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FOREWORD

year 1994 was an exceptional and unprecedented episode in the Turkish
ic history. Unprecedented in the sense that, both the highest annual infla-
rate, as high as 150 percent, and the worst GNP performance, minus & per-
owth rate, were experienced for the first time and in the same year throug-
e entire Republican history since 1823. Interestingly enough, the Turkish
became faced with a very severe economic and financial crisis in 1994,
owing a year in which the Turkish economy had enjoyed the highest internati-
edibility, seemingly highest-ever standart of living, fast GNP growth and

/e developments in the areas of investment and foreign capital.

sed on the latest available figures, this report summarizes the major develop-

ts and irends observed in the Turkish economy since the beginning of 1994,
;__: some critical assessments. This Is also the first report published by
in the English language, with the objective of providing a reliable and
' reference of the Turkish economy for international circles taking interest

rt is written by MUSIAD’s Economic Advisor Dr. Adnan Biyikdeniz who
llarly contributes to MUSIAD’s economic studies.

g that this report would prove to be a useful reference about the recent
nd near future prospects of the Turkish economy, MUSIAD plans to conti-
nducting occasional studies on the critical economic and social topics, in
its periodic reports on the Turkish ecenomy.

Yours Faithfully,

Erol Yarar
President, MUSIAD
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SUMMARY

As against 4.5 percent GNP growth targeted in the 1994 Economic Programme,
in 1994 the Turkish economy experienced the worst GNP performance througho-
ut the entire Republican period since 1923. Following considerably high growth
rates in 1992 and 1993, respectively 6.4 percent and 7.6 percent, mainly resultant
from over-expansion of final consumer demand and unprecedented increase in
imports, a minus 6 percent growth was recorded in 1994, Negative business ex-
‘pectations created by the severe financial crisis experienced during first half of
?'.rt'ﬁa:__}rEar, contractionary demand management policies implemented as part of the
»ﬁpniﬁ Austerity Package, exorbitantly high real interest rates, the negative im-
pact of incomes policy and the three-digit inflation on the purchasing power of
:'n_lasses, have had the combined effect of reducing aggregate effective demand
‘and thus leading to a notable fall in national output.

1“5 worth noting that the Turkish economy recorded a negative growth in a year
:{@J;ri_n'g_-which there was an overall expansion in the world economy. According to the
’!MF’ﬁgures negative growth rates were recorded only in those economies wnich
menlassmad as "transition economies”. Negative growth performance of the Turkish
Emnamy amidst a positive world economic conjunture was mainly as a result of “se-
“eKIng economic stability in a shrinking economy”. In an economy (like that of Tur-
%} Which has been experiencing an unstable but somehow continuous growth pro-
cess for many years, “stability within negative growth” seems to be an economically
‘more costly approach than “stability within some moderate growth". Resumption of a
‘sustainable growth process shall probably be more cumbersome and time-taking.
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MUSIAD

The economic slump in 1994 led to a dramatic fall in capacity utilization rate in
the Turkish manufacturing industry. The capacity utilization rate, falling as low as
to 60 percent (the lowest level in recent years), began picking up gradually only in
the last quarter of 1994. The reduced capacity utilization mainly stemmed from in-
sufficent domestic demand which was not fully compensated by increase in ex-
port demand on domestic output.

In 1994, investment expenditures as well as final consumption demand were ad-
versely effected from the financial crisis. Private investment expenditures were
down by around 9 percent in real terms, whilst the decline in real public invest-
ment expenditure was as much as 35 percent, largely as a result of budgetary
cuts in public investment expenditure. As a result of the visible slowdown in in-
vestment activity, the ratio of private investment expenditure to GNP fell from 18
percent in 1993 to around 16.5 percent in 1994, whilst that of public investment
expenditure dropped to 5.3 percent from 7.15 percent in the previous year.

Statistics disclosed by the State Institute of Statistics indicate that, the notable
slowdown in production and investment activities during 1994 had impacted the
employment situation quite negatively, with the resultant rise in open unemploy-
ment to as high as 10.5 percent. Estimates based on the SIS statistics show that
the total of open unemployment and under-employment has risen from 14.5 per-
cent of the total labour force in 1923, to 19.8 percent in 1994 mainly as a result of
fall in industrial output and decline in productive investments especially in job-cre-
ating manufacturing industry.

Total resources available to the economy, following a rapid expansion in the pre-
vious year resultant from high GNP growth and large influx of short-term funds
from abroad, declined considerably in 1994 largely as a result of minus GNP
growth and partly due to net outflow of funds. Whilst the public sector continued
to be a "deficit sector” also in 1994, public resource deficit (the difference betwe-
en public expenditure and public disposable income) is estimated to have decli-
ned considerably (around 40 %) mainly as a result of real decline in public expen-
diture, and partly due to introduction of some new taxes. Private sector's surplus,
on the other hand, is estimated to have risen by arcund 30 percent in real terms
as a result of declining final consumption and investment expenditures.



THE TURKISH ECONOMY - 1995

The 1995 Economic Programme based on the assumption of a 5 percent growth
in total effective demand, projects a 4.2 percent growth in Gross Domestic Pro-
duct (GDP) and a 4.4 percent growth in GNP. The projected growth in GDP would
be achieved as a result of 2.5 percent growth in agricultural output, 4.9 percent
growth in industrial output and 4.3 percent growth in services output. The first six
month output trends indicate to the fact that there has been a quicker -than- ex-
pected recovery in the real economy following the relative stability now restored
in the financial markets. The manufacturing industry production index (base
1986=100), falling to as low as 121 at the peak of the crisis last year (May 1994),
has been on a steadily rising trend since February of the current year and has re-
ached to 144.7 by April. Capacity utilization rate has also been on a rising trend,
almost reaching to the pre-crisis level by May 1994 (80 Percent). Given the reco-
very of industrial production, together with some expected growth in agricultural
output, it is reasonable to expect some real output growth this year, upon the ne-
‘gative growth of as high as 6 percent in the previous year. Still, the governments
‘projected percent 4.4 GNP growth for the year appears to be a somewhat ambiti-
‘ous target to achieve, unless the present strict fiscal and monetary stances lo-
osen in the second half of the year for political reasons.

The 1935 Economic Programme projects some increase in saving and invest-
‘ment propensities for the current year. Whilst the Programme sees revival of con-
sumption and investment demand, public sector's resource gap is planned to re-
‘main at the previous year's level. The programme also expects some surplus in
the current account, indicating that there would be no net foreign resource utiliza-
tion during 1995. However, the first 5-6 months developments show that the Tur-
‘kish economy has again begun utilizing net resources from abroad.

Parailai to the resumption of positive output growth and increased investment in
-manufacturing industry, open unemployment rate is expected to fall to around 9.2
‘percent, from 10.5 percent in 1994,

In 1994, the most important improvement in the Turkish economy took place in
the area of balance of payments. As a result of substantial TL depreciation (aro-
‘und 163 percent against US Dollar and 195 percent against DM) and negative
@gﬂf’-ir;grawth, trade deficit was reduced from all-time high 14.1 billion US Dollars
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level in 1993, to around 4.2 billion US Dollars. The current account showed a si-
milar improvement, yielding a 2.6 billion US Dollar surplus as against the record
deficit of 6.4 billion US Dollars in 1993.

The capital account which had yielded a surplus of around 9 billion US Dollars in
1983, showed an opposite development in 1994 largely as a result of substantial
short-term capital outflow. Short-term capital funds (*hot money”) which were att-
racted into the country in the previous years by way of high interest rate differenti-
als and were used in financing current account deficits, outilew from Turkey in a
relatively short period of time, further aggrevaling the financial crisis.

Despite a huge foreign debt servicing and minimal use of foreign funds during
1994, Turkey could achieve a substantial rise in its international reserves, with the
Central Bank foreign exchange reserves rising from 8 billion US Dollars in April
1894, to around 12.8 billion US Dollars by May 1995. Similarly, foreign exchange
reserves held with commercial banks were no less than 9 billion Dollars by May
1995. The substantial increase in official foreign exchange reserves has been
paruy as a result of reversed currency substitution (the public exchanging its fore-
ign currency holdings for Turkish Lira) and partly due to inflow of short-term capi-
tal funds through commercial banks’ borrowing from abroad.

Despite the crisis condition, Turkey was able to achieve considerable foreign debt
servicing. Short-term foreign debts declined from 18.5 billion US Dollars in 1923,
to 1.3 billion US Dollars; as a result, the share of short-term foreign debts to total
foreign debts declined from 27.5 percent, to around 17 percent in 1394,

Qne of the most notable developments in the Turkish economy during the first half
of 1894 was the substantial volatility in the foreign exchange market and the resul-
tant high rate of depreciation of TL against foreign currencies. Expectations of a lar-
ge-scale adjustment in the overvalued exchange rate, the collapse of the istanbul
Stock Exchange, excess liquidity in the market and speculative movement of funds
between the financial markets, have had the combined effect of creating drastic fluc-
tuations and “over-shooting” in the exchange rate in the first 3-4 months of 1994,

Turkish exports increased by around 23 percent in the first quarter of 1985 as com-
pared to the corresponding period of 1994, totalling 4.826 billion US Dollars, Im-

—fim
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ports, on the other hand, increased by 16 percent reaching to 6. 625 billion US Dol-
lars. The government targets a trade deficit of 6.520 billion US Dollars for 1995.

However; given the first three month trends in the trade account, overvaluation in
Turkish Lira roughly since the beginning of 1995 and the gradual recovery of the
economy, all suggest that this target will be difficult to achieve and the trade defi-
citis high likely to reach to around 8.5 billion US Dallars for the whole year.

The 1995 Programme projects a 670 million US Dollar surplus in the capital acco-
unts. However, the capital account showed a larger-than-expected surplus (around
1.770 billion US Dollars) in the first quarter of 1995, largely as a result of substanti-
al inflow of short-term capital funds in response to huge interest rate differential.

In 1995, the government expects a further decline in foreign debts and this is ex-
pected to be achieved mainly by reducing medium and long term debts. The initi-
;‘Q!_-nfﬁcial projections estimated total external debt stock to decline to 62.7 billon
US Dollars, but the substantial depreciation of US Dollar against the German
.Tﬂark'and the Japanese Yen in international markets since the beginning of 1995,
has led to an increase in Turkey's foreign debt stock in US Dollar terms, to 71.5
~ billion US Dollars. The declining trend of short-term foreign indebtnedness in
- 1994 seems to have reversed during 1995, especially as a result of increase in
commercial banks' borrowing from international markets. The Turkish government
as well as some leading Turkish commercial banks are now able to barrow from
foreign markets at acceptable spreads.

Whilst high inflation has been a matter of major policy concern in Turkey for many
years, in 1994 the Turkish economy experienced the highest inflation rate througho-
ut the entire Republican period. For the first time since 1980, the inflation rate clim-
bed to three digit levels, the rate of increase in wholesale prices was as high as
149.6 percent, whilst the consumer prices rose by 125.5 percent for the whole year.
The annual percentage change in the wholesale price index, after rising to as high
as 156.8 percent in the first month of 1995, displayed a sharp fall in the months of
.ﬁpn! and May; accordingly, annual inflation rate as measured by the wholesale price
f'i_nﬂex fell from 144.3 percent in March, to 91.2 percent in April and to 78.5 percent in
May, whilst relatively lower monthly inflation rates are expected, during the summer
months, mainly due to reasonal factors, a further decline in annual inflation rate se-
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ems unlikely until the end of the year since this would request very low monthly inf-
lation rates in the remaining months of the years. The annual inflation rate is highly
likely to fluctuate within the 80-90 percent band during second half of the year.

Domestic borrowing has continued its rapid growth also in 1994, as a result of refi-
nancing of the existing debt stock and higher-than-planned government budget
deficit. The net domestic debt stock has risen from TL 35B6.5 trillion at the end of
1993, to around TL 785 trillion (provisional) by the end of 1954, meaning an app-
roximately 120 percent increase in just one-year. The rising trend of domestic debt
stock continued also into 1995, reaching TL 1,107 trillion by the end of June 'g5,
thus far exceeding the goverment's target of TL 1,047.3 trillion for the year-end.

The April 5 Austerity Package put into effect following the financial crisis during.
first quarter of 1994, emphasized restrictive demand management policies. As a
result of implementation of the revised budget, government budget revenues inc-
reased by around 115 percent against 85 percent increase in budget expenditu-
res. The targeted budget deficit (TL 98 trillion) was however exceeded by a consi-
derable margin, reaching to TL 145.9 trillon by the year-end. Failure to realize the
initial budget deficit target was mainly due to higher-than-expected increase in in-
terest payments both on domestic and foreign debt stock. As a result of relatively
tight fiscal stance the ratio of budget defecit to GNP was reduced from 6.7 per-
cent in 1993, to 3.8 percent in 1994,

Similarly; the ratio of public sector borowing requirement (PSBR) to GNP declined
to 8.2 percent in 1994, from 11.7 percent in 1993, These improvements were ho-
wever partly due to minus 6 percent growth in GNP in the same year.

The 1985 Revised Budget targets a budget deficit of TL 218.8 trillon, resultant from
83 percent increase in budget revenues and 78 percent increase in budget expendi-
ture. According to the revised budget targets, the ratio of budget deficit to GNP wo-
uld further fall to 3.2 percent, and the PSBR/GNP ratio to 5.6 percent for the year.

In the first four months of 1995, the budget revenues increased by around 115 per-
cent as compared to the corresponding period of 1994 whilst the budget expendi-
tures were up by almost 120 percent, resulting in a budget deficit of TL 128.3 trilli-
on. Interest expenses on domestic and foreign debt increased by 288 percent and
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93 percent, respectively in contrast to a real as well as nominal fall in government
investment expenditure. The first four month trends in the budget performance
suggest that the targeted budget deficit will probably be exceeded by the year-end,
mainly due to faster than planned increase in government transfer expenditures.

Resulting mainly from rapid growh of public debt stock, the share of interest pay-
ments in total budget expenditures has been on a rising trend. Whilst the govern-
ment expect the share of interest payments to decline to 29 percent in 1995, the
first five-month trends indicate that this share will continue to rise also in the cur-
rent year. The average interest rate payable on one-year government bonds has
risen substantially during the past year, from 86 percent in 19393, to 113 percent in
1984. The government targets an average interest rate of 70 percent for the year,
but the first five month trends indicate that the government still continues to bor-
row at higher-than-targeted interest rates.

