

The monetary growth in the economy, as measured by various monetary aggregates, in
the first half of 1997 was almost in line with the inflation rate observed in the same peri-
od.

The banknote issue increased by around 23 percent in the first four months of 1997 (to
May 8) which indicates to some acceleration in the banknote issue when compared to
the corresponding period of the previous year. Whilst the growth in the narrow definition
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‘of money supply (M1) was faster in the first four months of 1997 when compared to the
ious year, the broader definitions of the money supply, namely M2 and M3, displayed

‘money creation multiplier (the ratio of M2 to reserve money) rose from 3.69 at the
of 1995, to 4.53 by the end of 1996, and stood at around the same level by May

ent by the end of last year, from 16.6 percent at the end of the previous year.
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The Central Bank did not change its rediscount rates throughout 1996 and also during
first half of 1997. The interest rate applicable on rediscount facility was 50 percent, whilst
it was 57 percent on Central Bank advances.

Il. COMMERCIAL BANK DEPOSITS

The average deposit interest rate, after a somewhat rising trend in the first quarter of
1986 resultant from instability in the domestic financial markets, followed a relatively
stable trend throughout the year. The weighted average of deposit interest rates paid by
the commercial banks on 3-month deposits after peaking 85.5 percent in January 1996,
declined to 78.3 percent in March 1997, whilst the average interest rate payable on one-
year deposit funds remained at around 92-93 percent throughout the same period.

The weighted average interest rate payable on one-year US Dollar deposits, went from
6.5 percent at the end of 1995, 1o 8.2 percent by March 1997, whilst the average interest
payable on DM deposit of similar maturity displayed a declining trend, from 7.1 percent at
the end of 1995 down to 5.9 percent by March 1997.
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Excepting investment in the Stock Exchange, public borrowing instruments, namely go-
vernment bonds and Treasury bills, continued to pay the highest real rates of return as
compared to other financial instruments. For Instance, six month T-bills yielded real (inf-
lation adjusted) return of as high as 21 percent in the |ast one year to May 1997 whilst
the real return on 6-month bank deposits was around 10 percent in the same period.
TABLE 26 depicts the relative yields of some financial savings instruments over the |ast
one year and in the first five months of the current year.

Total consolidated Turkish lira bank deposits grew by around 130 percent in 1998, which
compares favourably with 100 percent growth in bank deposits in the previous year. Gi-
ven the inflation rate of around 85 percent in the same year, this has meant a real growth
in deposit funds collected by the commercial banking industry. Savings deposits also inc-
reased at a faster rate, by around 130 percent, in 1996 as against 103 percent in the pre-
vious year. Commercial bank deposits, on the other hand, grew at around 100 percent as
against 90 percent in the previous year.

Savings deposits were observed to have grown at a slower rate during the first four and
a half months of the current year, by around 25 percent as against 38 percent in the cor-
responding period of 1996. Commercial deposits, on the other hand, grew at a faster rate
by around 14 percent in the same period.

The total foreign currency deposits grew by 2.1 percent in the first four and a half months
of 1996, as against 4 percent decline in the corresponding period of the previous year.
Growth in the foreign currency deposits stemmed mainly from fic deposits of foreign ori-
gin, whilst the increase in f/c deposits of domestic origin remained rather limited.
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lll. CREDIT STOCK

The total credit stock in the economy continued to expand at a fast rate also in the year
18896, growing at a rate of around 110 percent. This expansion in the credit stock was lar-

rease in TL- denominated credits and 158 percent increase in foreign currency dono-
minated credits. Faster growth of foreign currency-denominated credits was mainly as a
sult of relatively higher Turkish lira funding costs in expectation of a not very substantial

iA S
xehange rate depreciation,

ltant from the relatively successful control of Central Bank advances to the public
, particularly in the form of shori-term advances to the Treasury, Central Bank's di-
redits had grown at a considerably slower rate (by around 31 percent) in 1995. In
, however, the Central Bank was observed to have followed a looser credit policy to-

‘extended by the investment and development banks grew by around 125 percent
a higher rate of growth as compared to the previous year's 62.5 percent.
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In the first four and a half months of 1997, the total credit stock was observed to have
grown at a faster rate by 41 percent as compared to 31 percent of the previous year.
Both commercial banks' credits and the Central Bank direct credits were effective in this
faster growth. Whilst the credits extended by commercial banks grew at around 43 per-
cent, direct credits extended by the Central Bank increased at a higher rate, by around
32 percent this year as compared to the correspanding period of the previous year.

IV. CAPITAL MARKET

In 19986, the Istanbul Stock Exchange has made its long expected upward movement,
with the ISE index going up by around 39.5 percent in US Dollar terms. The ISE index,
went up to 97,588 by the end of 1996, from 40,024 at the end of 1995, which meant a
144 percent rise in Turkish lira and a 39.5 percent rise in US Dollar terms. The ISE Index
continued its upward trend also during the first half of 1997, albeit in a fluctuating man-
nes, rising by around 45 percent in US Dollar terms in the first six and a half months of
1997.

The private sector stock increased by around 50 percent in nominal terms in the year
1986, mainly as a result of increase in share cerificates. Public sector stocks, on the ot-
her hand, was observed to have increased by around 130 percent in nominal terms, lar-
gely as a result of increase in short-term Treasury bills and partly as a result of govern-
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bonds due to government’s continued reliance on the domestic financial markets in
incing the higher-than-planned budget deficits and in renewing the maturing debt

. The private stock was observed to have increased by around 5 percent in the first
nths of 1997,

. INTEREST RATES

inal interest rates, after an upward trend in the first quarter of 1996 due to the
mpact of political instability in the financial markets, moved downwards in the
months, following a considerably stable trend thereafter. The Central Bank pur-
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Throughout 1996 and in the first half of 1997, the Central Bank did not tend to change its
rediscount rates as a result of which the interest rate on rediscount facility and on short-
term advances remained unchanged at 50 percent and 57 percent, respectively.

The deposit interest rates applied by commercial banks did not display any notable chan-
‘ge during 1996 (except in the first quarter of the year) and in the first half of 1997, with
the weighted average of deposit interest rates payable on short term (3-months) and
‘one-year deposit funds remaining around 78 percent and 92 percent, respectively. Whilst
the average interest rate payable on one-year US Dollar deposits went up from 6.5 per-
cent at the end of 1995, to 8.2 percent by March 1997, the average Iinterest on DM depo-
_Sit accounts went down to 5.9 percent by March 1897, from 7.1 percent at the end of
1995. The corporate bond rate went up from around 98 percent at the end of 1995, to
100 percent by August 1996.




CHAPTER 4

PRICES AND INFLATION

I. THE GENERAL PRICE LEVEL

High inflation continued to remain a major policy concern for the Turkish economy also
during 1996.

According to the price indices published by the State Institute of Statistics (SIS), the annual
percentage change in wholesale prices accelerated to 84.9 percent at the end of 1996,
from 5.6 percent at the end of the previous year. Consumer prices on the other hand rose
at a slower rate than wholesale prices, the annual percentage change in consumer prices
rising from 76.1 percent at the end of 1995, to 79,8 percent by the end of last year. Both
wholesale and consumer prices indicated to a reacceleration in inflation during 1996.

s
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The monthly change in wholesale prices were observed to have followed a fluctuating
trend during 1896. The lagged effects of adjusting public prices which had been delayed
from the last quarter of 1995 due to general elections, were felt in the first months of
1996. As a result; the wholesale prices rose by 9.8 percent in January, 5.8 percent in
February, 7 percent in March and 8.1 percent in April. Similar trends were observed also
in monthly changes in consumer prices, with consumer prices rising by 7 percent in Ja-
nuary, but at a slower rate than wholesale prices in the following months.

Whilst the prices were seen to be moving at a slower rate during the summer months
due to seasonal factors, monthly price rises were still above the normal season avera-
ges. The prices were observed to be re-accelerating in the last quarter of the year, with
monthly price changes remaining above 5 percent.

The initial 1987 Program projects a lower rate of inflation for the year. Accordingly; the
GNP deflator is projected to rise by 65 percent whilst the annual rate of change in whole-
sale prices decelerating to 57.7 percent by December 1997, from 84.9 percent in Decem-
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ber 1896. The projected deceleration in the inflation rate depends on a number of expec-
tations, including balance in the government budget, a substantial fall in interest rates,
restrictive monetary and fiscal policies and the like.

In the first months of 1997; the annual rate of change in wholesale prices was observed to
have followed a declining trend mainly due to index reasons (as higher monthly price rises
of the previous year were substituted by relatively lower monthy prices rises in the current
year). As a result, the annual rate of inflation as measured by the wholesale prices) which
stood at 84.9 percent at the end of 1996, declined to as low as 72.8 percent in April, The
declining trend of inflation could not however be maintained in the following months, with
the resulting rise in the annual inflation to 74.6 percent in May and 75.7 percent in June.

The annual rate of change in consumer prices did not show a notable change in the first
half of 1897, and stood at 78.0 percent by end-June.

The total change in wholesale prices was 36.6 percent in the first six months of the year,
whilst it was 43.7 percent in the corresponding period of the previous year. The total
change in consumer prices was 35.4 percent in the first six months of the year against
3B.7 percent in the previous year.

