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Dear Shareholders,

We submit, herewith, for your examination and approval the Balance Sheet and the
Profit and Loss Statement for 1998 and welcome you to the annual meeting.

Before dealing with the Cerstrl Banko6s activities, we co
review the economic developments in Turkey and the world in 1998. Our report,
therefore, contains a detailed study of those international economic developments
which relate to similar economic developmeant3urkey.

In the first section, international economic developments are reviewed. The
affiliated countries affecting the world economy as well as developments in the
international financial markets are examined in this section. Furthermore, the
efforts tavards economic integration are studied.

The second section is devoted to Turkish economy. In addition to macroeconomic
developments such as general equilibrium, employment, public finance, and the
balance of payments and prices, the monetary policy dirégtéhe Central Bank

and monetary developments are thoroughly analyzed.

The 1998 developments in the financial markets make up the third section. Firstly,
Central Bank credit is examined. This is followed by a review of the developments
in the banking seor as well as in the money and foreign exchange markets
monitored by the Central Bank. Developments in the securities market are also
discussed in this section.

The Balance Sheet and the Profit and Loss Statement for 1998 are given in the
fourth sectionThe last section of this report provides statistical tables on the
Turkish economy.



DEVELOPMENTS IN THE WORLD

ECONOMY
.1. WORLD ECONOMY

The instability in the international financial markets slowed down the grateh r

of the world economy in 1998. The growth rate of the real gross domestic product
(GDP) is expected to decrease to 2.3 percent in 1998 from 4.2 percent in 1997.

Moderate economic growth and price stability continued in the industrial countries
in 1998.Despite the contraction in the foreign demand of Asian countries, the
strong domestic demand caused moderate economic growth in European and
North-American countries in 1998. The growth rate and consumer price inflation is
expected to be 3.6 and 1.6 peitcerthe United States, 2.8 and 1.5 percent in the
European Union countries.

Maastricht economic convergence criteria were achieved by the 11 member
countries of the European Union at the end of 1998, so inflation and interest rates
converged to a great extent. The transition to the last stage of the Monetary Union
began officiallyin these countries as of January 1, 1999. The European single
currency Euro, began to be used as a bank money and the exchange rates were
irrevocably fixed. It is expected that the single market target will be achieved by
the Euro in the Monetary Union gntries.

The financial crisis in Russia in August 1998, following the Southeast Asian crisis
which evolved in the second half of 1997, caused financial instability to spread to
all the international financial markets, and especially to the Latin American
financial markets. This situation caused economic contraction in the developing
Asian countries in 1998. Moreover, the recession in Japan during the 1993
period prevented the developing Asian countries which have close economic
relations with Japandm entering the growth stage.



TABLE I.1.1

MAIN WORLD ECONOMIC INDICATORS

(Annual percentage change)

OUTPUT

World®

Industrial Countries
European Union
European Monetary Union
Developing Countrié¥

The Former Centrally Planned European Economies ar
the Commonwealth of Independent States

WORLD TRADE VOLUME ®

Imports

Developed Countrié8
Developing Countrié¥

The Former Centrally Planned European Economies ar
the Commonwealth of Independent States

Exports

Developed Countries
Developing Countries

The Former Centrally Planned European Economies ar
the Commonwealth of Independent States

CONSUMER PRICES

Developed Countries
Developing Countries

The Former Centrally Planned European Economies ar
the Commonwealth of Independent States

1996

4.3

3.0

18

16

6.5

7.0

6.5

9.5

10.1

6.3

8.7

7.0

24

14.1

41.4

1997

4.2

3.0

2.7

25

5.7

21

9.9

9.2

10.5

8.4

10.4

6.9

21

9.2

27.9

19982

2.3

2.3

2.8

2.8

3.0

34

4.6

1.2

3.3

2.9

35

1.6

10.2

21.0

19992

2.3
17
2.2
24

3.7

-1.0

4.4

4.7

5.6

2.3

3.7

54

51

1.6
8.4

30.2



SIX-MONTH LIBOR(%) ©

US dollar 5.6 5.9 55 5.1
Japanese yen 0.7 0.7 0.7 0.5
German mark 33 3.4 3.7 3.3%
Source: I MF, iworld Economic Outl ooko, December 1998.