“As a result of refinancing of the existing debt stock and higher-than-planned go-
‘vernment budget deficit, public domestic borowing has continued its rapid growth
‘frend also in 1994. The net domestic debt stock has risen by around 120 percent
in 1994, reaching to nearly TL 800 trillion by the year-end. Whilst the government
(m:ajects net domestic debt stock not to exceed TL 1,047 trillion in 1995, the actual
irends in the first half of the year indicate to a potentially higher level of domestic
deb stock at the end of the year. The ratio of domestic debt to GNP is officially
ected to fall from 20.1 percent in 1994, to 15.1 percent in 1995.

dity shortage resulting from tight monetary policy was later eased by Central
k buying of foreign currency (US Dollars) against the local currency which led
building of Central Bank foreign exchange reserves to the pre-crisis level, as
as preventing the exchange rate to go below US Dallar 1 = TL 30,000 lavel.

8 monetary control which had been achieved with relative success during se-
alf of 1994, seem to have loosed to some extent since the begining of the
ent year. Main monetary magnitudes indicate to a faster monetary expansion
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in the economy during 1995 and the Turkish Central Bank has been interfering in
the money market from time to time and draining the excess liquidity in an effort
to eliminate potential instabilities in the money and foreign exchange markets.

Following the April 5 Measures, raising deposit interest rates to unprecedented le-
vels and introducing additional tax advantages for Turkish Lira bank deposits could
not at the begining restore confidence in the local currency. This was partly due to
the bankrupcy three small-scale commercial banks which created inconfience in the
overall banking system and the withdrawal of foreign currency deposits from the
commercial banks based on the rumours that the government would soon convert
all foreign curency deposits into the local currency. However, the government soon
became able to restore confidence in the banking system as the Central Bank step-
ped in to support a number of banks which were facing liquidity problems and the
government imposed full state coverage (deposit insurance) for TL saving deposits.

In the first four and a half months of 1995, total TL deposits displayed a faster
growth when compared to the corresponding period of 1994. A positive develop-
ment ook place in the composition of total bank deposits whereby the share of
TL deposits rose from 45 percent at the end of 1994, to around 50 percent by
mid-May 1995, partly as a result of slower depreciation of TL which reduced de-
mand for foreign currency as an investment instrument, and partly as a result of
reversed currency substitution process in the recent months.

In 1884, commercial banks were seen less willing in providing credit funds to the
corporate sector under the crisis environment, but rather preferred investing in ze-
ro-risk, high-yield, tax-exempt government borrowing instruments. The credit stock
seems to have been expanding at a higher rate in 1995 as compared to the previ-
ous year. Commercial banks' credits (mainly short-term, general purpose commer-
cial credits) expanded by around 35 percent in the first four and a half months af
1995, as compared to 7.2 percent in the previous year. The Central Bank's direct
credits on the ather hand grew at a slower rate mainly as a result of repayment of
Treasury Advances. Market interest rates have been mainly on a declining trend in
the recent months mainly as a result of slow-down in the annual inflation rate to
around 80 percent (following three-digit levels since April 1994), abundence of
Turkish Lira funds and the gradual decline in government borrowing rates.

—H_




CHAPTER 1

GROSS NATIONAL PRODUCT,
INVESTMENTS AND LABOUR MARKET

, following a rapid expansion in the previous year resulting from high GNP
ith and large influx of foreign funds. The contraction in total resources was
ly due to the decline in GNP (minus 6 percent growth in GNP), and partly to
utflow of funds.

aggregate demand side; private final consumption, having recorded an
\crease in 1993, declined by around 5.4 percent in real terms. Similarly; as a
f the contractionary fiscal policy implemented during second half of 1994,
final consumption also contracted by around 3.5 percent (as against the

on demand, total fixed capital investment expenditures also showed a real

il

ne in the year 1994, recording a minus growth of 15.9 % as against the con-




MUSIAD

siderable growth of 24.9 % in the previous year. Whilst the private investment ex-
penditures showed a 9 percent decline in real terms, the decline in public invest-
ment expenditures was more notable (around 35 percent decline in public invest-
ments as against the 3.4 percent growth in the previous year). Public investment
expenditure was one of the major budget items being most adversely affected
from the April 5 Austerity Package.

The public and private sectors' inventories declined in 1994, mainly as a result of
sharp decline in imports, shrinking production and notable increase in exports.
The increase in inventories which had reached to around 1.8 percent of the GNP,
declined to 1.4 percent of the GNP in 1994,

Public deficit (the difference between public expenditures and public disposable
income) is estimated to have declined by around 40 % in 1994, as a result of a
decline in public final consumption expenditures and especially in public invest-
ment expenditures. Private sector's surplus, on the other hand, is estimated to
have risen by around 30 % in real terms, as a result of declining consumption and
investment expenditures.

The ratio of public dissaving to GNP is seen to have declined from -2.8 % in 1993
to-1.7 % in 1884. The private saving ratio (private savings/GNP) on the other
hand, declined from 24.7 % to 23 % in 1994 under the recessionary conditions.

TABLE 1) SAVINGS AND INVESTMENT PROPENSITES (%)

193941 1993 1992

! Private Savings/GNP 23.0 24.7 2286
| Public Savings/GNP A7 -2.8 1.0
Total Domestic Savings/GNP 213 21.9 216

I:'E"rivate Fixed Investment/GNP 16.7 17.9 15.2
- Public Fixed Investment/GNP 5 T2 7.3

_ Total Fixed Invesiments/GNP 22.0 251 225

— 1

(1) Estimate

The demand for fixed capital investments was also affected negatively during
1994; as a result, the ratio of total fixed investments to GNP declined from 25 per-

= 1 -
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cent in 1993, to 22 % in 1994. Whilst both public and private investments decli-
ned in real terms, the decline was more notable in public investments due to cont-
ractionary fiscal and monetary policies of the April 5 Austerity Package. The 19985
Economic Programme (the “Transition Programme") envisages a 4.4 percent
growth in GNP and 430 million US Dollars surplus in the current account. The
programme projects a 3.1 % increase in public consumption, 2.1 % increase in
private consumption and 2.3 % increase in total final consumption. A 5 % incre-
ase in public fixed investments and 6.2 % increase in private fixed investments
are amongst the Programme's targets for the year 1935.

In 1995, whilst the public sector gap (deficit) is expected to remain at the
Previous year’s (1994) level, private sector’s surplus is projected to show
some decrease due to expected rise in consumption and investment expen-
ditures for the year.

The program also envisages some increase in savings and investment propensiti-
es during 1995.

In sum, whilst the 1995 Economic Programme sees revival of consumption and
investment demand, the public sector's gap is planned to be maintained at the
‘previous year's level, especially by way of raising public disposable income. The
‘expected surplus in the current account indicates to the expectation that no net
:ff_hreign resources shall be utilized during 1995.

Il. GNP PERFORMANCE

“Against 4.5 percent GNP growth envisaged in the 1994 Economic Programme, in
1994 the Turkish economy experienced the worst GNP performance since the fo-
‘undation of the Republic in 1923. Following considerably high growth rates in
19’92 and 1993, respectively 6.4 % and 7.6 %, a minus 6 percent growth was re-
~corded in 1994. Gross National Product which recorded a 4.0 % growth in the first
‘trend of GNP also continued into third and fourth quarters of the year; as a result
GNP displayed a 8.6 % and 6.8 % decline in the third and fourth quarter, respecti-
vely. The contractionary fiscal and monetary policies of the April 5 Package,
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uncertainties as to the near and medium course of the economy, exorbi-
tantly high real interest rates and the negative impact of the three digit infla-
tion on the purchasing power of masses, were amongst the major reasons
for negative growth rates recorded in the second, third and fourth quarters
of 1994.

TABLE 2) SECTORAL GROWTH RATES!
(at 1987 producers’ prices)

| ] n IV TOTAL 1993 1882 |
Agriculiure 0.6 0.4 -4.9 15.1 -0.3 -1.3 4.3
tndustry 6.4 -11.8 -B.3 -7.3 -5.7 8.2 5.9
Manufacturing Industry 6.5 -15.4 -10.5 -9.1 7.6 9.3 5.8 .
Services 3.2 -10.2 =105 -10.5 -7.6 10.8 P
GNP 4.0 8.7 -5.6 -6.8 -5.0 81 6.4

(1) Percentage change with respect o previous year,

Whilst the agricultural sector recorded a minus 0.3 percent growth (as against the
minus 1.3 percent growth in 1993), manufacturing output experienced a conside-
rable contraction, declining by around 7.6 percent (as against a growth rate of 9.3
percent in 1993). Services output showed a parallel decline, recording a minus
7.6 percent growth in 1994 (as opposed to 10.8 percent positive growth in the
previous year.)

The economic slump resulting from the financial crisis led to a dramatic fall in ca-
pacity utilization rate in the manufacturing industry. Capacity utilization rate fell as
low as to 60 percent, picking up gradually in the latter half of the year. The low ca-
pacity utilization was mainly as a result of insufficient domestic demand, which
was not fully compensated by increase in export demand.
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TABLE 3) GROSS NATIONAL PRODUCT?
(At Current Producers' Prices, Billion TL)

| 'SECTORS 1994 1993

610,632 305,525

1,019,767 485,672

54,009 21,814

853,488 412,408

112,181 51,450

263,720 145,834

JE 752,953 368,385

NSPORTATION and COMMUNICATION 514,375 236,860

FINANCIAL INSTITUTIONS ' 115,011 84,453

'OWNERSHIP OF DWELLING 127,018 68,178

SINESS and PERSONAL SERVICES 143,431 71,449

(-} IMPLICIT BANK SERVICE CHARGES 163,471 75,654

'GOVERNMENT SERVICES 344,530 203,922

RIVATE NON-PROFIT INST. 9,070 6,015

PORT DUTIES 135,892 81,229

) 5..1:':"3”55“5 PRODUCT 3,883,827 1,981,867

FACTOR INCOMES FROM ABROAD 19,474 15,486
'GROSS NATIONAL PRODUCT 3,903,301 1,097,353 |

RAGE EXCHANGE RATE (US$/TL) 29,704 10,985

(1) New GNP Series
- SOURCE: State Institute of Stafistics

%‘ha 1995 Economic Programme, based on the assumption of a 5 percent growth
in total effective demand, envisages a 4.2 percent growth in GDP and 4.4 percent
‘growth in GNP. According to the Programme, agricultural output is expected to re-
cord @ 2.5 % growth, whilst industrial and services output are projected to grow
by 4.9 percent and 4.3 percent, respectively.
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TABLE 4) GNP GROWTH RATE!
{At 1987 Producers' Prices)

(Percentage Change)

SECTORS 1994 1993 1883
AGRICULTURE -0.3 -1.3 4.3
INDUSTRY 5.7 8.2 59
Mining 8.0 6.4 0.3
Manufacturing -7.6 8.3 5.8
Energy 3.4 8.3 118
CONSTRUCTION -2.0 7.9 6.2
TRADE 7.5 11.6 6.9
TRANSPORTATION and COMMUNICATION -2.0 10.8 8.1
FINANCIAL INSTITUTIONS -1.5 -0.4 21
OWNERSHIP OF DWELLING 28 2.8 2.5
BUSINESS and PERSONAL SERVICES -4.2 6.9 55
(-) IMPLICIT BANK SERVICE CHARGES -1.8 -0.6 -2.3
GOVERNMENT SERVICES 0.8 1.8 34
PRIVATE NON-PROFIT INST. -2.5 3.0 22
IMPORT DUTIES -35.2 328 11.3
GROSS DOMESTIC PRODUCT -5.4 B.O 6.0
NET FACTOR INCOMES

FROM ABROAD -61.0 14.6 72.5

GROSS NATIONAL PRODUCT -6.0 8.1 6.4

(1) The New GNP series
SQOURCE: sIS

Some leading indicators suggest that there has been a gradual recovery in
‘the real economy following restoration of stability in the Turkish financial
markets since the second half of 1994, The industrial production index
(1986=100), after having fallen to as low as 128 in May 1994, has risen to 153.6
in April 1995. Similarly, manufacturing industry production index, going as low as
121 in May 1994, has been on a rising trend reaching to 144.7 by April 1995. Ca-
pacity utilization rate in the manufacturing industry is also on an increasing trend,
climbing up to 80 percent by May 1995. Revival of industrial production, toget-
her with expected rise in agricultural output, indicate that there will be so-
me real output growth during 1995. Still, the government’s GNP growth tar-
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get of 4.4 percent for the year 1995 appears to be a somewhat ambitious
target to achieve.

'GRAPHIC 1) Manufacturing Industry
Production Index (1986=100)

“!“!Lf?‘:"!':‘qf“:"qf‘:m.“!“?'—.i‘f!qi‘t
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1994 18495
lll. INVESTMENTS

In 1994, private investment expenditures is estimated to have declined by around
9 percent in real terms, whilst the decline in public investment expenditures was
much more drastic (around 35 percent). As a result, the ratio of private invest-
ment expenditures to GNP fell from 18 percent in 1993, to around 16.5 percent in

1994, whilst the ratio of public investment expenditures to GNP dropped to 5.3
percent, from 7.15 percent in the previous year.
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TABLE 5) SECTORAL DISTRIBUTION OF FIXED CAPITAL INVESTMENTS
(Current Prices, Billion TL)

1995° 19847

SECTORS PUBLIC PRIVATE TOTAL PUBLIC  PRIVATE TOTAL
Agriculiure 33,646 28,724 62,440 21,303 18.962 40,265
Mining 724 11,799 18,522 4,762 7,770 12,632
Manufacturing 11,578 209,877 221,555 5,703 140,276 145,979
Energy 56,820 13,500 70,350 3,973 2,791 34,764
Transportation 87,361 128,600 215,962 69,550 76,641 146,191
Tourism 5,608 21,945 27,553 3,308 16,178 19,487
Housing 6,852 508,358 513,210 7392 339,510 347,303
Education 28,575 9,363 37,928 18,025 5,545 23,57
Health 11,266 14,641 25,907 6,896 9,410 16,306
Other Services 55518 38,245 93,804 26,463 25,527 54,990
TOTAL 304,978 983,252 1,288,240 198,376 643,012 841,388

(1) Provisional

(2) Projected

SOURCE: SPO

Examining the sectoral distribution of investments, it is observed that the public
investments concentrated in transportation/communication (35 %), energy (16 %)
and in other public services (15 %) .