However, the 55th government's estimate of a higher-than expected budget deficit at
2,400 trillion TL and shocking price rises of 32 percent on petroleum and other basic
public inputs and goods as well as State Minister Giineg Taner's statement on an esti-
mated 100 percent of inflation rate in year-end of 1997 indicates to a year end 90-95 per-
cent of inflation in the country.

Il. PUBLIC AND PRIVATE PRICES

In the last one year to June 1997, the public and private prices changed at different ra-
tes. The prices of public goods and services rose by 71.6 percent in the last one year to
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June, whilst the rate of change in private prices was 76.9 percent. In the first six months
of 1897, private prices were observed to have risen at a faster rate, by 38 percent, as
compared to public prices rising by around 31 percent. The faster rise in private prices in
the first half of 1997 indicates to the growing importance of demand factors in the forma-
tion of inflation in the current year.

The domestic terms of trade (the ratio of agricultural prices to industrial prices) which had
developed in favour of agricultural sector in the previous year, were observed to have
maintained a similar trend, albeit in a fluctuating manner, during 1996. The terms of trade
continued to develop in favour of agricultural prices during the first half of the current ye-
ar, the monthly rate of change in agricultural prices remaining below industrial prices only
in the last two months, May and June, due to seasonal factors.
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CHAPTER 5

FOREIGN ECONOMIC RELATIONS

|. BALANCE OF PAYMENTS

The 1996 Economic Program had projected a 15.1 billion deficit in the trade account and
a 3.8 billion deficit in the current account for the year 1996 being the first year for Turkey
in the customs union with Europe.

According to the statistics disclosed by the State Institute of Statistics, in 1998, Turkey
has faced with a higher-than-projected deficit both in the trade account and in the current
account. However, official reserves continued to rise during 1996 as the surplus in the
capital account, which turned out to be higher-than-initially projected, more than offset
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the deficit in the current account. As a matter of fact; two different figures with regard to
the current account balance have been disclosed by the Central Bank. The current acco-
unt balance which excludes “unrecerded foreign trade activities” yielded a deficit of 4,393
million US Dollars for the year 1996, whereas the current account balance inclusive of
such unrecorded activities indicates to a deficit of only 1,450 million US Dollars.

The 1997 Program projects a 19,350 million US Dollar deficit in the trade account, whilst
the deficit in the current account is projected to be around 5,600 million US Dollars. The
Program also projects the surplus in the capital account to decline from 9,740 million US
Dollars in 1996, to 8,600 million US Dollars in 1997, largely as a result of an expected
decline in net short-term capital inflow and partly a decline in net long term capital inflow:
net portfolio investment is however projected to rise to around 4.5 billion US Dollars in
the same year.

o
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In its last year's country economic survey, The TURKISH ECONOMY 1896", MUSIAD
had provided its own forecasts on certain major economic variables for the year 1996.
Accordingly, MUSIAD Research and Forecasting Unit forecasted total exports to reach to
24,000 million US Dollars (actual: 23,082 million US Dollars) whilst total imports were fo-
recasted to be around 42,000 million US Dollars (actual: 42,945 million US Dollars). The
forecast provided by MUSIAD for Turkish Lira/US Dollar exchange-rate (end-of year) was
110,000 TL to one US Dollar, whilst the actual exchange rate at the end of the year stood
at 108,500 TL to one Dollar. This indicates to the high degree of appropriateness in fore-
casts provided by MUSIAD on various economic indicatars of the Turkish economy.

HLLION

1- Trade Account

Tha 1996 Program had projected a 15.6 percent rise in total exports and a 15 percent ri-
‘se in imports. Accordingly; exports and imports would reach to 25,400 million and
%ﬂ ,500 million US Dollars, respectively, thereby yielding a trade deficit of 15,100 million

S Dollars. The actual figures related to the trade account in the year 1996 indicate
tﬁat,_ as the first round effects of the Customs Union, total imports of Turkey grew at a
'Tg_ﬁar—ti'lan expected rate whilst the growth in total exports remained below initial ex-
ctations. As a result, against an initial expectation of 15,100 million US Dollar deficit in
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the trade account, the actual deficit turned out to be no lower than around 19,863 million
US Dollars.

According to the revised figures disclosed by the State Institute of Statistics, total exports rose
from 21,975 million US Dollars in 1995, ta 23,082 million US Dallars in 1996, meaning a lo-
wer-than-projected rate of increase of 5.1 percent for the year. Total imports on the other
hand displayed a faster-than-projected rate of growth, by around 20.3 percent, with the total
import bill rising from 35,709 million US Dollars in 1995, to 42,9451 million US Dollars in
19986. As a result, the trade deficit grew from 13,734 million US Dollars in 1995 tg 19,863 milli-
on US Dollars in 1998, meaning a notable rise of as high as 44.6 percent in the trade account
deficit for a single year. The lower-than-expected growth of exports in the year 1996 was ma-
inly attributed to stagnation in Turkey's major export markets, mainly the European Market,
and to a considerable revival of the domestic demand, notably final consumption expenditure.

The 1997 Program projects a slower growth in imports, by around 12 percent, and a fas-
ter growth in exports, by around 21 percent. Accordingly; total imports would reach to
48,450 US Dollars and total exports to 30,100 million US Dollars, thus yielding a trade
deficit of around 19,350 million US Dollars.

The balance of trade figures disclosed by the State Statistics Institute for the first five
months of 1997 indicates to a 9.4 percent growth in exports and a 3.6 percent growth in
imports as compared to the corresponding period of the previous year, Total exports
(exclusive of unrecorded foreign trade activities) stood at 9,789 million US Dollars whilst
the total imports were at a level of 17,623 million US Dollars, thus yielding a trade deficit
of 7,833 million US Dollars for the first five months of the year. This indicates to a mode-
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er, taking into account the unrecorded foreign trade activities (as determined by
e Central Bank), total exports stood at 7,747 million US Dollars in the first three months
o T@B? against 7,144 million US Dollars of the previous year, meaning a 8.5 rise in ex-
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ports in the current year when unrecorded export revenues are also included in the total
export revenue. As a result, the trade deficit stood at 2,075 million US Dollars in the first
quarter of 1997, which, when compared to the same peiod of the previous year, repre-
sents a slightly lower level of trade deficit for the current year.

The current account excluding unrecorded foreign trade yielded a reasonably acceptable
level of deficit, albeit double the level of the previous year, standing at around 1,325 milli-
on US Dallars. The current account “corrected” for such unrecorded foreign trade activiti-
es, on the other hand, showed a lower level of deficit, around 713 million US Dallars, in
the first quarter of 1997.

2- Invisibles Account

The 1996 Programme had projected a surplus of around 7,150 million US Dollars in the
invisibles account. In 19986, tourism revenue went up by around 14 percent, from 4,957
million US Dollars to around 5,650 million US Dollars. Other invisible revenues, including
freight and insurance revenue from export transactions, showed a remarkable growth
from 9,649 million US Dollars in 1995, to 13,300 million US Dollars in 1996. Interest pay-
ment on external debts, on the other hand, declined slightly from 4,303 million in the pre-
vious year to 4,200 million US Dollars in 1996. Workers’ remittances remained almost
unchanged, standing at around 3,500 million US Dollars.

The 1997 program projects a surplus of around 9,500 million US Dollars in the invisibles
balance. The invisibles account (excluding unrecorded transactions) yielded a surplus of
1,259 million US Dollars in the first three months of 1997; including such transactions,
the invisibles account stood at around 475 million US Dollars.

3- Current Account

The 1996 Program had projected a current account deficit of around 3.8 billion US Dol-
lars for the year. The actual current account figures for 1996 indicates to a higher-than-
projected level of deficit, by around 4,400 million US Dollars when unrecorded transacti-
ons are excluded. Inclusion of such transactions in the current account yielded a deficit
of only 1,450 million US Dollars. Whether such transactions are included or excluded, the
current account deficit in the year 1996 was at reasonably managable levels in view of
the considerable surplus in the capital account.

The 1997 program projects a deficit of around 5,600 million US Dollars in the current ac-
count. The current account (exclusive of unrecorded transactions) yielded a deficit of aro-
und 1,300 million US Dollars in the first quarter of 1897, whilst that which includes such
transactions yielded some 713 million US Dollars deficit.
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4- Capital Account

Capital Account yielded a substantial surplus of 9,740 million US Dollars in 1998, largely
as a result of short term capital inflow, as in the previous year. The net inflow of short-
term capital rose from 3,713 million US Dollars in 1895, to 6,922 million US Dollars in the
last year, whilst the inflow of long-term capital stood at around 1,636 million US Dollars
(from minus 79 million in the previous year). Thus, the substantial surplus in the capital
account was able to more than offset the current account deficit.

The 1897 program projected a surplus of around 8,600 million US Dollars in the capital
account. The Program expects a larger influx of portfolio investment in 1997, whilst short-
term capital inflow would decelerate to a great extent.

The capital account was observed to have yielded a surplus of around 2,300 million US
Dollars in the first quarter of 1997. As anticipated by the Program, inflow of portfolio in-
vestment contributes more to the surplus in the capital account, than short-term capital
inflow which still continues albeit at a slower rate.

5- Official Reserves

The 1986 Program had projected an increase of around 2,500 million US Dollars in offici-
al reserves. However, official reserves grew at a higher-than-expected rate in the same
year, despite of higher levels of deficit both in the trade account and the current account.
The rise in official reserves was around 4,500 million US Dollars, bringing the total official
reserves to around 16,500 million US Dollars by the end of 1996.

The 1997 program expects official reserves to rise by around 3,000 million US Dollars.

ll. EXTERNAL DEBTS

According to the figures disclosed by the Treasury Undersecretariat, Turkey's total exter-
nal debt stock has reached to 79,767 million US Dollars at the end of 1996, meaning a 9
percent increase over the previous year. The limited rise in Turkey's external debt stock,
expressed in US Dollars, was largely due to appreciation of US Dollars against German
Mark and Japanese yen, the currencies in which a considerable portion of the country’s
‘exiernal debts are denominated (the parity effect”).

‘There was a noticable rise in the country's shori-term external debts, mainly by the priva-
te sector, during 1996; total short term external debts rose to 20,536 million US Dollars
by the end of 1996, from 15,701 million US Dollars at the end of the previous year. The
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medium and long term external debts (mainly owed by the public secter) on the other
hand, showed a more moderate rise, from 57,577 million US Dollars at the end of 1995
to 59,231 million US Dollars by the end of 1996.

As a result; the share of short term debts in total external debt stock rose from 21.5
percent in 1995 to 25.5 percent at the end of 1996, whilst the share of medium and
long term debts dropped from 78.5 percent to 74.3 percent. Medium and long term
debts owed by the public sector was observed to have declined in 1996 by around
1,140 million US Dollars, whilst that of the private sector rose by around 2,797 million
US Dollars.

The external debt service stood at around 11,818 million US Dollars in 1396, meaning a
slight improvement over the previous year due to some minor decline in interest pay-
ments. The total external debt service was made up of 7,618 million US Dollars principal

_ 48—



THE TURKISH ECONOMY '97

repayment and 4,200 million US Dollars of interest payment, which resulted in a net
transfer of 2,906 million US Dollars abroad.

In 1996, despite a 9 percent rise in the external debt stock, there was some improvement
in external debt indicators (“external indebtedness”) of the country. When analyzed in the
light of various internationally accepted measures of external indebtedness, we may note
the following about the country’s exiernal debt performance in 1996:

(1) The Ratio of External Debt to GNP

According to the internationally accepted criteria, a country is classified as “highly indeb-
ted", if its external debt stock exceeds 50 percent of the GNP. This ratio was observed to
‘have declined for Turkey, from 50 percent in 1994 to around 43 percent in the years 1995
’ﬂﬂt:l 1996. Thus the year 1996 was a period in which Turkey’s external indebtedness po-
sition did not deteriorate as compared to the previous year.

‘[2} The Ratio of External Debt Service to Export Revenue

‘According to the accepted criteria, a country in classified as “highly indebted”, if the ex-
,ﬁgmal debt service exceeds 30 percent of export revenue. This ratio declined for Turkey
"Tmm 54 percent in 1995 to 50 percent in 1998, thus indicating to some improvement in
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the foreign indebtedness of the country. However: it is more appropriate to include some
other foreign exchange revenues, such as workers' remittances and tourism revenue,
besides export revenue in the case of Turkey as these constitute a considerable part of
the country's permanent foreign exchange revenue. Doing this, the ratio of external debt
service to total foreign exchange revenue which had stood at around 28 percent in 1995,
declined to 24 percent in 1998, meaning a considerable improvement over the previous
year.

3. The Ratio of Interest Payment to Export Revenue

According to the accepted criteria, a country is classified as “highly indebted”, if the ye-
arly interest payment on its external debt exceeds 20 percent of its export revenue. This
ratio for Turkey declined from 21.5 percent in 1994, to 19.5 percent in 1995. There was a
further improvement in this ratio in 1996, falling to around 18 percent, indicating to a ste-
ady improvement in the country’s external indebtedness in the recent years.

In short; in recent years, there has been a relative improvement in the external debt ser-
vice of Turkey, despite a steadily rising trend in the external debis.

lll. FOREIGN CAPITAL

The balance of payments table for the year 1996 indicates to a net capital inflow of 9.740
million US Dollars representing a 106 percent increase over the previous year. Of this ca-
pital inflow, 6,922 million US Dollars was in the form of short-term capital, whereas the
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amount of net long term capital inflow stood at around 1,636 million US Dollars as aga-
inst a slight net decline in the previous year. Direct foreign investment (net) amounted to
612 million US Dollars, somewhat lower than the level achieved in 1995. Portiolio invest-
ment amounted to around 570 million US Dollars, more than doubling when compared to
the previous year's level.

The capital account yielded a 9,740 million US Dollars, which more than offset the deficit
in the current account standing at 4,393 million US Dollars.

In 1996, foreign direct investment permits by the government amounted to 3,837 million
dollars, out of which around 3.124 million US Dollars in services, 626 million US Dollars
in manufacturing, 64.1 million US Dallars in agriculture and 8.5 million US Dollars in mi-
ning sector were earmarked.

Foreign direct investment permits in the first four months of 1997 amounted to a total of
around 505 million US Dollars in 337 permits. Manufacturing sector took the largest sha-
re (351.7 million US Dollars) in total permits, followed by services (133.9 million US Dol-
lars) and mining (1 million US Dollars).

V. INTERNATIONAL RESERVES

E?"l.'i'lrkay's total international reserves continued to rise also during 1996, from around
23.9 billion US Dollars at the end of 1995 to around 27.8 billion US Dollars by the end
of 1996.
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Whilst the gold reserves remained unchanged at 1,383 million US Dollars, the official fo-
reign exchange reserves held by the Central Bank rose from 12,390 millien US Dollars at
the end of 1995, to around 16,491 million US Dollars by the end of 1996. Against fast
growth of official foreign exchange reserves, the Central Bank continued to pursue a fo-
reign exchange policy which would not allow a notable overvaluation of the local cur-
rency against hard currencies. As a result of this policy, the Central Bank continued to fa-
ce some difficulties in achieving a degree of control over domestic monetary expansion
consistent with lower rates of inflation, due to a substantial rise in net foreign assets in
the Central Bank's balance sheet. In the existance of the government's reliance partly on
the Central Bank Advances (to the Treasury) in financing cash deficits in the consolida-
ted budget, it was not possible to fully sterilize the expansionary effects of the increase in
foreign assets on the domestic monetary expansion.

The Central Bank, relying on its strong reserve position, continued its “surveillance” func-
tion over the markets, having a close eye on exchange rate movements of speculative
nature and interfering with the foreign exchange market in order to iron out short run fluc-
tuations arising from excess liquidity and speculation.

The official foreign exchange reserves held by the Central Bank was observed to follow a
declining trend in the first quarter of 1997, mainly as a result of Central Bank's interventi-
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on in the domestic foreign exchange market. However, after dipping to around 15.4 billi-
on US Dollars in the month of April, the Central Bank foreign exchange reserves started
picking up again, reaching fo over 15.8 billion US Dollars by May. At present; the Central
Bank holds sufficient foreign exchange reserves in order to maintain stability in the fore-
ign exchange market, whilst not letting the exchange rate become overvalued. At pre-
sent, there seems to exist no need for a major correction in the exchange rate through a
devaluation. As in 1996, currently there exists no substantial pressure on the exchange
rate from the balance of payments side.

V. FOREIGN EXCHANGE RATES

In 1996, the exchange rates followed a considerebly stable trend throughout the year, ke-
eping basically in line with the current rate of inflation. The nominal depreciation of TL
against the currency basket of US Dollars (50 percent) and DMark (50 percent) was 73.3
percent. Given the yearly inflation rate at 79.8 percent, this has meant a slight appreciati-
on of the local currency in real terms.

The same currency basket was observed to have risen by around 30.0 percent (in nomi-
nal terms) in the first six months of the current year. Given that the percentage change in
the SIS Consumer Prices Index was 35 percent, the currency depreciation was therefore
basically in line with the inflation rate, with no substantial real appreciation of the local
currency.
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VI. RELATIONS WITH THE EUROPEAN UNION: EVALUATION OF THE
CUSTOMS UNION IN PRACTICE

Turkey-European Union (EU) relations, in the period of the year 1996 and the first half of
1997, have been stormy and to the detriment of Turkey in regard to both the Customs
Union which was fully implemented as from early 1996 and Turkey's long-lasting ambiti-
on of seeking full membership during the forthcoming enlargement wave of the EU to-
wards Eastern and Central Europe as well as tiny Baltic countries.

The 18 month-performance in the Customs Union and EU's decision to exclude Turkey
from its new enlargement wave have been dissapainting for Turkey. Concerning the Cus-
toms Union, it has worked fully to the advantage of the EU which gained an extra 6 billion
dollars over its usual surplus (5 billion dollars) in bilateral trade with Turkey. While Turkey
complied with most of its obligations under the Customs Union. the EU did not fulfill its
committments. One could hardly mention any pattern of institutional cocperation, or ef-
fective working of the Customs Union. Instead of accepting as a partner and a candidate
for full membership, the EU has been continuing to treat Turkey as a third country.