Investments in housing have taken the first place in private investment by 52.9 %
share, followed by manufacturing industry (21.9 %) and transportation (12 %).

TABLE 6) PUBLIC AND PRIVATE SECTOR INVESTMENTS

(As percentage of GNP)

YEAR PUBLIC PRIVATE
1990 12.50 980
1291 12.20 10.40
1992 10.20 13.00
10483 7.15 18.00
1994’ 5:3g 16.70
18952 5.40 17.00

(1) Provisional
(2) Programmie
S0OURCE: SPD
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d to increase by 5.9 % in real terms, private fixed investments by 6.2 % and
fixed investments by around 6.1 %. Investment in transportation sector is
ted to take the first place in public investments (28.7 percent share), follo-

ure is expected to take an 11 percent share in total public investiments, sha-
s of education and manufacturing industry are projected to remain at 9.3 % and
.8 %, respectively. Investment in housing is expected to continue taking the big-
share in private investment (51.5 percent), followed by manufacturing in-
Yy (21.3 percent) and transportation (13 percent).

E 7) INVESTMENT INCENTIVE CERTIFICATES BY SECTORS
(JAN-APRIL 1995)

(Billion TL)
331600
i
- 444 132,508.00
. 4 841.00
. 202 38,944.00
691 177,886.00

985 programme expects the private investment/GNP ratio to rise to 17 per-
whilst the ratio of public investment to GNP to remain at around 5.4 percent.

__ aﬁ'stics disclosed by the Treasury Undersecretariat indicate that in the first

months of 1895, there has been a substantial increase in the number and
imount of investment incentive certificates granted to investors. Investments un-
nvestment incentive scheme have risen by around 178 percent in the first fo-
ths of the current year as compared to the corresponding period of 1994.
 first four months of 1995, investments under incentive scheme has reached

"=
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to around 177.8 trilyon TL in 691 projects. Around 75 percent of these invesments
was in the form of completely new investments. These investments are expected
to create nearly 42,000 additional jobs. Investment in the current year concentra-
te in manufacturing industry, especially in textiles and ceramics.

IV. LABOUR MARKET

TABLE 8) THE LABOUR MARKET
{000 Persons)

! - 19953 19942 1993 |
SUPPLY OF LABOUR ; -' - 20,603 20,424 . 20,232
DEMAND FOR LABOUR (EMPLOYMENT] 18,716 18,235 18,702
UNEMPLOYMENT 1,887 2,139 1,530 |

. OPEN UNEMPLOYMENT RATE : 9z . 105 e

| UNDEREMPLOYMENT RATE 8.2 9.3 6.9 |

TOTAL UNEMPLOYMENT RATE! : e . 1o . 145

(1) Total of open unemployment and underemployment
(2} Pravisional

(3} Projected

SOURCE: 515, 5PO

The SIS statistics indicate to the fact that the economic crises experienced during
1994 affected the employment situation adversely with the resultant rise in
unemployment rate. The supply of labour is estimated to have risen by around 1
percent whilst the demand for labour (employment) falling by around 2.2 percent.
As a result, open unemployment rate rose from 7.3 percent in 1993 to around
10.5 percent in 1994. It is estimated that under the crisis conditions underemploy-
ment rate has also risen, reaching to around 9.3 percent of the total labour force.
Estimates based on the SIS statistics indicate that the total of open unemploy-
ment and underemployment has risen from 14.5 percent of the total labour force
in 1993, to 19.8 percent in 1994.
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TABLE 9) SECTORAL DISTRIBUTION OF EMPLOYMENT
(Percentage Distribution)

47 44 45
16 16 17
37 40 38
100.0 100.0 100.0

fing to the official estimates, in 1995 the supply of labour is expected to rise
und 9.8 percent as compared to the previous year, against the expected ri-
1 t_,mand for labour by around 2.3 percent. As a result, open unemployment
(pected to fall to around 9.2 percent (from 10.5 percent in 1994).
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CHAPTER 2

PUBLIC FINANCE AND DOMESTIC DEBT

. DEVELOPMENTS IN CONSOLIDATED BUDGET

The 1994 Economic Programme had initially envisaged a 78 percent increase in
public revenues and a 68 percent increase in public expenditures; accordingly,
consolidated budget deficit would not exceed TL 192 ftrillion for the year. More-
‘over, longer term borrowing (domestic borrowing) at lower interest rates was
- amongst the Programme’s major targets.

‘The April 5 Stabilization Measures put into effect following the financial crisis du-
ring first quarter of 1994, focused on restrictive demand management policies.
'Reducing public deficits was one of the main elements of the stabilization packa-
‘ge; accordingly, targeted budget deficit was reduced from the initial TL 192 billion
-'ié"-.f'EI, to as low as TL 28 billion, a somewhat overambitious target to achieve. The
:ﬁackage included fiscal measures towards both (a) cutting some budget expendi-
‘tures and (b) raising budget revenues. Investment expenditure was the major
wl!.em affected most adversely from the budget cut. On the revenue side, a number
“of measures were introduced in order to strengthen revenues. Amongst these
Mmeasures were: increase in the share of Fuel Consumption Tax transferred to
‘the budget from 50 percent to 70 percent, substantial increase in prices of some
public utilities (electricity, telephone), and some one-off taxes such as 10 percent
‘surcharge on personal tax and a net asset tax on businesses.
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TABLE 10) CONSOLIDATED BUDGET
(REALIZATION) (BILLION TL)

JANUARY-APRIL

1995 1994 1994 1993
EXPENDITURE 470,531 214,536 888,375 485,249
a} Currant 151,966 87,689 346,309 204,829
a.1) Personnel 134,742 80,438 272,872 169,511
a.2) Other Current 17.224 7,206 73,437 35,318
b} Investment 10,785 13,323 76,778 53,181
c) Transfers 307,780 113,524 476,288 227,259
c.1) Interest on Domestic Debt 168,600 43,373
.2} Intersst on Faoreign Debt 25,545 13,183
REVENUE 342,235 159,003 753,440 351,392
a) General Budget 334,785 155,356 744,080 348,035
a.1) Tax Revenue 258,743 118,771 588,091 264,273
a.2) Non-tax Hevenue 19,701 12,421 49,344 17,636
a.3) Special Revenues and Funds 56,341 24,164 106,645 66,126
b} Annexed Budget 7,450 3.647 9,360 3,357
BUDGET BALANCE S -128,295 -55,633 -145,935 -133,857

As a result of implementing the new (revised) budget, budget revenues increased
by 114.4 percent against an increase of 85.3 percent in budget expenditures. On
the expenditure side: current expenditures (some 80 percent of which consis! ot
persannel expenditures) increased by 69.1 percent against an increase of 79.3
percent in the previous year. Given the doubling of inflation in 1994, this meant a
real decline in current expenditures. Investment expenditure (making up around 9
percent of total budget expenditures) increased by only 44.4 percent, meaning a
substantial decline in investment expenditure in real terms. Transfer expenditu-
res, consisting mainly of interest payments, were up by 109.6 percent.

On the revenue side, the general budget revenues increased at a higher rate in
1994 (by around 114 percent) as compared to the previous year, mainly due to
introduction of new taxes and raising some tax rates. Tax revenues were up by
122.5 percent, which compares favourably to 86.6 percent of the previous year.
Non-tax revenues and Special Revenues and Funds increased by 179.8 percent
and 61.3 percent, respectively.

= 0 o




THE TURKISH ECONOMY - 1995

'TABLE 11) CONSOLIDATED BUDGET DEFICIT (BILLION TL)
19952 19941 1893
1,384.3 753.4 351.4
1,603.1 899.3 485.3
DEFIC -218.8 -145.9 -133.9
DEFICIT/GNP (%) 3.2 3.8 6.7
: 5.6 82 11.7
EBT/GNP (%) 15.1 201 17.9

ever, the targeted budget deficit (TL 98 trillion) could not be achieved

vas exceeded by a substantial margin. The budget deficit reached to TL

rillion by the end of 1994, meaning 3.2 percent of GNP. Failure to me-

e Initial budget deficit target was mainly due to higher-than-expected
se in interest payments both on domestic and foreign debts.

esult of restrictive fiscal policy, the ratio of budget deficit to GNP was redu-
 from 6.7 percent in 1993, to 3.8 percent in 1994. Similarly; the ratio of public
tor borrowing requirement (PSBR) to GNP declined from 11.7 percent in 1993,

nt growth in GNP for the year 1994 ]

Revised Budget projects an 83 percent increase in budget revenu-
| a 78.2 percent increase in budget expenditures. Accordingly, the
 deficit is targeted not to exceed TL 218.8 trillion for the year. Accor-
) the revised targets, the ratio of budget deficit to GNP would further
.2 percent, and the ratio of PSBR to GNP to 5.6 percent.

‘ L four months of 1995, the budget revenues increased by 115 percent as
to corresponding period of the previous year. Budget expenditures, on
‘hand, increased by almost 120 percent, yielding a budget deficit of TL
G billion for the first four months.

current expenditures showed an increase of 73 percent, the most notable
Wwas observed in transfer expenditures (consisting most of interest pay-
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TABLE 12) PUBLIC SECTOR BORROWING REQUIREMENT
{Current Prices, Billion TL)

1985 1994 1993

TOTAL REVENUE 1,216,193 773,286 377,664

a) Taxes - 1,096,226 735,414 355,347

b) Non-Tax Normal Revenue Bl 92.082 45,276 27.546

c} Factor Incomes 104,216 35,303 12,817

d) Social Funds 72,731 42,707 -18,046

TOTAL EXPENDITURE P 1,520,465 1,073,595 611,635

a) Current 645,043 419,840 245,765

b} Investment 323,267 161,144 133,526

c) Transfer _ 516,391 410,388 194,497

d) Other 35,785 82,223 31,848

PUBLIC SECTOR BORROWING REQUIREMENT 304,273 300,310 233,927
e e - S -

{2) Pregramme

SOURCE: THE 1995 PROGRAMME

ments on domestic and foreign debts). Interest expenses on domestic debt incre-
ased by 288 percent in the first four months of the current year, whilst the increase
in interest payments on foreign debt was 93 percent. Investment expenditures fell
in real as well as in nominal terms (20 percent decrease in nominal terms).

Tax revenues were up by 117 percent in the first four months, whilst non-tax reve-
nues and special revenues/funds showed an increase of 58.6 percent and 133
percent, respectively.

The first four month trends in the budget performance suggest that the targe-
ted budget deficit (TL 218.8 trillion) will probably be exceeded by the year-end.

Il. FINANCING OF BUDGET DEFICIT

In 1984; whilst foreign borrowing and goverment bond issues declined in impor-
tance in financing budget deficits, short-term borrowing through bond issues and
Central Bank Advances became more important. Thus, the government failed in
its objective to lengthen the average tenor of its domestic borrowing to longer
terms. Short-term borrowing both (a) leads to higher borrowing costs and
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_ a{h} causes large-scale liquidity fluctuations in the economy as debt servi-
| cing takes place at very frequent intervals. Either of the two options, rene-

wed short-term, high cost borrowing or money printing (monetization) ca-
uses speculative expectations in the financial markets and aggravates
short-term inflationary expectations.

TABLE 13) FINANCING OF CONSOLIDATED BUDGET DEFICIT
' (BILLION TL)

e 7

JANUARY-APRI ‘
1995 | 1904
342,235 159,003 |
470,531 e BtEE
128,206 | 58533
64,073

128,296

55333
o =378S
rei :Eurmw'rng o 849 S 15,044
intral Bank Advances 33912 55694
Treasury Bills. - 52,673 12,698
o] -2,582 43578 " |

ot advances and deferred payments

The government's target for 1985 is to increase the importance of longer-term
borrowing and reduce Central Bank Advances. In the first 3 or 4 months of the
"-=-= the goverment was able to renew the maturing debt stock by offering one-
year government bonds at gradually declining interest rates. However from May
on, following failure to sell 18-month bonds, the government reverted to short-
term borrowing with accompanying rise in interest rates.
| ]E:-_’_-ﬂj& first four months of 1995, the government realized a net borrowing of TL
128,296 billion as compared to TL 55,333 billion in the carresponding period of
1994, Whilst net foreign borrowing declined by TL 38,849 billion, net government
ﬁﬂl‘mwmg increased by TL 95,596 billion through government bond issues, TL

152,673 billion through Treasury Bills and TL 33,912 billion through Central Bank
s:ﬁﬁﬁ;inces. The government has recently revised its debt management targets for

1
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the year 1995; accordingly, the government targets a total debt repayment of TL
287,000 billion, 75 percent of which would be in the form of foreign debt repay-
ment and the remaining 25 percent in the form of domestic debt repayment. The
government also targets to realize a total gross borrowing of TL 505,800 billion,
thus realizing a total net borrowing of TL 218,800 billion, which exceeds the initial
target by 10.5 percent.

The revised debt management targets indicate that the government plans to
reduce the importance of longer term borrowing (government bonds) to so-
me extent, but increase the importance of shorter term borrowing (Treasury
Bills) considerably. Parallel to the re-opening of foreign credit lines for Tur-
key in the recent months, the government projects to realize a higher level
of foreign borrowing during 1995.

lll. SOME MAJOR TRENDS IN THE CONSOLIDATED BUDGET

Resulting from rapid growth of the public debt stocks, the share of interest
payments in total budget expenditures has been on a rising trend. This sha-
re has risen from 24.0 percent in 1993, to 33.2 percent in 1994. Whilst the go-
vernment expects the share of interest payments to decline to 29.2 percent in
1895, the first three-month trends (41.8 percent) indicate that this share continues
lo rise also in the current year,

MUSIAD projects that the share of interest payments to total budget revenues will
reach to 45 percent in 1995, whilst the share of interest payments to total tax re-
venues will not be less than 58 percent [For more information, please see MUSI-
AD Publication titled "DEVLETIN BORC KRIZI: Iflas-1999" (DEBT CRISIS OF
THE GOVERNMENT: Bankruptcy-1999).