1- Evaluation of the Customs Union by mid-year 1997:
* Turkey has fulfilled most of its committments:

- Turkey removed all customs duties, quotas and charges having an equivalent effect
(such as Mass Housing Fund charges, ete.) on its imports of industrial goods from the
EU's member states as from 1st January ‘97,

- Turkey reduced its customs duties and relevant charges on its industrial imports from
the third countries down to the level of Common External Tariffs System of the EU
(thus the aggregate protection rate on Turkey's imports from third countries declined
from 10.79 percent to 5.6 percent in 1996).

- In parallel to the implementation of the Customs Union, the Free Trade Agreement on
the iron and steel products covered in the European Coal and Steel Community bet-
ween Turkey and the EU was initiated on 21 December ‘95 and signed on 25 July
1996. The FTA came into force on 1st August 1996.

- In agriculture, the Agricultural Committee, as an organ of Turkey-EU Association, re-
ached an Agreement in late April of 1997 on the partial liberalization of agricultural tra-
de (excluded from the Customs Union) between Turkey and the EU. In fact, this agre-
ement which was later approved by the Assaciation Gouncil on 29th April 1997 in Lu-
xembourg has meant Turkey giving significant customs-duty concessions to the EU on

-5 —



THE TURKISH ECONOMY '97

the imports of highly-value added agricultural produce, i.e. mainly meat and diary pro-
ducts through customs duty reductions or removals for certain amounts of imports.
Turkey has been exporting most of its agricultural produce to the EU free of tariffs sin-
ce 1997, however being subject to very restrictive conditions of the Common Agricul-
tural Palicy on agricultural imports.

Turkey, in compliance with the Common Commercial Policy of the EU, signed free tra-
de agreements with Romania Hungary and Israel with which the agreement was put
into force by the 55 th (new) coalition government immediately after coming into po-
wer.

The regulation on Border Trade which is a significant source of income for less deve-
loped regions of Turkey, particularly the South-Eastern Anatolian Region, was chan-
ged in accordance with the Customs Union agreement; restrictions have been brought
for the coverage of border trade and the number of cities permitted.

Regulation to adopt the Competition Law of the EU was enacted and a Competition
Board, though toc-long delayed, was formed in the meantime. It is very likely that the
application rules for this regulation will take effect in a couple of months, thus Compe-
tition law will be fully in effect.

A comprehensive draft law on Customs which is an overdue task for Turkey and sho-
uld have taken effect in parallel to the Customs Union has made some progress in the
Turkish Assembly. It has been adopted by the Commission for Plan and Budget and is
now likely to be taken up and adopted by the full session of the Assembly in a few
months.

Turkey lags behind in establishing a National Accreditation Committee to issue a “CE
Certificate” for export goods to the EU.

* The European Union has not Fulfilled its Committments:

The EU continues to treat Turkey as a third country instead of a partner in mutual
Customs Union and not as a candidate country for a prospective full membership.
There seems not to have occurred any pattern of institutional cooperation. The Asso-
ciation Committee could meet only four times in 1996 even though it was supposed to
meet every month under the Customs Union Agreement.

The EU has not extended its committment of ECU 2.2 billion financial aid to Turkey in
the period of 1986-2001, which was, though a very insufficient amount, was conside-
red to be as a compensatory remedy for Turkey's probable hardships on trade compe-
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tition and for its loss of a substantial amount of tax income. (The aid of ECU 2.2 billion
in five-year period was in the form of ECUs 375 million of grant from the EU's budget
and the rest as project credits; i.e. ECU 300-400 million from Mediterranean Develop-
ment Fund (MEDA), ECU 750 million of loans from the European Investment Bank).
The EU could not extend any of this aid to Turkey owing to both Greece's veto and ot-
her member countries' reluctance to override its veto under any circumstances and
the European Parliament's decision to make the freeing of MEDA loans being subject
to Turkey's compliance of betterment in its human rights performance and the use of
these funds in the South-Eastern Anatolia, the conditions not accepted by the succes-
sive Turkish governments.

- Being contrary to the Customs Union, and as if it Turkey is a third country, the EU has
been continuing to apply its restrictive anti-dumping regulation against some Turkish
products, the last example is its investigation on unbleached cotton impaorts from Tur-
key in July 1997.

* The Customs Union Resulted in favour of the European Union

- The EU did immediately grasp the advantage of exporting to Turkey free of any tariffs
and charges having an equivalent effect as from early 1996, therefore increased its
surplus in bilateral trade with Turkey from about 6.5 billion dollars in 1995 to 11.5 billi-
on dollars in 1996. As fuelled by the Customs Union, Turkey's imports in total went up
from 35,709 million dellars in 1995 to 42,945 million dollars in 1996, which means a
sharp increase of 20.3 percent. On the contrary, the long-awaited jump in exports
upon the implementation of Customs Union did not materialize, by increasing marely
from 21,975 million dollars in 1995 to 23,082 million dollars in 1996, which means a
lower-than projected rise of 5.1 percent.

More strikingly, Turkish textiles and clothing exports, which were claimed to increase
sharply and jump over 10 billion dollars in the first year, recorded dissapointing performan-
ce with a decline of 8 percent in clothing exports and 23 percent in leather exports but a
slight increase of 9 percent in textiles exports (by the figures in the first 9 months of 1998).

However, to the detriment of Turkey in the Customs Union, Turkey's imports from the EU
increased by 32.5 percent, higher than the rise in total imports, to 22,580 million dollars
in 1996, thus the EU'’s share in total imports rising from 47.2 percent in 1995 to 52.6 per-
cent in 1926. On the other side, Turkey's exports to the EU recorded a slight increase of
3.6 percent, lower than the rise in total exports, from 11,078 million dollars in 1995 to
11,485 million dollars in 1996, thus the EU's share in total exports declining from 51.2
percent in 1995 down to 49.7 percent in 1996.
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On the trade balance, Turkey had a total trade deficit of 19,863 million dollars in 1996
with a significant increase of 44.6 percent over the deficit of 13.734 million dollars in
1995. More strikingly, Turkey's trade deficit with the EU increased to 11,485 million dol-
lars in 1996 which means an unbearable and sharp rise of 77 percent compared by
1985,

This lacklustre increase in exports in general and particularly to the EU can be reasoned
with the following factors; abolition of export incentives being a condition of the Customs
Union; high cost of inputs, particularly energy and raw materials produced by the public
sector, abolition of the incentives for producers to import raw materials from third countri-
es free of tariffs or other charges and lack of sufficient support mechanisms for small and
medium-sized enterprisas:

- Due to the abolition of customs duties and Mass Housing Fund charges, the Turkish
Treasury has faces a loss of about 3 billion dollars a year. The long-dragged draft law
on Special Consumption Tax (OTV), widely considered to alleviate this loss of tax in-
come, could not be enacted in the Assembly.

- Although the Customs Union was presented in the Turkish public as if people would
have benefited from quality goods at lower-cost prices, in reality customs union's be-
nefit of removed duties and other charges went to coffers of importers and wholesa-
lers. Because inflation, on the basis of consumer price indices, stands still at the rate
of 78 percent by end-June 1997 compared with 76.1 percent by end-December 1995.

- Also foreign capital inflows which were claimed to overflow into the country after the
implementation of the Customs Union stagnated in this period and amounted to 964
million dollars in 1996 as compared with 935 million dollars in 1995.

1- Turkey’s Exclusion from the Forthcoming Enlargement Wave of the European
Union

Apart from the Customs Union, Turkey-EU relationship in the context of Turkey's long-
cherished ambition of seeking full membership in the EU have also been very stormy and
dissapointing for Turkey in this period.

The leaders of Christian Democrat Parties in the EU's member countries (Germany, Italy,
Belgium, Austria, Spain, Ireland and Luxembourg) unequivocally declared that Turkey
has no a future place within the EU because the latter forms a unique European civilizati-
on and Turkey doesn't belong to it. This remark which was implicitly mentioned in the

past by some unofficial or official circles some times, was declared so openly by some le-
aders of member countries for the first time.
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Turkey’s fury and anger over Christian Democrat leaders' remark led the Council of Fore-
ign Ministers of the EU at Apeldoorn, Holland in late March 1997 to rebuke this remark
and to state that Turkey be an eligible country for full membership and be treated fairly
and equitably on the conditions for membership at the time of deciding about candidate
countries for membership in Luxembourg, in December 1997.

However, the European Commission, on its bluerprint report on enlargement and restruc-
turing of the EU which is called "Agenda 2000", recommended to the EU's Council that
only Poland, Hungary, Chech Republic, Slovenia and Estonia in addition to the previ-
ously-agreed accession negotiations for Greek Cypriot Administration should be admitted
into full membership in the first wave considered to take place by 2000-2002. The EU
Commission left the applications of Bulgaria, Romania, Slovakia, Latvia and Lithuania to
the second enlargement wave and did not even mention the name of Turkey among can-
didate contries. The EU Commission which claims that Turkey should solve its chronic
problems in macro economy, Cyprus problem, tension in the South-Eastern Anatalia and
make progress in improving deficiencies in democratic and basic human rights narms,
suggests, In its Agenda 2000 Report, a so-called “Strengthened Customs Union®” with
Turkey.