The share of investment expenditure in total budget expenditures declined from
11 % in 1993, to 8.8 percent in 1994, whilst the share of personel expenditures to
total budget expenditures displayed a similar trend, declining from 34.9 percent to
30.1 percent. This shows that interest expenses is rising at the expense of invest-
ment and personnel expenses.

3=



THE TURKISH ECONOMY - 1995

TABLE 14) SOME MAJOR TRENDS IN THE CONSOLIDATED BUDGET
(Percentage)

19952 19941 1993
payment/Total Eudge: Expen&I;ura : P82 ans 24.0
1t Expenditurs/Total Budget Expenditure 9.7 8.8 110 |
il Expandntureno:al Budget Expenditure : 31.6 30.1 349
‘otal Budget Expenditure . D&Y 654 © B4
Tax Revenue/Total Tax Revenue - o ATl am e agie
awﬂeuanuen' otal Tax Revenue e ' B85 51.7 514 |
arest Rate Fayabie an cne-year gov't hond 70 112.8 B6.3 |

n -estimate

sult of additional (one-off) taxes in 1994 together with some budge-
°Uts, the ratio of tax revenues to total budget expenditures has risen
percent in 1993, to 65.4 percent in 1995. The government expects
lio to further improve to 66.1 percent in 1995,

are of direct tax revenues in total tax revenues remained unchanged from
10 1994. In 1995, the government expects the share of direct tax reve-
' decline and that of indirect tax revenues to rise. However, the incre-
1are of indirect tax revenues can be expected to result in further de-
on in income/wealth distribution, as well as having a negative im-
| the prevailing high inflation rate.

average interest rate payable on one -year government bonds has risen
antially during the past year, from 86.3 percent in 1983 to 112.8 percent.
.government initially targeted an average interest rate of 70 percent for the

Nt year, it was able to borrow at higher interest rates (between 100-120 per-
during the first four or five months of 1995,

DOMESTIC DEBT STOCK

'c borrowing has continued its rapid growth also in 1994, as a result of
eing of the existing debt stock and higher-than-planned government
deficit. The net domestic debt stock has risen from TL 356.5 trillion at the
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end of 1993, to around TL 785 trillion (provisional) by the end of 1994, meaning an
approximately 120 percent increase in just one-year. The rising trend of domestic
debt stock continued also into 1995, the debt stock reaching to around TL 1 kat-
rillion by May 1985. The government projects net domestic debt stock not to exceed
TL 1,047.3 trillion by the end of 1995, but the actual figures by the end of June '95
show the debt stock to reach TL 1,107 trillion. The gevernment also expects the ratio
of domestic debt to GNP to fall from 20.1 percent in 1994 to 15.1 percent in 1995.

TABLE 15) PUBLIC DEBT MANAGEMENT

(BILLION TL)
T 1995 Revised Target 1995 Initial Target 1994 Actual
| DEBT REPAYMENT 287,000 247,553 206,401 |
a) Foreign Debt 213,600 186,153 111,204 |
b) Domestic Debt (Gov't Bonds) 73,400 51,400 95,187
BORROWING 505,800 445603 363,622
a) Foreign Debt 177,300 141272 42,690
b) Domestic Debit 328,500 304,331 320,932
b.1) Government Bonds 174,000 234,833 24,858
b.2) Treasury Bills (net) 105,000 . 25848 244217
b.3} Central Bank Advances 48,500 - 43,500 51,857

NET BEORROWING 218,800 198,50 157,221 |

The average maturity of the domestic debt stock, being 214 days in 1992, deteri-
orated to as low as 117 days in July 1993. The Treasury became able to extend
the maturity of its domestic borrowing to 9 months during the last quarter of 1994,
In March 1995, whilst the Treasury was able to borrow for one-year, its attemnpt to
extend the maturity of its borrowing to 18 months has met with failure.

TABLE 16) THE MATURITY COMPQOSITION OF DOMESTIC BORROWING
(Percantage Distribution)

| 1994 1993 1992

| BONDS TOTAL 12.0 54.4 di 50.8
*1 year 4.5 45 f 335

‘ = 2-5 years 4.9 7.3 e
T-BILLS TOTAL 88.0 ; 45.6 S AR
*3,6and 9 Months el 31.3 45.3
* Public Offering (3and 6 months) 12900 14.3 4.0

: TOTAL i 100.0 : 100:0 100.0 |
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CHAPTER 3

MONETARY TRENDS

I. THE MONEY SUPPLY

 expansionary monetary policies pursued especially during the latter half of
and the increased dependence of government on Central Bank sources in
g public deficits, had led to excess liquidity in the economy, with the cur-
in circulation reaching to all time high levels. The excess liquidity is seen to
one of the major reasons causing the severe crisis and instability experienced
Turkish financial markets at the beginning of 1994. The control of excess li-
ity became possible only after the Local Elections. One of the main features
1e contractionary monetary policy implemented as part of the “April 5 Stabili-
on Measures” was to reduce the Central Bank Advances to the Treasury. In
onths following the April 5 Measures, the Treasury put more emphasis on
nestic borrowing and raised its borrowing rates substantially in order to borrow
e sums from the market. Financial sources obtained through increased do-
tic borrowing were utilized in reducing Central Bank Advances to the Tre-
. This palicy' initially created a severe liquidity shortage in the economy,
‘was later eased by the Central Bank through buying of foreign exchange
the local currency. In other words, within the first 3 or 4 months following
\pril 5 Measures, the Turkish Lira moved mainly between the commercial
-the Central Bank and the Treasury.
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Central Bank buying of foreign exchange against TL has had the effect of both
increasing CB foreign exchange reserves over US $ 7 billion level and preventing
the exchange rate to go below US $ 1= TL 30,000 level.

TABLE 17) SOME MONETARY AGGREGATES

YEARLY PERCENTAGE
BILLION TL CHANGE
MAY 12 DEC 30 DEC 31 MAY 12 1995-
19495 1994 1993 MAY 13 1994 1994
Banknotes lssued 208,424 120,212 63,104 128.8 80.5
Currency in Circulation 186,943 104,370 52517 155.7 8.7
Reserve Money 301,228 185,736 101,720 113.1 B25
Central Bank Total Credits 208,703 160,431 100,583 32.8 59.5
-Public 197,475 148,108 82,892 44.6 78.6
-Privata 12,229 12,322 17,691 -42.7 -30.0
M1 MONEY SUPPLY 323,798 238,981 132,309 142.4 80.0
M2 MONEY SUPPLY 917,000 642,490 291,976 146.4 120.0
M1/Reserve Maney (35) 107.5 128.7 1301
M2/Reserve Maoney (%) 304.4 3459 Z87.0
M1/GNPT (26) = 6.1 6.6
M2/GNP? (2) - 16,5 14.6
Reserve Money/GNPT (%) - 4.8 54

{1} Based on the rE'.r GNF‘ sanes of 8IS -
In 1994, the banknotes issued increased by 0.5 percent, whilst the rate of incre-
ase in the reserve money was around 82 percent. The M1 Money Supply (narrow
definition) consisting of currency in circulation and sight deposits, increased at a
lower rate by 80 percent as compared to the previous year's 88 percent. The bro-
ad definition of money supply (M2) consisting of currency in circulation, sight and
time deposits, expanded at a higher rate by 120 percent as compared to the pre-
vious year's 60 percent due to faster growth of TL time deposits. The money
stock (as measured by M1 and M2) declined in real terms, given the rate of incre-
ase in wholesale prices by around 150 percent in the same year. The money
creation multiplier both with respect to M1 and M2 (M1/Reserve Money,
M2/Reserve Money) fell during 1994, whilst there was no drastic change in
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iaﬁya.lncnme velocity of money, indicating to a relatively stable demand for
‘money especially since the latter half of 1994.

‘The new definition of M2, including foreign currency deposits of domestic origin,
increased at a higher rate in 1994 by around 130 percent, partly as a result of
‘substantial depreciation of the Turkish Lira.

“TABLE 18) THE MONEY SUPPLY
B

- BILLION TL

s

MAY 12 DEC 30

(JAN-MAY) PERCENTAGE CHANGE |

1995 1994 1995 1394
tes Issued 208,424 120,212 73.4 44.4
sncy in Circulation 186,943 104,370 79.1 39.2
Deposits 136,603 134,430 1.6 242
s with CB. 252 181 39,2 227
s
IONEY SUPPLY 323,798 238,961 355 1.0 |
De : 585,997 398,890 46.9 50.0 |
i |
: 7205 4619 56.0 14.4
ONEY SUPPLY 917,000 642,490 427 275
: urrency
of Domestic Origin 745,427 628,711 18.6 69.7
IONEY SUPPLY
EW DEFINITION) 1,662,427 1,271,201 30.8 46.9
e

G

e monetary control which had been achieved with relative success during se-
ond half of 1994, seemed to have loosened somehow since the begining of
95. The rate of monetary expansion has been at a higher pace in the recent
ths as compared to the corresponding period and latter half of the previous
ar. The banknotes issued in the first four and a half months increased by aro-

73.5 percent (as compared to the previous year's 44.5 percent). A parallel
eleration is observed also in the money supply. The rates of growth of M1 and
noney supplies have been as high as 35 percent and 43 percent, respecti-
| these indicate to a faster monetary expansion in the economy since the
1ing of the year. Given the excess liquidity in the economy, the Central Bank

ates N e



MUSIAD

has been interfering in the money market from time to time and absorbing the ex-
cess liquidity in an effort to eliminate potential instabilities in the money and fore-
ign exchange markets.

IIl. COMMERCIAL BANK DEPOSITS

TABLE 19) TOTAL BANK DEPOSITS

(BILLION TL)
. BILLIONTL JAN-MAY |
MAY 12 DEG30 PERCENTAGE CHANGE |
1995 1994 1995 1994
. SAVINGS DEPOSITS 629,381 434,300 44.9 409
(a) Time! 561,510 377,320 48.8 52.4
(b) Sight 67,871 56,980 19.1 qa5
Il. COMMERCIAL DEPOSITS . 100,424 103,639 Sy . H3o
(a) Time o apgge 26,189 Mo 56
(b) Sight : S ahap 77,450 413 914
lIl. PUBLIC DEPOSITS 23,231 19,560 18.8 -21.8
{a) Time 1,896 1,592 19.1 69.9
(b) Sight 21,335 17,968 18.7 -25.9

TOTAL BANK DEFOSITS? 753,036 557,498 a5.1 22.7

{1} Inclugive of Certificates of Depasit
(2] Consolidated commercial bank deposits, exclusive of imterbank deposils

The financial crisis which broke out at the beginning of 1994, reduced confidence
in the local currency and induced flight into foreign currencies (“currency substitu-
tion"). Raising deposit interest rates to unprecedented levels and additional tax
advantages for TL deposits (the witholding tax on bank deposit interest incomes
reduced from 10 % to 5 %) could not at the beginning stop substitution of foreign
currencies for TL. The process of currency substitution had in fact begun in the
second half of 1993 and accelerated in the first quarter of 1994. In 1993, whilst
TL deposits had declined in real terms, the share of foreign currency deposits in
total consolidated deposits continued to rise. Announcement of the April 5 Decisi-
ons and the accompanying substantial rise in bank deposit interest rates could

- -




THE TURKISH ECONOMY - 1995

not at the beginning restore confidence in TL and reverse the process. This was
artly due to the bankruptcy of 3 small-scale commercial banks which created in-
fidence in the overall banking system and the withdrawal of fareign currency
osits from the commercial banks based on the rumours that the government
ild soon convert all foreign currency deposits into local currency. However, the
vernment soon became able to restore confidence in the banking system as
Central Bank stepped in to support a number of banks which were facing so-
quidity problems and the government imposed full state coverage (deposit

Isurance) for TL savings deposits.

LE 20) DEPOSIT AND LOAN INTEREST RATES
(Percentage)

1994

1995 1533
April3 Feb2d4 Jand4  Dec  Sept Dec
RATES
..... :
| ‘550 550 550 550 B30 790 560 480
opment Bank
i 1400 140.0  140.0 1400 1500 1500 B50 850
(operating capital) 1350 1350 1350 1350 1350 1350 700 700 |
c 550 550 550 550 B30 790 480 460 |
INTEREST RATES (') e |
ime Deposits 50 50 5.0 14.50 g 110 |
6030 6940 6210 11450 1870 110 |
7600 8560  78.00 12170 7140 5280
8344 9040 7910 11480  B7.10 8710
9310 9860 9370 12530 9690 5.9

e of leading commercial banks.

_33_

Lira deposits increased at a high rate during second half of the year, the
'deposits growing by around 120 percent for the whole year. Whilst total
osits stood at TL 557,499 billion by the end of 1994, foreign currency de-
displayed a negative growth of 2 percent falling to US $ 18.9786 billion.
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TABLE 21) FOREIGN CURRENCY DEPOSITS WITH COMMERCIAL BANKS

(MILLION US §)
MILLION US § JAN-MAY PERCENTAGE CHANGE
MAY 5 DEC 30
1995 1994 1985 1994
Foreign Currency Deposits of:
{a) Domestic Origin 17,712 16.365 8.2 -26.8
(b) Foreign Origin 2715 2611 6.2 -1.4
TOTAL F/C DEPOSITS 20,487 18,976 7.9 -23.9

In the first four and a half months of 1995, total TL deposits displayed a higher
growth when compared to the corresponding period of the previous year. Savings
deposits increased by 45 percent from January to mid-May, whilst total TL depo-
sits displayed a growth of 35 percent. This would mean some real growth in TL
deposits, given that the wholesale prices rose by 27 percent in the same period.
Foreign currency deposits which had fallen by around 24 percent in the first four
and a half months of 1994, increased by around 8 percent in the corresponding
period of 1985, reaching to US $ 20.487 billion. A positive development took
place in the composition of total bank deposits whereby the share of TL de-
posits rose from 45 percent at the end of 1994, to 50 percent by Mid-May
1995, partly as a result of slower depreciation of TL and partly as a result of
reversed currency substitution process.