The clear understanding from this picture on Turkey's side s as follows:

The EU, in order not to lose Turkey, but keep it at arm’s length, continues to produce
formulas for decades; Association Agreement in 1963, Additional Protocal in 1970,
Turkey's right to be an eligible country as a response 1o its application for membership
and subsequently the so-called Matutes Package in late 1989, Customs Union in early
1996, and finally Strengthened Customs Union in mid-1997. This means Turkey is li-
kely to wait for another 20-25 years without any prospect of membership.

The EU makes this fact so obvious that even though the EC Commission, in its Agen-
da 2000, rates the Turkish economy's performance, application of market economy
and infrastructures as more favourable than most of the Central and Eastern Europe-
an as well as Baltic candidate countries, it has excluded Turkey from the enlargement
wave. Such a stance makes the fact so unequivocal that the EU does not see Turkey

as belonging to the European Club whose cultural identity depends on Christian and
Judaism.

On the other hand, Turkey reacted sharply to the EU's decision to start membership
negotitations with the Greek Cypriot administration under the name of the Republic of
Cyprus and henceforth announced with the Turkish Cypriot government that Turkey
and the Turkish Republic of Northern Cyprus will soon embark upon a partial but
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strengthened integration which means for the TRNC keeping its status of independent

state politically, but getting integrated with Turkey in foreign policy, defence and eco-
nomy.

It has been unfortunately understood that as a concession to override Greece's veto in
return for the implementation of the Customs Union, it was a bold mistake o let the EU's
Council to accept Greece's insistence of starting membership negatiations with the so-
called Republic of Cyprus six months after the Intergovernmental Conference (Maastricht
I1). It seems that the Cyprus issue will bring more headaches for Turkey and a major sub-
ject of contention between Turkey and the EU.

-Lastly, in the period of 1996 and the first half of 1997, Turkey, using threat of its veto po-
wer as a member of NATO, was accepted to join fully into operations of the Western Eu-
ropean Union, the so-called defence arm of the EU, when the latter will be provied faciliti-
es and equipments of NATO.

3. MUSIAD's Proposals

Regarding the detrimental effects of the Customs Union against Turkey's interests and
the EU's indifferent approach to Turkey in the framework of the new enlargement wave
towards Eastern Europe, Turkey should ask for a renegotiation of the Customs Union on
the topics of bilateral trade functioning against Turkey, the EU's not extension of financial
aid, anti-dumping practices on some Turkish exports.

Under the present circumstances, Turkey, already having encountered disadvantageous
results, has nothing to lose, but to force the EU to act in accordance with the Agreement
and commitiments. As a more realistic policy to correct the deficiencies on Turkey's side
in bilateral relationship to a more equal footing and strengthen it in economic sphere,
Turkey should negotiate with the EU to keep bilateral relationship on the basis of a Free
Trade Area Agreement an the industrial goods.

In order to alleviate detrimental effects of the Gustoms Union in the short run; the appli-
cation rules for Competition Board should be immediately decreed by the Turkish govern-
ment, thus competition law should immediately take effect. Also drafted customs regulati-
ons should quickly be enacted into a law in the Parliament.

- In the case of EU's failure to comply with some of its commitments, preventive measu-
res should be taken for Turkey's rights. A preferential treatment should be asked for
machinery manufacturing, electrical investment goods, chemical products, furniture-
forestry products, pulp and paper, etc..
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Realistic exchange-rate policy could be useful. However, precautions could be impo-
sed on agricultural imports from the EU.,

- Turkey should not hesitate to integrate with the Turkish Republic of Northern Cyprus if
the EU will go ahead in admitting the Greek Cypriot Administration into full members-
hip, in a clear violation of London Agreement which established the Republic of
Cyprus and grants Turkey guaranty power.
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CHAPTER 6

OVERVIEW AND PROPOSALS

I- OVERVIEW

At the end of 1996, Turkey, apart from its chronic problems such as high inflation, lack of
tax reform and social security reform, long-dragging privatization, record-breaking foreign
trade deficit (19.86 billion dollars) and a worsening budget deficit (TL 1,200 trillion) had,
on the other hand, some upbeat performance in its economy; i.e. a high growth rate of
7.4 per cent following 8.4 per cent growth rate in 1995; strong growth in industry (7.1 per
cent in 1996 and 7 per cent in the first quarter of 1997); a sharp decline in interest rates
on domestic borrowing (bonds and T-bills) which is the biggest single expenditure item in
the budget (from 140 per cent in mid-1996 down to 86 per cent in early months of 1997
while it was at the rate of 101 per cent on 11 July 1997); also a resultant decline in inter-
est rates on deposits and loans; a much longer period of maturity for bonds {on average
270 days, but in some tenders up to 13 months); start of a transition period from high
interest earnings-based economic structure into a production-based economy; and finally
a peaceful period in labour relations with workers and public servants satisfied with their
wage rises.

Under such an economic outlook at the outset of 1997, there was a general conviction
that the economy would have had a much more positive outlook in the year 1997.
However, unnecessitated political tension stemming from artificial agendas and political
provocations by some interest groups of some business and media circles deeply paral-
ysed the economic management of the government. Despite such a drawback, being
free of political conflicts and tension, the Turkish economy could achieve a remarkable
growth rate of 5.5 per cent in the first quarter of 1997. The achievement of a robust
growth has stemmed from the Turkish private sector’s dynamism, productivity as well as
its ability not to consider political issues much.

Inflation still stands to be one of the major economic problems. However, on the basis of
consumer price indices, inflation rate could show a moderate decline, though insufficient,
from 82.9 per cent in 1996 to 78 per cent in the first half of 1997.
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On the other hand, political tension led to jittery in financial markets which meant the bot-
tomed-out rates for bonds (down to 86 per cent) have gone up to the band of 100 - 105
per cent by mid-year while their term of maturity lengthened. Also, share prices in
Istanbul Stocks Exchange have declined sharply.

In this period, domestic borrowing continued, though slowed down substantially with a
rise of only 33.3 per cent in the first half of 1997 as compared to a 130 per cent increase
in the whole year of 1996. This notable improvement in domestic borrowing has
stemmed from the 54th government's insistent policy on reducing the requirement of new
domestic debts through extra revenues-raising iResources Packagesi in this period. As a
sign of reduced burden of domestic debts and interest burden on public finance, the ratio
of interest expenditures to total budgetary revenues declined to 45 per cent in the first
five months of 1997 from 66 per cent over the some period of 1996.

The goal of balanced budget pledged by the outgoing 54th government seems not to
have materialized owing to the not-collection of non-tax revenues earmarked in the bud-
get of 1997 in the very instable periad of political tensions in the first half of this year.
Thus, the budget deficit totalled TL 700 trillion in the first six months of 1997 as com-
pared with TL 475 trillion in the same period of 1996. However this figure shows a
notable improvement (20 per cent real decline) in the budgetary performance (on a dollar
basis, TL 700 trillion equalled 4,875 million dollars while the deficit of TL 475 trillion in
1996 totalled 5,801 millien dollars). This improvement can be reasoned with the slow-
down in new domestic borrowing (33.3 per cent in 6 months), the resultant reduction in
interest burden on the budget as well as the increase in consolidated budgetary rev-
enues (98.8 per cent in the first six months) far exceeding the increase in consolidated
budgetary expenditures (83 per cent). Tax revenues increased by 103 per cent in the five
months than it was estimated at 94 per cent.

As for State Economic Enterprises (SEE), the improvement in their productivity and prof-
itability which had started in 1985 and continued in 1996 will be bolstered in 1997 while
they are expected to generate TL 97 trillion of profits this year.

Privatization which occupies the agenda of the Turkish economy since 1985, a lacklustre
performance was recorded in the period of 1985 - 1996, with the total privatization vol-
ume reaching to only 3.4 billion dollars (in this period the total privatization receipts
amounted 4.2 billion dollars while total expenditures on privatized SEEs reached to 3.8
billion dollars). Even though a strong privatization performance was achieved with a total
of 900 million dollars in the first couple of months of 1997, total receipts from these priva-
tizations by the Privatization Authority lagged much behind during the political tension
and instability which left the economy in disarray.
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Concerning social security reform, the draft law supported by a consensus of govern-
ment, trade unions and employers’ organizations on increasing the minimum age of
retirement to 55 for men and 50 for women could not be discussed in the Parliament.
Henceforth, the total deficit of three social security institutions which was TL 275 trillion in
1996 can be estimated to exceed TL 530 trillion TL as pledged by the previous coalition
government's budgetary program for 1997.

On the external trade front, it was faced with a record-breaking trade deficit (19.86 billion
dollars) in 1996 owing to the sharp increase in imports (20.3 per cent vs. 5.1 per cent in
exports) fuelled by the start-up effects of the implementation of Customs Union with the
European Union as well as the stronger than expected economic growth rate stimulated
by consumption and imports of investment goods and raw materials. Current accounts
balance had a deficit of 4.39 billion dollars in 1896.