TABLE 22) COMPOSITION OF TOTAL BANK DEPOSITS
(Percentage Share)

| May 12 Jan Sept April Jan

f 1995 1995 1994 1994 1994
TL Deposils 50.2 45.0 48,8 an.y 44.0
Foreign Currencyc Deposits 49.8 55.0 51.4 61.3 56.0
TOTAL 100.0 100.0 1000 1000 100.0

."-_:—._; 2 = j/i s
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TABLE 23) DISTRIBUTION OF COMMERCIAL BANK DEPOSITS BY BANK
(Percentage Share)

MAY 12 DEC 30 DEC 31
1995 1994 1993
59.7 55.7 60.6
39.3 432 37.8
1.0 1.1 16
100.0 100.0 100.0

it

1ll- CREDITS

s

In 1994, the total credit stock in the economy, consisting of credits extended by
deposit banks, investment and development banks and the Central Bank, expan-
by 84.5 percent. This nominal growth, however, meant a real decline in the
credit stock, given 150 percent inflation in the same year. Credits extended
posit banks grew by 85 %, a lower rate of growth when compared to the
ous year. Whilst Central Bank direct crédits expanded by around 78.5 %, Ad-
Ices to the Treasury played a major role in this expansion.

TABLE 24) CREDIT STOCK

(BILLION TL})
o= s JAN-MAY |
. BILLION TL PERCENTAGE CHANGE |
. MAY12  DEC30 |
o . 1985 1994 1995 1994
POSIT BANKS' CREDITS 704832 518,908 358 7.2
inated 430,728 310,734 38.6 -
274,104 208,174 n7 -
IENT and DEVELOPMENT _
EDITS 54,464 47,480 14.7 45.3
BANK DIRECT CREDITS 197,475 148,108 333 4.8
AL CREDIT STOCK (in nominal terms) 956,771 714,49 33.9 21.9
Change in Wholesale
* 271 65.7
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Examining the distribution of deposits among different categories of banks, it is

seen that the share of public banks is on a rising trend, from 55.7 percent at the
end of 1994 to 59.7 percent by Mid-May 1995, Whilst the share of foreign banks

remained the same (around one percent), the share of private (Turkish) banks

declined from 43.2 percent, to 39.3 percent by Mid-May 1995,

In 1994, commercial banks were seen less willing in providing credit funds
to the corporate sector under the crisis environment, but rather preferred
zero-risk, high yield, tax-exempt government borrowing instruments (go-
vernment bonds and T-bills).

The credit stock seems to have been expanding at a higher rate in 1995 as
compared to the previous year. Commercial banks credits expanded by 35.8 per-
cent in the first four and a half months of 1995, as compared to 7.2 percent in the
previous year. The Central Bank's direct credits on the other hand grew at a slower
rate mainly as a result of repayment of Treasury Advances. Direct credits exten-
ded by the Central Bank grew by 33.9 percent in the first four and a half months of
this year as compared to 22 percent in the correspending period of 1934,

Credits extended by investment and development banks have been rather slow in
the first half of 1995; such credits grew by only 15 percent in the first four and a
half months.

Nominal growth in the total credit stock was around 34 percent in the first four
and a half months, which, given 27.1 percent rise in the wholesale price index in
the same period, meant some real increase in the total credit stock.

IV. CAPITAL MARKET

In the first half of 1994, various markets within the Istanbul Stock Exchange (ISE)
were most adversely affected from the financial crisis . The trading volume in the-
se markets (equity market, stocks and bonds market) fell sharply during this peri-
od, from a daily average trading volume of TL 79 Trillion in January 1994, to as
low as TL 17 Trillion in March. Whilst the average trading volume in government
securities displayed a drastic decline in the first 4-5 months of the year, there we-
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re notable increases in the average trading volume of repo and reverse repo tran-
sactions.

- TABLE 25) THE ISTANBUL STOCK EXCHANGE
Daily Average Trading Volumes

{Millian US §)
- - _STOCKS AND

. EquITy BONDS MARKET REPO-REVERSE
. MARKET Public Private REPO MARKET

23.70 — = T

34,42 2,30 — =

34,50 9,57 0.0 -

BB,50 43,57 0.04 22,40

91,71 34,89 0.01 93,69

200,14 68,95 — 345,51

as of May 26
- SDURCE: Capital Market Board, ISE

allel to the normalization of financial markets from the second half of 1994,
trading volumes in various markets of ISE began picking up again. Accordingly,
d _Iy average trading volume in the equity market increased to equivalent of 91.7
m ulmn US Dollars by the end of 1994 and to 200 million US Dollars by the end of
'1 May 1995. A similar increase was observed also in the trading volume of public
Sector stocks and bonds and of repofreverse-repo transactions.

The ISE (Turkish Lira) composite index, having experienced a sharp fall in the
first quarter of 1984, displayed a fluctuating trend during latter half of the year and
reached to 27.257 level, meaning a 32 percent increase for the whole year.

The total trading volume of stocks which stood at TL 650,864 million as of end of
1994, increased to TL 819,730 billion by end-May 1995; the number of trading
companies reached to 176 as of end-April 1995,

The ISE composite index, being 26,385 on January 4, 1995, has displayed a ste-
,r. rising trend during the first four months of the current year, and then follo-

a fluctuating trend. By July 13, the index stood at 47,659, after having pe-
ed at 54,653 level on April 21, 1995,

_3?_
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TABLE 26) PRICE + EARNINGS RATIO AVERAGES

(Equity Market)
Months 1985 1994 1993
January 11.20 16.96 7.42
February 12.72 12.61 10.26
March 16.70 11.25 10.03
April 18.64 11.73 14.58
May 18.18 11.74 14.83
June 15.90 18.90
July 17.71 11.06
August 21.73 14.06
September 22.34 17.85
October 22.43 17.58
MNovember 25.88 22.27
December 24.83 25.75

SOURCE: Capital Market Board, ISTANBUL STOCK EXCHANGE (ISE)

As of 1993, Turkey ranked thirtieth in the world in terms of market capitaliza-
tion, and second among the top 25 markets in terms of market performance.

TABLE 27) THE ISTANBUL STOCK EXCHANGE
Total Market Value of Firms Listed in the Stock Exchange
(Million US Dallars)

Total Market Value

Dec 1988 1,128
Dec 1985 6,756
Dec 1990 18,737
Dec 1991 15,564
Dec 1992 9.9z2
Dec 1233 37,824
Deci1g9g4 21,786
May 1995 29,929

SOURCE: Capital Market Board, ISE

Positive developments in the Turkish money and capital markets in the re-
cent months reflect to a large extent, the quicker-than-expected recovery of
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the Turkish economy from the crisis conditions of the previous year, and re-
building of confidence towards Turkey both domestically and internati-
~onally.

GRAPH 2) PRICE/EARNINGS RATIO AVERAGES IN THE ISTANBUL STOCK EXCHANGE
(EQUITY MARKET)
Ralio Avorages
30 -

25 4
mq
15
— 1993
E.!_-ﬁ_.'-
0 : : + t | : i 1 t t |
-] o @ > wi > = = L
: F % § 3§ £ 3 ¢ & B § ¢
1993 1994 1995
JAN 7.42 16.96 11.20
FEB 10.26 12.61 12.72
MARCH 10.03 11.25 16.70
APRIL 14.58 11.73 18.64
MAY 14.83 11.74 18.18
JUNE 18.90 15.90
wuLy 11.06 17.71
AUGST 14.06 21.73
SEPT 17.95 22.34
ocT 17.58 22.43 '
~ Nov 2227 25.88
| DEC 25.75 2483
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CHAPTER 4

FOREIGN ECONOMIC RELATIONS

 BALANCE OF PAYMENTS

n 994, one of the most important developments in the Turkish economy
¢ place in the area of balance of payments which improved considerably
r the previous year. Trade deficit was reduced from the all time high 14.1 bil-
1 US Dollars in 1983, to around 4.2 billion US Dollars. A similar improvement
as observed also In the current account balance which resulted in a surplus of
1 billion US Dollars (from a deficit of 6.433 billion US Dallars in 1993).

(a) Trade Account

, 994, improvement in the current account largely stemmed from substan-
g_narmwing trade account deficit. The substantial decline in the trade defi-
as largely due to sharp fall in imports and partly to rise in exports. More than
% depreciation of the external value of TL, together with considerable slow-
n the economic activity, was the main reason for the sharp fall in imports
9.771 billion US Dollars in 1893 to around 22.6086 billion US Dollars in
Exports, on the other hand, rose from 15.611 billion US Dallars in 1993, to
 billion US Dollars, marking an 18 percent rise over the previous year. As a

trade deficit fell from the record 14.160 billion US Dollar level in 1993, to
6 billion US Dollars in 1994,

1=
_|'.l':".'

S
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TABLE 28) BALANCE OF PAYMENTS

(MILLION US §)

JANUARY-MARCH
1995 1994 1934 19593
I. CURRENT ACCOUNT BALANCE 440 -1.133 2.631 -6.433
1. Trade Balance -1.789 -1.7589 -4.216 -14.160
Exports (FOB) 4826 3.914 18.390 15611
Imports (FOB) -6.625 -5.713 -22606 29771
2. Balance of Invisibles 868 a7 3.765 3.859
2.1, Invisible Earnings 2.908 BT 11.691 11.788
Tourism 492 441 4.321 3.959
Interest 311 209 890 1.135
Others 2.105 1.267 6.480 6.694
2.2. Invisible Expenditure -2.040 -1.820 -7.935 -7.829
Tourism 177 -169 -B66 -934
Interest -G14 -854 -3.823 -3.574
Cthers -949 -797 -3.147 -3.321
3. Unrequited Transfers 1.371 569 3.092 3.768
Woarkers Remittances a7 445 2.627 2:035
Import Waivers 33 34 Bz 116
Official Transfer 591 B9 383 733
Il. CAPITAL ACCOUNT BALANCE 1.772 835 -4.194 8.963
a) Private Foreign Capital 108 51 558 B22
b) Portfolio Investments -510 1410 1.158 3.917
c) Leng-Term Capital -371 i -784 1.370
d) Short-Term Capital 2.545 -701 B127 3.054
. NET ERRORS AND OMMISSIONS 1.445 -2 6az2 1.769 2222
IV. RESERVE MOVEMENTS -3.657 2.980 -206 -308
a) IMF - - 340 -
b) Oifical Reserves -3.657 2,980 -546 -308

Turkish exports increased by around 23 percent in the first quarter of 1995
as compared to the corresponding period of 1994, totalling 4.826 billion US
Dollars. Imports, on the other hand, increased by 16 percent reaching to
6.625 billion US Dollars. As a result, a trade deficit of 1.799 billion was re-
corded in the first quarter of 1995. The government targets a trade deficit of
6.520 billion US Dollars for 1995. However, given the first three-month deve-
lopments in the trade acount, overvalued Turkish Lira since the beginning
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of 1995 and recovery of the economy suggest that this target will be diffi-
cult to achieve and if the first three-month trend in the trade account conti-
‘nues into the remaining part of the year, trade deficit is highly likely to re-
‘ach to around 8.5 billion US Dollars.

(b) Invisibles Account

Invisibles account showed a positive balance of 3.755 billion US Dollars in 1994,
‘as compared to a positive balance of 3.959 billion US Dollars in the previous ye-
‘ar. Tourism revenues were up by 9 % totalling 4.321 billion US Dollars whilst inte-
rest payments increased by 9.7 % reaching to 3.923 billion US Dollars.

Pﬁ bigger surplus in the invisibles account was achieved in the first quarter of 1995
u[US Dollar 868 million) as compared to the corresponding period of 1994 (US
Dollar 97 million).

(¢) Unrequited Transfers

comes decreased by around 13.5 percent in 1994, totalling US Dollars 2.627 billi-
n. This was largely due to the inconfidence felt towards the Turkish economy
amidst a severe financial crisis. With the relative stability now restored in the
economy, workers remittances started picking up again. In the first quarter
of 1995 workers’ remittances were up by 67 percent (as compared to the
corresponding period of 1994), totalling US Dollar 747 million.

(US Dollars 6.433 billion) in 1993, which was one of the major reasons for the fi-
nancial crisis experienced in the first half of 1994. Largely as a result of reduced
le deficit, the current account improved considerably during 1994, yielding a
plus of US Dollars 2.631 billion for the year.

nillion. The current account yielded a surplus of US Dollar 440 million in the
uarter of 1995, which compared favourably to the US Dollar 1.333 billion de-
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surplus in the current account was largely as a result of the grants received from
the Guif Fund (official unrequited transfer). Parallel to the widening trade deficit in
the recent months, the current account is likely to yield some deficit for 1995.

(e) Capital Account

The capital account which had yielded a surplus of US Dollar 8.963 billion in 1983
(largely as a result of short-term capital inflow and portfolio investments), showed
an opposite development in 1994, largely as a result of short-term capital outflow,
yielding a deficit of US Dollar 4.124 billion. Short-term capital funds (hot money)
which were attracted into the country in the previous years by way of high interest
rate differentials, outflew from Turkey in a short period of time, further aggrevating
the financial crisis. “Hot money” which was seen to be a potential source of
instability in some other countries, played a de-stabilizing role in the Tur-
kish economy during the recent crisis.

The 1985 Programme projects a surplus of US Dollar 670 in the capital account.
The Programme expects a net inflow of US Dollar 800 million under direct invest-
ment, US Dollar 1.750 billion under portfolio investment, and a net outflow of US
Dollar 1.430 million. The capital account showed a larger -than- expected
surplus of US Dollars 1.772 billion in the first quarter of 1995, largely as a
result of substantial inflow of short-term capital funds. The prevailing exc-
hange rate and interest rate policies create a substantial interest rate differential
attracting short-term foreign funds into the economy. Abundance of foreign exc-
hange through inflow of foreign funds has recently led to overvaluation of the Tur-
kish Lira which has already begun affecting the trade account negatively. Cont-
rary to official expectations, there has been a net outflow of long-term capital and
portfolio investments in the first quarter of the year.

(f) Official Reserves Account

Despite huge foreign debt servicing and minimal use of fareign funds during 1994,
official reserves showed an increase of US Dollar 206 million. The 1995 Program-
me expects an increase of US Dollar 1.5 billion in official reserves and a US Dollar
1.3 billion increase in foreign exchange reserves with commercial banks. There
was a bigger-than-expected increase in the official reserves in the first quarter of

e = 4
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; the official reserves increased by US Dollar 3.657 billion in the first quarter
1995 as against a decrease of US Dollar 2,980 billion in the corresponding peri-
1 of 1994. The substantial increase in foreign exchange reserves leaves the
irkish monetary authorities with the difficult options of (a) either to let TL
come overvalued or (b) to allow an expansion in the money supply under
e prevailing high inflation environment. The Central Bank of Turkey is re-
seen to be following an exchange rate policy whereby it has been bu-
ying US Dollars against TL in order to eliminate overvaluation of TL.