Customs Union with the EU, in its first one and a half year's implementation, has worked
against Turkey's interests under the circumstances that the EU did not fulfill its committ-
ments on financial and technical aid and institutionalized cooperation with Turkey, and
that the EU gained an extra 6 billion dollars surplus (out of 11 billion dollars in 1996) in its
trade with Turkey under the Customs Union.

Turkey's international reserves continued to increase from 23.9 billion dollars at the end
of 1995 to 27.8 billion dollars in year-end of 1996.

Turkey, in 1996, has pursued a multi-polar policy in its foreign economic relations, on the
one side, striving to foster its relations with the EU, USA and other western countries, on
the other hand bolstering its area of influence and economic relations by embarking upon
new openings into Asian, Far-Eastern and African regions.

In this framework, the Developing Countries-8 (in short D-8) integration process has been
initiated by Turkey and officially declared by the signing of its Founding Declaration by the
heads of state or government of eight founding members in Istanbul on 14 - 15 June 1997,

In summary, at the beginning of the second half of 1897, Turkey has an outlock and
agenda in the political sphere darkened by resirictive regulations and practices contrary
to democratic traditions and basic human rights and freedoms, most importantly, freedom
of belief, reminding of notorious state rule in 1940s. As for the economic sphere, Turkey
although still faces such chronic problems as high and institutionalized inflation, budget
deficit, public borrowing, lack of tax reform and social security reform, and unfinished pri-
vatization, it has also an upbeat outlook, with fast growing economy and manufacturing
industry, relative decline in growth of domestic borrowing and its interest burden, reduced
trade deficit, relative decrease in budget deficit, etc..
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lI- THE 55 th GOVERNMENT'S ECONOMIC PROGRAMME
AND PERFORMANCE IN ITS FIRST MONTH IN OFFICE

1) Highlights From the Economic Programme of the New Coalition Government

The new government which took office from the beginning of July this year, announced
its economic program which contains a number of important and ambitious objectives.
The program seems to place top priority on solving the high inflation problem which has
existed in the country since mid - 1980s.

Here below are some highlights from the new government's economic program:
(a) Inflation:

The main objective is to restore macroeconomic stability and put the economy back to its
long term, stable growth path.

The most important obstacle standing in the way of achieving this objective is the exis-
tance of a very high inflation which has the risk of rising even higher. Priority shall be gi-
ven to fight with inflation problem through a number of reforms. Public deficits which are
the main cause of high inflation, shall be reduced permanentily, at the same time introdu-
cing reforms which aim at restructuring various public institutions.

(b) Public Banks

Structural problems and legal deficiencies in the existing banking system shall be solved,
whilst enhancing supervision and surveillance in the system. More efforts will be exerted
towards privatization of the existing public banks.

(c) Transparency in the Government Budget

Budgetary and fiscal discipline in the public sector shall be restored, whilst terminating all
such practices and exercises which create the image of arbitrariness in the use of public
resources. Budget practices will become more fransparent and accountable.

(d) Borrowing

The government will put an end to irregular and arbitrary public borrowing, and will conti-
nue borrowing within a pre-announced program. The government adopts as its long-term
objective, establishment of total quality management in public finance.

Whilst the government considers tax revenue as the healthiest way of financing govern-
ment spending, it also attaches a great importance to non-tax revenue, such as privazita-
tion, in restoring public revenue-expenditure balance.
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(e) No New Taxes
At present, there exists no effective control over taxation.

The government, instead of introducing new types of taxes, shall make new arrange-
menis in the existing tax regulations in order to reduce tax evasion and the size of the
unrecorded economy. Tax rates shall be cut in certain areas in order to widen the tax ba-
se, whilst protecting taxpayers from the adverse effects of inflation. Tax system shall be
reformed so as to encourage higher employment.

(f) The Balance of Payments

A healthy and sustainable structure shall be achieved in the balance of payments. Capi-
tal movements shall be directed towards economic development and enhancement of
productive capacity.

(g) Emphasis on Export Growth.

Export growth shall receive a special attention. Regulations pertaining to foreign trade
shall be designed in such a way to meet the country's international commitments.

(h) State Economic Enterprises

Management and supervision of SEEs shall be re-structured. Necessary measures shall
be introduced in order to speed up privatization process.

(1) Income Distribution

In view of the serious deterioration in income distribution, emphasis shall be placed on
mitigation of poverty and reduction of unemployment.

(i) Employment

Special emphasis shall be placed on reducing high unemployment, and in doing so, in-
vestment and production shall be increased through private sector.

(k) Relations with European Union (EU)
The process of adjustment to EU shall be speeded up.
(I) Social Security

Top priority shall be given to solving problems of the existing social security institutions.
Unemployment Insurance scheme shall be introduced. All citizens shall be entitled to he-
alth insurance.
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(m) Agriculture and Husbandry

Appropriate policies shall be introduced in order that the rural population receive their
due share in the national income. Agriculture shall become a surplus sector.

(n) Small and Medium Scale Enterprises (SMSE)

All appropriate measures shall be taken in order that SMSEs receive a larger share in
production and employment. Finance support to SMSE shall be achieved through ventu-
re capital and investment trusts.

(o) Infrastructure

Additional resources shall be allocated to infrastructure investments which are near
completion. Private sector shall be encouraged to participate in the financing of infrast-
ructiure investments.

(p) Transportation
Improvement of air, rail and road transportation shall be given an impoertant emphasis.
{q) Telecommunications

Privatization of the Turkish Telecommunication shall be speeded up. Licences shall be
granted in the area of telecommunications.

(r) Tourism

Tourism activities shall be diversified in order to meet changing consumer preferences in
other countries.

(s) Maritime

A ministry for maritime affairs shall established.
Maritime transportation in domestic transportation shall be encouraged.

(t) GAP Project

Private investment shall be encouraged in the South Eastern Anatolian Project.
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2) Evaluation of the 55th Government's Performance in its First Month in Office

Above all, the developments which took place in the process leading to the 54th govern-
ment's resignation on 18 June 1937 and the formation of the 55th government did not
conform to democratic norms and traditions. The 55th government, though it is hoped to
be successful in solving Turkey's major political, social and economic problems, does not
seem to have enough political power and a coherent structure within itself.

In a period of major reshuffle in the nation's representation in the Parliament only one
and a half years after the general elections through changeover of deputies among politi-
cal parties (about 20 per cent), the fact that the 55th coalition government could be
formed by three political parties with differing views on main economic and social issues
and depends on the support of fourth political party and a number of maverick deputies
makes an effective governance and decision-making within the coalition very difficult.
Restrictive practices and efforts by the government breaching basic right of belief have
deepened the political tension and polarization in the country in contrast to the new gov-
ernment’s pledge in the beginning to reduce tension and achieve a social peace and har-
mony in our society.

Also, the unprecedented purge in bureaucracy by the 55th government has caused wari-
ness and hurt the usual working traditions of bureaucracy.

It is, under these circumstances, strongly advised to call for early elections by March
1098 at the latest with a view to reducing political tension, achieving social peace in soci-
ety by letting nation's will and decision be represented in the new Parliament.

In the economic sphere, the initial statements made and measures taken by the new
coalition government have proven to be contradictory with the goals set in the govern-
ment's program. The first month's performance indicates to the government's lacking a
comprehensive and coherent economic stabilization package of bold measures. Markets
have been taken by surprise with schocking decisions and statement by the Minister of
State responsible for the economy who had claimed in the beginning to pursue only a
fine-tuning economic policy.

The new government's initial economic measures seem fo aim at removing practice of
the outgoing government which had, in fact, brought about positive effects on taking pub-
lic finance under discipline; i.e. common pooling account of cash inflows and outflows of
public enterprises and agencies abolished; newly-born authorities on the valuation and
sale of real estate in the government's possession, production mobilization, strategic
investments and technological research, etc. dissolved; the indexation system for wage
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rises to inflation rate for public servants and workers has been announced to be abol-
ished; the Treasury's return to regular domestic borrowing even at times when there is no
obligation of repayment has pushed up interest rates on bond market as well as on
deposits and loans.

Even though the 55th government announced that it would give top priority to fight with
inflation, sudden and sharp price increase of 32 per cent on petroleum prices and its
chain effect increases on other public and private sectors' goods have contrarily fuelled
inflation even in a dormant period of summer time. Financial markets and goods’ markets
seem to be in disarray after all and show signs of instable conditions. Upon this, the
statement by the Economy Minister that inflation may reach to about 100 per cent this
year has poured cold water and led markets to turn perplexed about the government's
intentions. After all, inflation is estimated to climb by an 10 - 15 per cent, up to a level of
90 - 95 per cent by the year-end of 1997. Such a result might also be detrimental to the
well-being of the vast majority of our people, being in contradiction with the govern-
ment's pledge on ensuring an even income distribution among people.

On the other hand, there is a general conviction that this fragile coalition government is
likely to implement an expansionary economic policy if early elections are called for
March 1998. The government's revision of reducing the goal of budgetary revenues by
20 per cent and increasing the goal of budgetary expenditures by 20 per cent, thus set-
ting the estimation of budget deficit at TL 2,400 trillion indicates to this likelihood.