. INTERNATIONAL RESERVES

29) INTERNATIONAL RESERVES
(MILLION US §)

FOREIGN EXCHANGE RESERVES

CENTRAL COMMERCIAL TOTAL
BANK! BANKS GOLD  RESERVES?
6.213 10.061 1.488 17.761
5.524 8.950 1.488 §15.959 |
3.294 8.222 1.488 12.996 |
4,257 8.111 1.476 13.837
6.741 8455 . {439 16.623
7.112 7.997 . taqn 16.514
9.299 7.478 - 1.400 18.173
10.840 7.235 1.400 19.466
11.292 7.331 1.400 20,017
12.314 8.794 1.383 22.477

12,813 8.010 1.383 23.198

al Bank of Turkay

ral Bank foreign exchange reserves which stood at around US Dollar 6.2
1 e beginning of 1994, showed a rapid decline in the first quarter of the year
i ﬁfits intensive intervention in the foreign exchange market in an effort to
the exchange rate. As a result, the foreign exchange reserves of the Cent-
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ral Bank declined to the US Dollar 3 billion level at the beginning of April. In the follo-
wing months, the Central Bank continued to interfere in the foreign exchange mar-
ket, this time buying US Dollars with the purpose of providing liquidity to the eco-
nomy. As a result of Central Bank buying, the foreign exchange reserves were res-
tored to the pre-crisis level by mid-summer and continued to rise in the latter half of
the year, reaching to US Dollar 12.8 billion by May 1985. By May 1995, foreign exc-
hange reserves held by commercial banks were no less than US Dollar 9 billion. To-
gether with gold reserves, total international reserves of Turkey increased from US §
17.7 billion at the end of 1993, to around US $ 23.3 billion by the begining of 1985,
marking an increase of around 31 percent. The substantial increase in foreign exc-
hange reserves has been partly due to inflow of short-term capital funds (*hot mo-
ney") through commercial banks. The Turkish commercial banks now run consi-
derable “short positions” in foreign currency in order to profit from high inte-
rest rate differentials, a situation which resembles the trends observed in the
pre-crisis period. However, given the present level of CB reserves, the central
monetary authorities seem to have sufficient reserves of foreign exchange for
combatting with unexpected fluctuations in the foreign exchange market.

lll. EXTERNAL DEBTS

TABLE 30) EXTERNAL DEBTS OUTSTANDING?

(Millian LS §)
1845 19494 1833
PROJECTED

SHORT TERM 11.200 e 1e310 18,533 I
-Commercial Bank Credits 2.90 9.526 |
-Private Lender Credits 8.409 9.007
MEDIUM-LONG TERM 51.500 54.291 48823
-Multilateral Agercies : 9,183 B.674
-Bilateral Lenders 20.678 18.153
-Commercial Banks 2.325 3.083
-Bond |ssues 13.788 12,623
-Private Lenders _ 8.317 6.230
TOTAL EXTERNAL DEBT e 62.700 65.601 67,356

SOURCE: Treasury Undersecratanat
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Despite the crisis conditions, Turkey was able to achieve considerable fore-
ign debt servicing in 1994. The external debt stock which stood at US Dollars
67.356 billion at the end of 1993, was reduced to US Dollar 65.601 billion by the
end of 1994. Short-term foreign debts declined from US Dollars 18.533 billion in
1893, to US Dollars 11.310 billion in 1994; as a result, the share of short-term fore-
ign debts to total foreign debts declined from 27.5 percent, to 17.2 percent, impl-
ying a positive development in the term structure of foreign indebtedness. Medi-
um-long term foreign debts, on the other hand, increased from US Dollars 48.823
billion in 1993, to US Dallar 54.281 billion in 1994. The decline in short-term debts
stemmed essentially from repayment of commercial banks' foreign borrowing.

TABLE 31) EXTERNAL DEBT SERVICING
(MILLION US 8)

1995 . 4go04 = 1493
PHGJECTED .
Principal (Repayment)! 7790 6070 4,653
Interest ; 4.450 3923 3.574
|. TOTAL DEBT SEFNiCE 12.240 9.993 8.227
Export Earnings 20.350 18.390 15.611
Invisible Earnings 12.600 11.691 11.788
Private Unrequited Transfers® 2.800 2.709 3,035
Il. TOTAL INCOME 35.750 32.790 30.434
'DEBT SERVICE RATIO {I/ll) % 34 30 27
TOTAL OUTSTANDING EXTERNAL DEBT/GNP (%) 42 50 37
 SHORT-TERM EXTERNAL DEBT/GNP 1:%} .. 7E0 - - BEO 10.20
MEDIUM-LONG TERMDEBT/GNP (%} 345 413 268

(1) Inclusive of repayments due on bond issues
(2) Inclusive of workers' remittances, exclusive of official unrequited transfer,

In 1995, the government expects a further decline in foreign debts; this is expected
fo be achieved mainly by reducing medium and long term debts. According to offici-
al projections, total external debt is expected to decline to US Dollars 62.700 billion
through a total debt servicing of US Dollar 12.240 billion. However, contrary to offici-
al expectations, Turkey's total foreign debt stock has risen to 71.5 billion US Dollars
due to the depreciation of the dollar against German Mark and Japanese Yen the
proportion of which in the total foreign debt stock has been rising in recent years.

i i
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It is projected that the debt service ratio would increase from 30 % in 1994, to 34
% in 1995. Some further improvement is also expected in overall foreign indeb-
tednes; accordingly the ratio of outstanding external debt to GNP is expected to
fall from 50 % in 1994 to 42 % in 1995, the ratio of short-term external debt to
GNP from 8.60 % to 7.50 % and the ratio of medium-long term external debt to
GNP from 41.3 % to 34.5 percent. However, the declining trend of short-term
indebtedness in 1994 seems to have reversed in the first half of 1985, espe-
cially as a result of increase in commercial banks' foreign borrowing with
the purpose of profiting from the existing huge interest rate differentials.
Whilst in 1994 Turkey faced considerable difficulties in obtaining fresh
funds from foreign financial markets as a result of overall inconfidence felt
towards the Turkish economy, this situation seems to have been changing
recently under the improving conditions in the Turkish financial markets
and gradual recovery of the real economy. The Turkish government, as well
as some leading Turkish commercial banks, are now able to borrow from
foreign markets at reasonably acceptable spreads.

IV. FOREIGN EXCHANGE RATES

TABLE 32) INFLATION AND TL DEPRECIATION

(Annual Percentage Change)

Hatg Df TL DEprECFaﬂﬂn

YEARS Inflation Against US $ Against DM
1983 37.1 51.5 30.0
1984 49.2 6.1 36.5
1985 44.2 30.3 63.3
1986 30.7 32.7 68.1
1987 55. 144.8 79.7
1988 75.2 63.6 46.2
1989 8.8 27.9 1.7
1990 60.4 267 43.7
1881 b i 88.1 734
1992 66.0 55.68 595
1993 71.1 70.4 50.2
1994 149.6 163.22 19512

1995 25.21 4.55 17.48

(1} {January-May) Percentage change in consumer prices
[2) (January-May)
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One of the most notable developments observed in the Turkish economy in the
first half of 1994 was the substantial volatility in the foreign exchange market and
the resultant high rate of depreciation of the Turkish Lira against foreign currenci-
es. The exchange rate policies implemented roughly since 1988 had resulted in
“over-valuation” of TL against major foreign currencies. The government's at-
tempt to lower interest rates during second half of 1893 led to excess liquidity in
the economy, with currency in circulation reaching to record levels. Expectations
of a large-scale adjusiment in the exchange rate, the collapse of the Istanbul
Stock Exchange, the excess liquidity in the market and speculative movement of
funds have had the combined effect of creating drastic fluctuations and “over-sho-
oting” in the exchange rate in the first quarter of 1994. The government, largely
for political reasons ahead of Local Elections, strived to repress the exchange ra-
te through exorbitantly high interest rates and intervention in the foreign exchan-
ge market. The end result of this policy was the decline in CB reserves by around
US Dollar 3 billions, rise in over-night interest rates to as high as 400 percent and
increased expectations of a further depreciation of TL.

GRAPH 3) THE REAL EXCHANGE RATE
(1982 JANLIARY =100}

i = £ 5 k= o
R SRR R -
EEQ?%E%%%E g 2 %8 %
1994 19485

 SOURCE: SPO
- The Real Exchangs Rate
1) The weights in the currency basket are 0.75 for US$ and 0.25 for OM

2} In the relative price calculations, producers prices for USA, industrial product prices for Germany and wholesale
1 pdces for Turkey are uzed.
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Announcement of the "April 5 Stabilization Measures” resulted in “over-shooting”
of the exchange rate. Shortly after, the exchange rate fluctuated within the US § =
TL 30.000 - TL 35.000 band and remained around US § 1 = TL 30,000 during the
summer. The exchange rate, gradually rising, reached to the level of US$ 1 =TL
38.500 by the end of 1994 (this is also being the official target committed to IMF).

Given the prevailing inflation rate differentials between Turkey and its major tra-
ding partners, the depreciation of TL against foreign currencies has been rather
slow since the beginning of 1995. The TL is said to have become overvalued in
the recent months, needing some upward adjustment. Whilst market agents do
not expect any big movement in the exchange rate during summer months, the ra-
te of depreciation of TL is expected to accelerate in the fourth quarter of the year.

V. TURKEY’S RELATIONS WITH THE EUROPEAN UNION

Turkey's long-lasting Association with the European Union (EU) has taken a very
significant turn in 1995 with the signing of the Decision of 6 March'85 by the As-
sociation Council on the implementation of the Customs Union between Turkey
and the EU as from the beginning of 1995.

After the implicit rejection of Turkey's application for full membership to the EU on
14 April 1887, negatiations to fully implement the customs union as seen by the
Turkish government as a last resort not to drift away from the EU resulted in an
agreement on 6 March 1895. Apart from the painstaking rules of this agreement
(Decision), the Turkish government had to swallow two important concessions to
the EU side; first to connive the start of membership negotiations of the Greek
Cypriots under the name of the Republic of Cyprus with the EU in the wake of the
inter-governmental conference to be held in the EU in 1996, second, since the
customns union will fully be operational only upon the consent by the Association
Council and the European Parliament in Autumn ‘95, the latter imposes pressures
on Turkey towards so-called more democratisation, some sort of political solution
to the problem in the south Eastern Anatolia, etc.

The Decision of 6 March 1995 which covers 64 provisions basically sets out the
following:
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Turkey and the EU will remove all customs duties, charges having equivalent
effect, quotas, etc. on industrial imports from each other by 31 December
1995. Since the EU, already long ago, had abolished customs duties, it has to
abolish quotas on textiles-clothing imports from Turkey while Turkey that alre-
ady proceeds on the way to reducing customs duties on industrial imports
from the EU will have to remove them as well as Mass Housing Fund charges
by then. Iron and steel products will be included in the Customs Union thro-
ugh a Protocol due to be signed soon while industrial part of processed food
products will be tariffs-free. The average rate of imports-protection covering
both tariffs and Mass Housing Fund charges has been lowered to 14.4 % for
the EU and EFTA countries, 18.4 % for third countries by 8 July 1995.

Turkey will have to adopt the Common External Tariffs of the EU which was,
on average, at a ra‘e of 5.7% before the Uruguay Round Agreement, thus lo-
wer its national tarifts substantially. Besides, the customs regulations of the
EU will have to be adopted by Turkey.

Turkey will have to enact competition law similar to that of the EU covering
cartel-type restictive agreements, mergers, abuse of dominant position, intel-
lectual property and industrial rights, patent rights, fight with counterfeit go-
ods, etc.. State monopolies will be aboelished in two years in Turkey.

Turkey will forbid state aids in two years (one year for textiles sector) with the
exception of social-purpose aids and a five-year extension of regional aids.

Turkey will have to adopt common commercial policy and regulations of the
EU as well as sign preferential agreemenis, which thé latter signed with third
countries, in five years.

Turkey will have to remove technical barriers to trade by adopting the stan-
darts, testing, certification and quality requirements of the EU in five years.

Joint Committee for Customs Union being established under this Decision will
be responsible for overseeing and day-to-day administration of the union. Ho-
wever, the Committee will work on an advisory basis, hence imply not lo have
much influence on the regulations and decisions.
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* Inturn for all these burdens, Turkey will be provided about ECU 2.5 billion fi-
nancial aid in 5 years, most of which will be in the form of project-based cre-
dits by the EU, an amount which, in no way, can compensate Turkey's annual
tariffs income of about 2.5 billion dollars.

After this brief summary of what the customs union will entail, one should make
an assessment whether this grandiose project is to the benefit of Turkey. This as-
sessment can be made from political, economic competitiveness' viewpoints and
whether undertakings set out in the Association have been realized.

(i) Assessment on the political goal of the customs union:

The fear which the Turkish government and bureaucracy have had that customs
union could have been the last train to jump on the EU as well as the expectation
that by way of customs union, the gate to full membership would be opened up
were both exaggerated and wrong basis to pursue Turkey's case in the negotiati-
ons. It shoult not be forgotten that, Austria, Sweden and Finland that had applied
for membership much later than Turkey already joined the EU, while also former
communist countries, Poland, Hungary, Czech Republic, Slovakia, Bulgaria, Ro-
mania, Baltic Republics have already got the pledge from the EU to be admitted
into it by 2000 and 2005. Turkey having already a 36-year relationship with the
EU is not mentioned in the enlargement scenarios. Under these circumstances,
customs union will put Turkey in a position burdened with enormous undertakings
in a club of about 25-26 countries in a few years' time.

Again politically, Turkey has taken the risk of undermining her own cause and ar-
guments concerning Cyprus problem. Because the Decision of 6 March (Article
16) sets out that Turkey will have to sign all preferential agreements at varying le-
vels signed by the EU with third countries, among others the Greek Cypriot admi-
nistration not recognized by Turkey. Adding to it that the EU will start membership
negotiations with Greek Cypriots after the inter-governmental conference to be
held in 1996, Turkey will find herself squeezed on Cyprus issue by the EU to be
encouraged by its full members, Greece and the Greek Cypriot Administration.