Interest rates have gone up, too, increasing up to 120 per cent from its bottomed-out
level of 86 per cent in the beginning of the year, then at 101 per cent during the
changeover of the government.

There seems to be a major policy difference between the 54th and 55th governments on
tackling the problem of increasing public borrowing requirement. The 54th government
tried to solve this problem through searches for new revenues from common pooling of
public enterprises’ cash inflows and outflows, bringing cash assets of domestic banks
held abroad, the system of customs-duty-free importation of cars with the condition of a
specified deposit holding in Treasury's coffers, sale of public's real estate inventory and
as a last resori, reduced domestic borrowing in bonds and T-bills markets. This policy
has lessened public's borrowing requirement and led interest rates to go down sharply
and term of maturity to be lengthened. On the contrary, the new 55th government tried to
tackle the problem of budget deficit through searches for extra revenues by drastically
increasing prices of petroleum products, increased resort to domestic borrowing and
widely-mooted tax increases, particularly on VAT rates. This policy has led to increased
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domestic borrowing, thus interest rates to go up, inflation to go on in a climbing trend and
the expectation of devaluation in financial markets. After all, share prices in the Stock
Exchange which had made big increases during the formation of the government have
fallen sharply. In a nutshell, this unpromising outlock indicates to a departure from pro-
duction-based and supply-side economic structure and return to interest-based and rent-
seeking type economic structure.

In the sphere of foreign policy, the 55th government, in its program, pledged to give prior-
ity to strengthening Turkey's ties with the Western World, particularly the European Union
and the USA, thus stubbornly seeking full membership in the EU. There was no mention
of D-8 integration process in its programme even though it was initiated and headed by
Turkey under the outgoing government and had to be kept continuing as a state's policy.

However, the EU Commission’s report, which is called Agenda 2000 and was made
public only a fortnight ago, has dealt a severe blow to the government's and establish-
ment's hope of joining the club, by excluding Turkey from, even not mentioning its
name among 10 candidate countries in the Central and Eastern Europe as well as
Baltic Sea region.

In conclusion, we do hope that, by taking into consideration this not-promising outlook in
political and economic arena in its first month, the 55th government will embark upon a
short-run stabilizing policy in the economy geared to output and export growth, tension-
reducing and harmony seeking practices in the divisive social issues until the acutely-
needed holding of general elections in March 1998 at the latest.
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lll- PROPOSALS
1- Need for Political Stability and Reduced Political Tension

Political stability is, first and foremost, a prerequisite for a fast and enduring economic
and social recovery in our country. Hence, by taking into account the abnormally chan-
ging structure of representation in the Parliament (20 %) and unrelenting and increasing
political tension throughout the country, early elections should be held by March 1598 at
the latest. If elections could have been held in late Autumn of 1997, the year of 1998 wo-
uld have been a fresh start having left behind election economics.

In the meantime, the government, as it seems to be pressurized by outside power circles
being contrary to democratic traditions, should not insist on imposing laws and regula-
tions on restricting freedoms of thought, expression and belief as basic human rights.

2- Growth And Price Stability

Turkey has been “living with a high and institutionalized inflation” for more than 20 years.
Readjustment of the economy to lower levels of inflation therefore inevitably requires
implementation of a 3-5 year-transition programme in a persistent and determined man-
ner in order to reverse the present inflation trend.

Hence there is a need for a politically strong and stable government which will draw up
and implement a “medium-term stabilization programme” to be supporied by a wide
public consensus that the cost of such a programme would be distributed equitably
amongst all sections and that the government has necessary political will and determina-
tion to fight with inflation.

Anti-inflation programme of the government must be in the nature of an “economic rest-
ructuring”, by aiming gradually achieved price stability based on exports-and invest-
ment-led output growth, reduced public sector deficits, restored production-consumption
balance and increased competition in the economy rather than a IMF prescription-type
monetarist and restrictive package.

3- Public Finance and Domestic Borrowing

Government should achieve a balance between its budgetary revenues and expen-
ditures. For this purpose, instead of trying to match expenditures to revenues, a different
approach can be adopted, i.e., “revenues matching expenditures.” For the government to
balance its revenue and expenditures:

(a) Budgetary expenditures, among them, most importantly personnel, interest and in-
vestment expenditures should be taken under control.
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(b) Excessive burdens of interest and principal debis caused by domestic and exiernal
borrowing should be reduced substantially through a “new restructuring in debt repay-
ments”.

This would entail the following measures to be implemented effectively;

The existing debt stock must be partially monetized, together with introduction of a 50
percent taxation of interest incomes on T-bills and government bonds which would off-
set the monetary growth caused by partial monetization. In doing these, the govern-
ment must act rapidly with determination, not allowing speculative movements in the
markets to impact the introduced measures in an adverse manner.

With the objective of preventing governments from excessive borrowing largely for po-
litically motivated unproductive purposes, constitutional limits must be imposed as to
the maximum allowable amount of public borrowing.

State should reduce investment expenditures by encouraging private sector-and fore-
ign capital-based investments.

Defence and security expenditures, one of the most important items of which is the
expense on the South-Eastern problem should be reduced in parallel with solving that
problem.

(c) Increase in budgetary revenues should not be taken as a goal, but as a means in

achieving economic equilibria:

A higher than 12 percent tax on interest income stemming from T-bills, bonds and re-
po transactions should be imposed.

Excessive real-estate gains should be taxed whilst annual tax on real-estate should
be indexed to inflation rate, but on the basis of a much lower rate.

Savings of the Turkish nationals working abroad amounting to supposedly 50-60 billi-
on dollars should be encouraged to flow into the country through privatization as well
as investment incentives.

4- Restructuring of Foreign Economic Relations

The government must aim at increasing exports whilst reducing imports to the mini-
mum possible. For this purpose, foreign economic relations of the country must be re-
formed; a Foreign Trade Ministry must be established and this ministry must be orga-
nized both within Turkey and abroad.
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- Experts on various sectors and varying from one country to another should be
employed at the overseas official trade offices of our country. A communication network
comprising all country profiles and markets - products information geared to foreign
trade and investment should be formed among our country's overseas official trade
offices and interlinked. All business organizations in Turkey, either semi-public cham-
bers or voluntarily-based business associations, should be allowed to be linked with this
data network to enable their members to take advantage of global trade information.

- Businessmen also from the private sector must be employed at Turkey's representati-
ve offices abread: these offices must provide legal, technical and marketing support
needed by Turkish businessmen abroad.

5- Incentive Measures For Investmenis And Exports
(a) Incentive Policy

The government must introduce incentives which would increase investments and in-
dustrialization in order to increase total supply of goods and services. Resultant from
stagnation in productive and technological investments in recent years, the productive
capacity of the Turkish economy has not been growing. With the purpose of achieving a
sustainable, expot-led growth, priority must be given to investments geared towards ad-
ditional capacity creation and modernization.

In encouraging exports, monetary incentives which violate international trade rules must
be avoided: incentives must aim at reducing the cost of production inputs and must be
granted at the production level.

(b) Investment Incentive Measures:

Corporations must be exempt from Withholding Tax in their investments made under
incentive scheme.

Tax deductibility must be raised to 200-300 percent in investments undertaken in pri-
ority sectors.

Exemption from tax, stamp duty etc. must also be granted also to investment without
export commitment.

Cash grant applicable in domestic machinery and equipment purchases must be inc-
reased from VAT + 10 percentage points, to VAT + 25 percentage points.

In order to eliminate the existing red-taping in the existing cash grant practice (VAT +
10 percent), VAT must be lifted in investment goods purchase [In the existing practice,
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the investor first pays the VAT, and refunds it after 6 months fulit}wfng a lengthy and
costly legal procedure).

Those investors who do not honour their debt towards the Tax Office, Social Security
Institution and to public banks on time, must be deprieved from receiving Incentive
Certificate.

In case the loans received for investment purpose begin to be paid back within 3 to 6
months, interest must not be applied on such loans.

Investments must be encouraged by an “Investment Fund” and “Venture Capital
Fund”. Investment Fund can be sourced from the Seniority Compensation Fund to be
established.

In view of the scarcity of local funds, measures and incentives must be introduced in
order to attract savings of Turkish workers abroad, which are estimated to be no less
than 10 billion US Dollars on a yearly basis.

State lands must be allocated to investors free of charge, infrastructure (on these
lands) must be built by the government. However government must ensure and get
necessary guarantees so that investments on these lands must be finalized within a
specified period of time.

Investors must enjoy some kind of “exchange risk guarantee” through writing off as an
expense any excess of finance cost over the inflation rate (as measured by the annual
rate of change in the Wholesale Price Index)

Bureaucratic formalities at customs and in tax offices must be reduced to a minimum
for companies holding Investment Incentive Certificate.

Lease contract period must be reduced to 3 years in the case of financial leasing com-
panies leasing out machinery and equipment.

Maximum financial incentives such as tax deduction, as well as exemption from taxes
on building and construction must be granted to joint ventures bringing high-techno-
logy and know-how into the country and creating high employment.

In case of importing an entirely second-hand plant under a joint venture, maximum
possible benefit must be granted.

Energy support must be given to manufacturing industry.

Some taxes collected by municipalities from industrial plants in Organized Industrial
Zones (enjoying investment incentives) must be abolished.
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*

Exemption from Import Fund must be applied on a selective basis for imports from
non-EU countries.

Preferential incentives must be introduced in trade relations with member countries of
Developing-8 (D-8), the Black Sea Ecanomic Cooperation, the Economic Cooperation
Organization (ECO) and with Central Asian Muslim States.

Some important exemptions and financing support must be ensured in joint-venture
investments with Central Asian Muslim Republics through bilateral agreements.

c¢) Export Incentive Measures:

*

Export growth (both in absolute terms and as percentage of total turnover) must be
encouraged through tax reduction, reduced finance and insurance premium cost.

Financing support must be provided to exporters on an interest-free basis in three
months and on a profit-sharing scheme in the second three months.

Exporters not utilizing interest-based EXIMBANK's credits must be given alternative
opportunities, such as “Resource Utilization Support Premium.”

Small and Medium-Sized Enterprises comprising 98 percent of all enterprises in Tur-
key and providing a major portion of total employment in the country must be provided
with investment and export incentives. A certain share of total incentives must be
committed to them.

All kinds of data and information must be made available to newly-established compa-
nies in foreign trade sector, a fast-functioning Information/Data Center must be estab-
lished (the existing IGEME is far from fulfilling this function properly).

Customs must be re-organized for smoother working of export import procedures un-
der the new regimes of Local Processing and External Processing.

The embargo imposed on exports to Iraq for the past 6 years, causing a total forelgn
income loss of 20 billion US Dollars, must be lifted with immediate effect and the right
of exporting to Irag as mandated by the United Nations to Jordan should be granted to
Turkey as well.

Permanent Turkish trade centers must be established by the Undersecretariat for Fo-
reign Trade in countries where Turkey has high export potentials.

Voluntarily-based businessmen's organizations should be encouraged to be speciali-
zed on certain groups of countries.
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6- Tax Reform

We do hope that the 55th government, in contrast to some strong rumours of drastic tax
increases on VAT will comply with its pledge of not imposing new taxes in its programme.
On the other hand, the present tax system must be reformed with the objective of enco-
uraging productive activities, "discouraging speculative and rent-seeking activities and
reducing the size of the unrecorded economy. The measures to be taken within the fra-
mework of this tax reform are listed below:

The existing VAT (Value Added Tax) rates are too high, thus stimulates unrecorded
economy. VAT rates should be reduced to 1 % for basic goods and education, 6 % for
other goods while luxury goods should be applied a much higher VAT rate. The new
government's consideration of increasing VAT rates with a view to raising tax revenu-
es is fundamentally wrong and may have backlash effect of reduced tax revenue due
to VAT avoidance by customers in sales.

Income and corporate tax rates must be reduced. Also, inflation-based profits must be
exempted from taxation in order to encourage new investment and increased employment.

Government should not give up the previous government's agreement with trade uni-
ons to index wage rises to inflation with a view to maintaining real purchasing power
of wages.

A tax-free development method should be developed. Also, in some preferential sec-
tors (i.e. to encourage high technology-based investments).

Interest income on Treasury Bills, government bonds and repo transactions must be
subjected to taxation.

Inflation Accounting must be introduced, tax policy must encourage employment of
equity capital. Under the present system incomes derived from equity {own capital
funds) are subjected to full taxation, whilst interest expense on borrowed funds are
partially tax deductible.

Advance payment of tax should be suspended.

Tax red-taping should be simplified with a major overhaul of hundreds of different tax
practices.

Tax on real-estate must be adjusted every year in parallel to the inflation rate; tax on
real estate payable by the seller and the seller must be reduced to 1 percent from the
existing 4 percent. Real profits (nominal profit adjusted for inflation) earned on sale of
real estate must be subjected to taxation.
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7- Privatization

Privatization must be materialized rapidly subject to a certain timetable. However, the
following criteria must be observed in future privatization practices:

*

Revenues generated from privatization must also be utilized for productivity improve-
ment and rationalization of production, whilst being used for reducing the existing pub-
lic debt stock.

While privatizing state economic enterprises, they must not be handed over to a few mo-
nopolies; rather, anti-cartel laws already enacted by the Assembly must be effectively
implemented in order to establish and maintain competitive conditions in the economy.

Purchase offers by workers through their trade unions must be treated seriously and
be given equal opportunity (a successful example is KARDEMIR).

The share of foreign capital in the privatized state economic enterprises, excepts in
those sectors requiring high-technology investments, must be limited to a certain per-
centage (as in the case of privatization practices in France and Switzerland).

Savings of Turkish citizens working abroad should be encouraged to be channelled in-
to privatization in the form of “permit for purchasing share” instead of “import permit
for car or durable goods” which is the case at present.

8- Labour Relations
(a) Reform in Social Security Institutions:

The existing social security institutions are at the edge of bankrupcy, with the estimated
deficit of as high as TL 550-600 trillion for the year 1997. With the purpose of overcoming
severe difficulties currently faced by these institutions, the following measures are re-
commended:

*

Retirement age must be raised to 55 for women and 60 for men.

£l

Insurance premium ceiling must be raised.

* The existing three Social Security Institutions must be unified under one structure,
thereby reducing the highly complicated and inefficient structures of the existing social
security system.

* Collection of premiums due to Social Security Institutions must be speeded up; effecti-
ve collection of revenues from the real estates (of these institutions) must be ensured.
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*

Private insurance corporations must be encouraged to enter into health and retire-
ment insurance business.

Social security institutions must increase their rent revenue from their real-estate.

(b) Reform in Minimum Wage.

Given the unbearably high cost of living in Turkey, it is most appropriate that the mini-
mum wage has been increased just recently by the new coalition government from TL

17 million to TL 35.5 million (a 108 percent rise). However, for the sake of an enduring
improvement in minimum wage;

Income tax rate on the minimum wage must be reduced from 25 percent to 10 per-
cent.

Stamp duty and “Fund for the Encouragement of Saving” on minimum wage income
must be abolished.

The minimum wage must be revised (adjusted) bi-annualy, in parallel to the change in
S|S's consumer price index.

(c) Establishment of “Seniority Compensation Fund”

The existing system creates a heavy burden on the employer and leads to disputes in
employer-employee relations. MUSIAD has been conducting a study on “Seniority
Compensation Fund” which aims at offering a solution to the problem.

9- Financial Sector

Necessary regulatory arrangements should be enacted for financial institutions to pro-
vide a certain percentage of their funds for venture-capital investments and another
certain part for medium-to lon-term investment credits.

Public banks' allocation of low-cost funds for Small-and Medium-Sized Enterprises
should be drastically increased.

9- Customs Union and Relations with the European Union

Regarding the detrimental effects of the Customs Union against Turkey's interests and
the EU's indifferent approach to Turkey in the framework of the new enlargement wave
towards Eastern Europe,Turkey should ask for a renegotiation of the Customs Union on
the topics of bilateral trade functioning against Turkey, the EU’'s not extension of financial
aid, anti-dumping practices on some Turkish exports.

T




-

Private insurance corporations must be encouraged to enter into health and retire-
ment insurance business.

Social security institutions must increase their rent revenue from their real-estate.

(b) Reform in Minimum Wage.

*®

Given the unbearably high cost of living in Turkey, it is most appropriate that the mini-
mum wage has been increased just recently by the new coalition government from TL
17 million to TL 35.5 million (a 108 percent rise). However, for the sake of an enduring
improvement in minimum wage;

Income tax rate on the minimum wage must be reduced from 25 percent to 10 per-
cent.

Stamp duty and "Fund for the Encouragement of Saving” on minimum wage income
must be abolished.

The minimum wage must be revised (adjusted) bi-annualy, in parallel to the change in
51S’'s consumer price index.

(c) Establishment of “Seniority Compensation Fund”

The existing system creates a heavy burden on the employer and leads to disputes in
employer-employee relations. MUSIAD has been conducting a study on “Seniority
Compensation Fund” which aims at offering a solution to the problem.

9- Financial Sector

-

Necessary regulatory arrangements should be enacted for financial institutions to pro-
vide a certain percentage of their funds for venture-capital investments and another
certain part for medium-te lon-term investment credits.

Public banks' allocation of low-cost funds for Small-and Medium-Sized Enterprises
should be drastically increased.

9- Customs Union and Relations with the European Union

Hegarding the detrimental effects of the Customs Union against Turkey's interests and
the EU's indifferent approach to Turkey in the framework of the new enlargement wave
towards Eastern Europe,Turkey should ask for a renegotiation of the Customs Union on
the topics of bilateral trade functioning against Turkey, the EU's not extension of financial
aid, anti-dumping practices on some Turkish exports.

)




THE TURKISH ECONOMY '97

Under the present circumstances, Turkey, already having encountered disadvantageous
results, has nothing to lose, but to force the EU to act in accordance with the Agreement
and committments. As a more realistic policy to correct the deficiencies on Turkey's side
in bilateral relationship to a more equal footing and strengthen it in economic sphere,
Turkey should negotiate with the EU to keep bilateral relationship on the basis of a Free
Trade Area Agreement on the industrial goods.
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