Not to be a member of the EU, does not put a country's future into risk. Norwegian
and Swiss people, just in the middle of the EU, did say No to full membership and
7
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European Economic Area Agreement respectively. Countries like Malaysia, Indo-
nesia, South Korea have achieved an impressive economic performance, i.e. abo-
ut 15 % annual increase in exports and 8-10 % annual economic growth without
aligning themselves with the EU in the form of a customs union or full members-
hip. Success depends on implementing sound and prudential economic policies.

We believe that such a major undertaking like customs union should have been
discussed in the public, in the National Asembly and put into referandum whose
result should be decided by the Nation.

(if) Unbalanced Commitiments:

Turkey will be the first country (exception, Andorra) to implement the customs uni-
on without being a full member, thus find itself outside the decision-making table
of the EU, in a position of executing what is decided by the EU's bodies concer-
ning competition law, state dids, patent rights, common commercial policy, etc.
which all concern the customs union. Customs Union will imply that Turkey will no
longer conduct an independent policy in her foreign economic relations with third
countries, nor can it give more favourable treatment to the latter than it does to
the EU. Therefore, Turkey's international agreements like ECO (Economic Co-
operation Organization), or COMCEC (Islamic Conference Economic Council)
and Black Sea “conomic Cooperation Zone will automatically lose their functions
at least by the Turkish side.

On the other hand, while Turkey will lose about US $ 2.5 billion a year by remo-
ving customs duties and Mass Housing Fund charges on imports, it will get only
ECU 2,5 billion (approximately 3,2 billion dollars) in 5 years, most of which will be
in the form of project credits, This amount is incomparably low with what Greece.
Spain and Portugal have got in their pre-membership period (US $ 5.4 bn) and
during their membership. These countries could absorb their huge external trade
deficits which arose after the membership with erormous subsidies from the EU.

(iif) Assessment on economic competitiveness:

The macro and micro economic conditions in Turkey put the Turkish industry's
competitiveness into risk. Since Turkey enjoys tariff-free regime in her industrial
exports to the EU countries, the point reached is not bright, the industry has to

~ 53~ Y



MUSIAD

work in an economy of 85% inflation, high-interest rates, stagnant economy, lack
of aids from the state, high-costly energy and raw material inputs, while the Euro-
pean industry works under incomparably more fovurable conditions. The Turkish
government, by signing the Custom Union Decision, has to provide the Turkish
government the same favourable conditions.

(iv) Conclusion:

We believe that Turkey should continue her economic relations with the EU
on the basis of a preferential trade regime instead of a Customs Union w-
hich is feared to put unbearable burdens onto Turkey. Turkey should seek
to foster her foreign economic relations in all fronts, COMCEC, ECO, Black
Sea Economic Cooperation zone and particularly flourishing Far-Eastern
countries. Every market is important for Turkey.

We consider the project called “Silkroad Union” to be based on the already
established ECO (Turkey, Iran, Pakistan, Turkish Cypriot Republic, Afgha-
nistan and Islamic countries in the Middle Asia) and later on to be extended
to Malaysia and Indonesia, even to Japan, as a viable alternative.



CHAPTER 5

PRICES AND INFLATION

|. THE GENERAL PRICE LEVEL

Whilst high inflation has been a matter of major policy concern in the country for
many years, in 1994, the Turkish economy experienced the highest inflation rate
throughout the entire Republican period. For the first time since 1980, the inflation
rate climbed to three digit levels; the annual rate of increase in wholesale prices
was as high as 149.6 percent, whilst the consumer prices rose by 125.5 percent
for the whole year.

The inflation rate remained at around 70 percent until March 1994, partly as a re-
sult of supressed public sector prices ahead of the Local Elections.

However: the lagged effect on prices of the rapid monetary expansion since mid-
1993, substantial jump in the exchange rate (over 100 percent depreciation of
TL), exorbitantly high market interest rates and high public price increases have
had the combined efiect of pushing the annual inflation rate from 70 percent in
March, to 125 percent in April (meaning a monthly increase of 32.8 percent). The
decelerating trend of prices during the summer months, largely as a result of se-
asonal factors and reduced domestic effective demand, was reversed in Septem-
ber, with the monthly inflation continuing at relatively high rates.
Sy
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TABLE 33) CHANGES IN WHOLESALE AND CONSUMER PRICES

ANNUAL PERCENTAGE CHANGE

MAY 1995 DEC 1934 DEC 1993
Consumer Prices g2.4 125.5 714
Wholesale Prices 78.4 149.6 60.3

SOURCE: SIS

Changes in the wholesale price index (regarded as an indicator of “cost-push inflati-
on”) was as high as 120.7 percent (average annual percentage change), whilst the
annual (December-on December) rate of change was even higher (149.6 percent).
High rate of depreciation of TL, exorbitantly high interest rates, high public price incre-
ases were amongst the major reasons for the high rate of change in wholesale prices.

In 1994, consumer prices (regarded as an indicator of “demand pull” inflati-
on) increased at a lower rate (by 125.5 percent) than the wholesale prices,
largely as a result of less-than-full adjustment of final prices to cost incre-
ases under sluggish demand and contractionary economic policies.

TABLE 34) ANMUAL RATE OF INFLATION

Wholesale Consumer
1994 Frices Prices
Jan 60.6 63.6
Feb 69.7 3.0
March 74.0 73.6
April 1253 107.4
May 1386 117.8
June 137.6 1158
July 128.8 109.3
Aug 1265 108.0
Sept 128.6 111
Oct 1369 116.3
Mov 137.0 10
Dec 149.6 125.5
1995
Jan 156.8 130.6
Feb 149.8 130.0
March 144.3 127.7
April 9i.2 94.3

May 784 B2.4
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GRAPH 4) ANNUAL RATE OF INFLATION
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The annual percentage change in the wholesale price index, after rising to as
high as 156.8 percent in the first month of 1995, displayed a sharp fall in the
months of April and May, mainly for arithmetical reasons (as the high monthly inf-
lation rates of April and May in 1994 was replaced by much lower monthly inflati-
on rates of April and May in 1995). Accordingly; annual rate of inflation as measu-
red by the wholesale price index fell from 144.3 percent in March, to 91.2 percent
in April and to 78.4 percent in May.

A similar trend was observed also in consumer prices. The annual percentage
change in consumer prices fell from the all-time high 130.6 percent in Janu-
“ary 1995, to 94.3 percent in April and to 82.4 percent in May. The total change
in wholesale prices during the first five months of 1995 was 27.1 percent (which
represents a lower inflation when compared to 74.7 percent of the previous year),
whilst consumer prices rose by 26.2 percent in the same period (consumer prices
had risen by 50.3 percent in the corresponding period of 1994).

Whilst relatively lower monthly inflation rates are expected during the summer
months (mainly due to seasonal factors), a further decline in annual inflation rate
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seems unlikely until the end of the year since this would require very low monthly
inflation rates in the remaining months of the year. The annual inflation rate is
high likely to fluctuate within the 80-90 percent band during second half of
the year. The government targets an average annual inflation rate of 70 per-
cent and a year-end (December 1995) inflation rate of 40 percent for the cur-
rent year. Judging from the first five-month trends in prices and the likely
developments in the economy during latter half of the year, it seems so-
mewhat difficult to achieve the government'’s inflation target for 1995.

Il. PUBLIC AND PRIVATE PRICES

The prices of public sector goods and services which had been supressed to a
great extent prior to Local Elections, were increased substantially as part of the
April 5 Stabilization Package. Public prices were held constant throughout the
summer months in an effort to break inflationary expectations. In 1894, public pri-
ces (measured by the Wholesale Price Index) increased by 122.5 percent where-
as the rate of increase in private prices was slightly lower (120 percent).

TABLE 35) CHANGES IN PUBLIC AND PRIVATE PRICES
(JANMUARY-MAY)

1995 . 1994
! Public Private Public Private
Wholesalz Prices 24.0 PB4 {55 62.2

Public wholesale price increased by 24 percent in the first five months of 1985 as
compared to 76.5 percent in the corresponding period of the previous year. Priva-
te wholesale prices, on the other hand, increased at a higher rate by 28.4 percent
as compared to 62.2 percent of the previous year.
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lll. SECTORAL PRICE CHANGES

TABLE 36) SECTORAL PRICE INCREASES!
{Percentage Change}

= ~ JANUARY-MAY ANNUAL |
. . 1995 1994 19952 1994

| AGRICULTURE - 159 50.2 126.2 96.1 ‘
MINING . T 84 59.1 - 1835

MANU FAr.:;’Tu RING INDUSTRY 26.7 93.7 69.5 153.6 |

| ENERGY - 12 65.6 38.5 1186 |
JOTAL T . 301 820 784 1386

(1) As measured by Wholesale Price Index of SIS
{2) May-on-May annual percentage change.

In 1994, agricultural price increases lagged considerably behind industrial
prices with the resultant deterioration of internal terms of trade against ag-
ricultural goods. However, this trend seems 1o have reversed in the current
year. The annual rate of change in agricultu ral prices increased from 96.1 percent
at the end of 1994, to 126.2 percent by May 1995. On the contrary, the annual ra-
te of change in manufacturing prices decreased from 153.6 percent at the end of
1994, to 69.5 percent by May 1995.

Faster increase in agricultural prices in the current year can also be seen from
the price movements since the beginning of the year. In the first five months of
the year, agricultural prices rose by 45.2 percent against 26.7 percent rise in ma-
nufacturing prices. Energy prices lagged considerably behind increases in the
overall wholesale price index.
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DIAGRAM: “BUDGET DEFICIT - INFLATION" VICIOUS CIRCLE IN THE TURKISH ECONOMY
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CHAPTER 6

OVERVIEW AND MUSIAD'S RECOMMENDATIONS

In 1980s, liberal economic and financial policies pursued as part of a structural
transformation programme aimed at creating an outward-oriented, free-market
economy in Turkey. For this purpose, a number of important reforms have been
adopted in the areas of banking, finance, taxation, foreign trade, foreign exchan-
ge regime, money and capital markets. These reforms yielded some successful
results in the following years, with notable improvement in the areas of foreign
trade, balance of payments, stable economic growth and increased technological
investments by the private sector. Positive medium term prospects about the Tur-
kish economy also increased the country's credibility in the international financial
markets, inducing a substantial influx of foreign funds into Turkey. Despite these
positive and encouraging developments, largely due 1o political factors, neces-
sary steps were not taken in order to decrease the disproportionately large share
of the public sector in the economy. The increase in PSBR resultant from huge
public sector deficits put a great pressure in the domestic fund markets, resulting
in high domestic interest rates. The expected “crowding out" effect of the incre-
ased government borrowing was, however, eased to a considerable extent thro-
ugh the accelerated inflow of foreign funds as a result of liberalized regulations on
capital movements and in response to high interest rate differentials between the
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domestic and international markets created by the government's interest rate and
exchange rate policies. Easy access to foreign funds thus enabled continued eco-
nf:;mic growth and investment despite huge government deficits and every-gro-
wing trade account gap. This process could not however be sustained forever as
domestic and international economic agents have become increasingly more ca-
utious and hesitant about the sustainability of an “equilibrium state” (!) under an
ever deteriorating internal and external imbalance.

The long-expected crisis has finally erupted at the beginning of 1934, initiating
from the financial markets, and shortly after spreading to the real economy. The
worst GNP growth and highest inflation rate were recorded in the same year and
for the first time in the Republican history. The crisis experienced by Turkey in
1994 has proven once again how inappropriate it is to maintain a serious disequ-
ilibrium situation in the economy, by way of manipulating certain important relative
prices, such as interest rate and exchange rate, in order to finance public deficits
and public debt stock by short-term foreign funds (“*hot money”), and to expand
the economy in the short-run beyond its natural limits (or its self-sustaining capa-
city). A crisis similar in character was also experienced by Mexico at the end of
1994, a country which depended largely on short-term borrowed foreign funds in
order to sustain an artificially high consumption and income growth despite funda-
mental disequilibria in its economy.

Despite severity of the recently experienced economic and financial crisis, the
Turkish economy is now gradually recovering from the crisis conditions. Quicker-
than- expected recovery of the economy can largely be attributed to the relative
strength and dynamism of the Turkish private sector, relatively successful working
of demand and supply forces in the economy and long-term potentials of the Tur-
kish economy, rather than to the government's well designed medium-to long
term economic and financial policies. In assessing the magnitude of the recent
crisis, one must also reckon that the real dimensions of this crisis were exaggera-
ted to some extent by the misconception and over-reaction of market agents to
the existing fundamental imbalances in the Turkish economy.

One of the important questions at this stage is, whether the recent and relatively
rapid recovery of the Turkish economy from the crisis conditions is a permanent
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or short-lived phenomenon. Stated differently, what are the chances of a new cri-
sis in the future, following a temporary recovery and improvement in the short-run
especially resulting from restored financial stability in the economy?

As also repeatedly stated in MUSIAD's previous reports, Turkey with its conside-
rable human and material resources, and its tremendous entreprenurial capacity,
Possesses a substantial potential for growth and stability in the future. But susta-
inable growth and stability can, in ‘addition to other factors, be achlieved mainly
through increased production, constant improvement in productivity and competi-
tiveness at international standards in an ever-globalizing world economy.

MUSIAD's Recommendations

(1) Price Stability

High and variable inflation rate has been a major policy concern in the Turkish
economy for the past 15 to 20 years. Time and past experience have repeatedly
proven that, it is not possible to reduce the prevailing high inflation to single digit
levels through shortsighted, myopic and politically-motivated stabilization measu-
res. Turkey has been “living with high inflation" for many years and this has cre-
ated an economic structure which is tuned to high inflation and inflationary expec-
tations. Readjustment of the econemy to lower levels of inflation therefore inevi-
tably requires implementation of a 4 or 5 year transition programme in a persis-
tent and determined manner in order to reverse the present inflation trend. The
government must design a medium-term stabilization programme and secure a
wide public consensus by persuading all sections of the society that the cost of
such a programme would be distributed equitably amongst all sections. Breaking
inflationary expectations which is a very crucial factor in fighting with high inflation
(especially in countries like Turkey experiencing high and “institutionalized” inflati-
on for a long time) depends to a great extent on the general public conviction that
the government has necessary political will and determination to fight with inflati-
on and has introduced an internally consistent and realistic stabilization program
for combatting with inflation. In Turkey, inflation is rather a medium (or even long
run) structural problem, and, even if the traditional, short-term demand manage-
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ment policies would achieve some temporary successes in reducing the current
infation rate, the process usually ends up with reduced economic growth and
even-higher inflation rate. A successful, sustained and enduring fight with inflation
in Turkey, can become possible not only through some restrictive demand mana-
gement policies in the short-run (tight monetary policy, reduced public sector defi-
cits, etc...) but also by adoption of policies and practices aimed at strengthening
the supply side of the economy. These policies and practices must aim at elimina-
ting all kinds of imperfections in the goods and factors maixets in order to achieve
higher production at lower cost. Turkey must prefer a “gradually achieved price
stability within some reasonable output growth®, rather than by putling a strong
break on the real economy for some short-lived gains in inflation front.

2) Promotion of Investment and Export Activities

There has been a notable deterioration in the productive capacity of the Turkish
economy, resultant from stagnating productive and technological investments in the
recent years. In order to achieve a sustainable, export-led growth in future, more
emphasis must be placed on capacity-creating and medernization investments in
the internationally competitive economic sectors. In promoting exports, incentives
must be granted at the production stage (which aim at reducing input costs), and
those monetary incentives which violate the prevailing international trade rules,
must be avoided. MUSIAD proposes the following investment and export incentives
in order to encourage a sustainable and export-led growth for the Turkish economy:

(i) Based on certain criteria, additional production and employment creation must
be rewarded by way of reduced taxation.

(i) Increase in exports must be encouraged by tax reduction, cheaper financing
and reduced social security insurance premiums payable by the employer.

(iii) For those exporters who do not choose to use EXIMBANK credits, an alterna-
tive incentive in the form of “Resource Utilization Support Premium™ must be
granted.

(iv) Small -and Medium- Sized Enterprises (SMEs) numberwise consist around
98 percent of total economic enterprises in Turkey, also providing 55% of total
employment and 38 % of total GNP in the country, More emphasis must be pla-
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ced on SMEs in granting investment and export incentives and a certain proporti-
on of total incentives must, within this framework, be committed to SMEs.

(vi) An information center must be established with the purpose of providing all
kinds of information and data to newly-established foreign trading companies
about foreign markets, international trade and financial trends.

(vii} Bureaucratic barriers and red-taping which discourage entreprenuers in their
investment and export activities, must be reduced to the extent posible.

(3) Taxation

Governments must realize that the “efficiency” aspect of taxation is as important
as -and perhaps even more important than- its "revenue” aspect. Tax system
must be re-designed so as to encourage productive activities and discourage
speculative, rent-seeking activities. The new fax system must reduce the existing
tax burden on industriailsts-producers in order to encourage production and redu-
ce the size of "unrecorded economy” which is estimated to be no less than 40-30
percent of GNP in Turkey. The high tax burden on low income groups must be re-
duced with the objective of widening consumption base in the economy, which
has been shrinking during the recent years as a result of deterioration in income
and wealth distribution.

(i) Given the prevailing high inflation environment, the practice of “inflation accoun-
ting” must be adopted and the tax system must be amended so as 1o encourage
companies to depend more on equity and less on borrowed funds in thelr activities.

The prevailing tax system which allows companies to deduct their interest expen-
ses from the taxable income base whilst no such tax advantage is granied to tho-
se companies which depend on own funds, feeds inflation and reduces tax reve-
nues substantially, and must therefore be amended immediately.

(i) The prevailing Value Added Tax rates are very high, encouraging further ex-
pansion of the existing large unrecorded economy. VAT rate must be reduced to
as low as 3 percent; lower VAT rate will not lead to a fall in tax revenues, but on
the contrary, will achieve higher tax revenue through substantial reduction in the
size of the unrecorded economy.
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(i) Real estate must be taxed in a realistic manner and rent incomes arising from
investment in real estate must be detected carefully and taxed at high rates in or-
der to discourage investment of funds in such unproductive areas.

(iv) Tax Administration must be reformed and simplified in order to increase the
efficiency and effectiveness in tax collection.

(4) Public Domestic borrowing

One of the most serious problems faced by the Turkish economy has been the ra-
pid growth in the government's domestic debt stock in the recent years. Domestic
debt stock is on a steadily rising trend, resultant from larger-than- planned budget
deficits and renewal of the maturing debt stock at high costs and at short intervals
such as 3 months, 6 months, 9 months etc.. Unless radical measures are taken
today in order to reverse the rapidly rising trend of domestic debt stock, it will be
much more difficult to manage it in future. Measures and practices must be adop-
ted towards reducing the high cost of public borrowing and extending the average
(short-term) maturity structure of the existing debt stock to longer maturities. 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.

(5) Exchange-Rate Policy

A realistic exchange-rate policy is one of the essential policy instruments In main-
taining the external balance, especially under a highly inflationary environment.
The exchange-rate must be determined under free market conditions and must
broadly reflect the purchasing power differences between Turkey and its major
trading partners.

(6) Size of Public Sector and Privatization

Every effort must be exerted in order to reduce the present disproportionately lar-
ge size of the public sector. The enactment of a privatization law last year has be-
en a positive step, but MUSIAD draws attention to the following points in future
privatization practices:

(i) Revenues generated from privatization must be utilized mainly for productivity
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improvement and rationalization of production and less for repayment of domestic
debt stock and financing of current public budget deficits.

(i) While privatizing state economic enterprises, these enterprises must not be
handed over to a few private monopolies; rather, anti-cartel laws already enacted
by the Assembly must be effectively implemented in order to establish and main-
tain competitive conditions in the economy. Purchase offers by workers through
their trade unions must be treated seriously and be given equal opportunity.

(iif) Privatization must not become a means of money laundering, and transpa-
rency in privatization process must be given utmost care in order to avoid any
misunderstanding and mistrust in the minds of the general public.

(iv) The share of foreign capital in the privatized state economic enterprises,
except in those sectors requiring high-technology investments, must be limited to
a certain percentage (as in the case of privatization practices in France and Swit-
zerland).

The Customs Union project with the EU is not the correct choice for Turkey since
the burdens shouldered by the latter are unbalanced, competition conditions are
not favourable to the Turkish industry vis-a-vis its rivals in the EU and Turkey will
be constrained by Brussels in pursuing foreign economic relations with third co-
untries. Hence, Turkey should continue her economic relations with the EU on the
basis of a preferential trade regime as well as seek to foster her foreign economic
relations in all fronts.
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WHAT IS MUSIAD AND WHAT ARE ITS OBJECTIVES?

MUSIAD, short for Independent Industrialists and Businessmen’s Association
was established in Istanbul on 5 May 1880 by a handful of young businessmen,
with an average age of under 33, dedicated to creating a developed country with
advanced high-tech industry within a highly developed commercial environment,
but without sacrificing national and moral values, where labour is not exploited
and capital accumulation is not degraded and where the distribution of national
inceme is just and fair, a country with peace at home, influence in the region and
respect in the world.

The founders set forth their objectives in the charter as follows: “The goal of the
organization is to contribute to the orderly and sysiematic progress of the country
with democracy in line, with the constitution and laws of the country and to attain
a higher level of civilization for the country with industrial, commercial, social,
economic, educational and cultural development through free exchange of ideas
and coordinated effort.”

Members of the organization, whose number has reached 2000, in a very short ti-
me, are committed to social and economic development in the country by promo-
ting quality production in industry, honesty and fairness in trade, high ethical and
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moral standards in politics. They are dedicated to finding solutions to the prob-
lems of Turkey, Islamic countries in the region and mankind in general.

As of 1994, MUSIAD has established branches in Istanbul, Konya, Ankara, izmir,
Kocaeli, Kayseri, Bursa, Balikesir, Gaziantep, Kahramanmaras, Karadeniz Eredli,
Samsun, Corum, Malatya, Adana, Denizli, Sanliurfa, Cankiri, Bandirma and Bar-
tin, key cities in the country with industrial and commercial potential. MUSIAD,
with members in small and medium-sized industries, as well as domestic and fo-
reign trade, in short the backbone of commercial and industrial development in
the country, is the largest volunteer organization for businessmen in the country
with an active interest in the problems of the country.

ACTIVITES OF MUSIAD

Activities realized by MUSIAD in conformity with the objectives of the orga-
nization are:

a) Studies-Opinions and Reports: Since its establishment, MUSIAD prepared
reports on Medium-Sized Enterprises and Bureaucracy, State Economic Enterpri-
-ses and Privatization, The Turkish Economy-1294, Debt Crisis of the State-Bank-
ruptcy 1998, the Outlook of the Turkish Textiles Industry and Possibilities of Texti-
le Machinery Manufacturing, Homo Islamicus-Muslim Man in Business Life, Eco-
nomic Cooperation among Islamic countries (both in Turkish and English) and
lastly the Turkish Economy -1995. MUSIAD also publicized its views on Incenti-
ves for Investment and Exports, Tax Reform Bill, Local Administrations Bill, Ra-
dio-TV Bill as well as organized panels and publications on Privatization and In-
centives for Investment and Exports.

b) Country Reports: Foreign Relations Commission of MUSIAD carried out stu-
dies on trade possibilities between various countries and Turkey. Potential trade
with Uzbekistan, Khazakistan, Argentine, Brazil, Egypt, Sudan, the Far Eastern
countries (Malaysia, Singapore, Taiwan, Hong Kong, China) as well as with Alba-
nia, Macedonia, Morocco, Tunisia, Jordan and Saudi Arabia was explored. A bo-
ok was prepared for use by MUSIAD members, containing information on indust-
rial and commercial potential of the country, transport and lodging facilities, laws
on fareign trade, and contact peoints during visits by members.
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c) Organization of Meetings on Economics, Politics and Cultural Matters:
Speeches and conferences by politicians, government bureaucrats and diplomats
of foreign countries are arranged for MUSIAD members regularly on Friday nights
on subjects of interest.

d) Professional Committees: The goal of these committees is to promote co-
operation and trade between MUSIAD members within the same profession, to
prepare the environment for mutual investment by members and to help solve
common problems. Committees of Construction, Textiles, Food, Machinery and
Spare Parts, Electronics, Chemicals, Forestry and others meet once a month at
the headquarters in participation of the branch offices.

e) Publications: Apart from studies and reports on specific subjects, MUSIAD
publishes the following periodicals:

1) MUSIAD Bulletin: The Bulletin is published at the beginning of each month. In
this publication, information en MUSIAD activities is provided as well as practi-
cal hints on business problems, announcements by MUSIAD members, infor-
mation on exhibitions and trade fairs, announcements on domestic and foreign
demands for goods. Personnel requirements of MUSIAD members are also
publicized.

2) CERCEVE Magazine: CERCEVE is published every 2 months. It contains ar-
ticles on current problems of interest, MUSIAD's views, policies, and other to-
pics, as well as essays by educators and businessmen. GERCEVE is circula-
ted to all MUSIAD members, to the media, prominent persons in business and
politics, university professors and teachers, various professional and business
organizations and representative offices of Turkey in foreign countries.

3) MUSIAD in the PRESS: Is published every 4 months, this publication informs
members of MUSIAD of news, information, comments and articles about MU-
SIAD which have appeared in the press.

f) Training: The Training Commission organizes professional training programs
for MUSIAD members to bring them up to date on current methods in manage-
ment and business administration. The aim is to provide members with the know-
ledge and practical experience needed to apply these methods in their own busi-
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nesses. Seminars on professional management techniques, medern business ad-
ministration, domestic and foreign trade, and foreign language courses are orga-
nized at the 40 person-capacity training center of MUSIAD's headgquarters and at
branch offices in various locations. Additional seminars on total quality manage-
ment, quality control methods, professional salesmanship, effective speaking,
meeting management, the role of management techniques in businness success,
development of management skills, management assistance, public relations and
other subjects were organized by the Training Commission with the participation
of MUSIAD's industrialists and businessmen.

g) Data Bank: The respective commission is preparing data and informative com-
puter discs on individual members and their companies. More important, MUSIAD
has plans to establish data connections through modems with data banks in Tur-
key and abroad. The aim is to provide this service to members of the organizati-
on.

h) Domestic and Foreign Exhibitions and Fairs: MUSIAD organizes group to-
urs to domestic and foreign trade fairs and professional exhibitions for its mem-
bers, to provide them with the opportunity to discover, study and follow up deve-
lopments, and to enhance commercial and technical knowledge with the objective
of encouraging members to participate in such events. Under this program, visits
to the Turkish Export Products Exhibition (Moscow 1990), TIBCO Fair (Bucharest
1992), Bulgarian Export Products Exhibition (1996), Hannover Fair (1893), 20th
International Tehran Fair (1994), International Tunis Fair (1994) have been arran-
ged.

Members are informed by MUSIAD of all fairs and exhibitions organized in Turkey
and are encouraged to participate in such events. Furthermore, to encourage co-
operation and foster commercial relations among MUSIAD members, the first
MUSIAD International Fair was organized for the first time between 29-31 Octo-
ber 1993 in cooperation with IZFAS. This general fair enjoyed great success with
134 MUSIAD member companies and 15 Italian, 37 Litvanian, 3 Ozbek compani-
es participating. A considerable number of businessmen from Turkey as well as
from Germany, Austria, Egypt, Sudan and Lebanon visited this fair. The second
MUSIAD Fair which was organized between 27-30 October 1994 in izmir enjoyed
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a far greater success with 235 MUSIAD member companies as well as Jordani-
an, German and Bangladeshi companies participating.

i) Trade Missions to Foreign Countries: MUSIAD organizes trade missions ab-
road for its members to encourage cooperation and establishment of trade relati-
ons with companies in other countries. During these missions abroad, MUSIAD
management establishes contacts with government officials, managers and offici-
als of private and state-sector organizations to conduct talks and sign cooperation

-agreements and facilitates talks between individual businessmen. Trade missions

to Russia, Khazakistan, Azerbaijan, Romania, Bulgaria, Germany, Holland,
Egypt, Sudan, Malaysia, Hong Kong, China, Taiwan, Singapore, Albania and Ma-
cedonia have been organized so far.

}] Domestic and Foreign Communication Center: Due to the strong relations

established both inside and outside the country, MUSIAD has become like a liai-

~son office for many domestic and foreign businessmen. The professional secreta-

riat promptly informs members of any enquiries and offers for goods and servi-
ces.
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