(1) World Economic Outlook, January 1999.
(2) Estimate.
(3) London Interbank Offer Rate (LIBOR).

(4) Euro deposits.

The income of the developing Latin American countries declined as oil prices
decreased in 1998 and caused budget imbalances. The tight fiscal and monetary
policies, which were implemented to correct the budget imbalances, and the high
interest rates due the instability in the financial markets caused economic
contraction in 1998. As a result of these developments, it is expected that in all the
developing countries, the annual growth rate of the real GDP decreased to 3 percent
in 1998 from 5.7 percent i997.

It is expected that, in the Former Centrally Planned European Economies and the
Commonwealth of Independent States, the real GDP decreased by 0.3 percent in
1998. The financial instability in Russia was very effective in this contraction. The
Increasing curent account and budget deficits and the difficulties in theonadl of
domestic debt played an important role in the financial crisis that occurred in the
second half of 1998.

The global effects of the Southeast Asian and Russian crises are expéetdelto
depending on the trend of the international trade and capital flows. The adverse

effect of the contraction of exports on economic growth in the Euro area is

expected to increase in 1999 and the growth rate of real GDP is expected to be 2.4
percent On the other hand, in the last three months of 1998, industrial countries
decreased interest rates by consensus and the measures taken by the public sector to
solve the economic problems in Japan increased the expectations that the world
economy will reover from the crisis in 1999.

[.1.1. Industrial Countries

The economic growth in industrial countries slowed down in 1998 while there was
recession in Japan. The instability in the international financial markets had no
adverse effect on the economic grbwf industrial countries especially the
continental European countries. The growth rate of the real GDP is expected to
increase by 2.3 percent in industrial countries and the average rise in consumer



prices is expected to decrease from 2.0 percent foetc@nt. The economic

policies aiming at price stability, which were implemented in the European Union
countries before the Monetary Union, and the general decrease in the commodity
prices support the decline of prices in industrial countries.

The trade ath the current account deficit in the United States increased in 1998 due
to the effect of Southeast Asian crisis. On the other hand, as a result of instability in
the international financial markets, international capital flew to stable economies
like theUnited States. Parallel to this development, medium and long term interest
rates decreased and prices in the equity markets increased. This development
caused domestic demand to be strong. The average rise in domestic demand
increased from 3.4 percent t®4ercent in 1998. The adverse effect on growth of

the contraction in the foreign demand was limited due to the strong domestic
demand. The growth rate of the real GDP is expected to be 3.6 percent and the rise
In consumer prices is expected to be 1.@@arin 1998.

There was recession in Japan in 1998. The real GDP is expected to decline by 2.8
percent in 1998. The decline in private sector consumption and investments are the
main reasons for the recession in Japan. The decrease in tax rates wasgiot@no
boost the domestic demand. Problems in the banking sector limited credit
possibilities. The Central Bank of Japan decreased the short term interest rates by
implementing expansionary monetary policy in September. In order to solve the
problems in tk financial sector, funds were transmitted from the public sector to
the banking sector. But these measures were not enough to boost the economy in
1998. The Southeast Asian crisis and the resulting economic contraction in the
countries which have closatte relations with Japan are among the reasons
preventing Japan from recovering from the recession. Moreover, high labor costs
relative to Thailand and China restrict production possibilities.

Economic policies aimed at achieving convergence in Maasgocthomic criteria
have been implemented in the European Union countries as of the beginning of
199006s. Convergence in inflation and in
budget deficits to the GDP must be at most 3 percent were achievedly the
members of the European Union countries. The criterion that the ratio of the total
public sector debt to GDP must be at most 60 percent has not been achieved yet.
Exports increased in 1997. The confidence in the economic environment and the
decrease imterest and unemployment rates supported the consumption and
investment demand. Therefore, although the contraction in foreign demand due to
the Southeast Asian crisis continued, the strong domestic demand caused the
growth rate of the real GDP to be dp&rcent in 1998.

The growth rate of real GDP is expected to be 2.7 and 3.0 percent in Germany and
France respectively.



In Germany, the private and public sector expenditures increased in the first half of
1998, which strengthened the domestic demand anskequently the real GDP
increased by 2.7 percent in 1998. The rise in exports and imports was lower in 1998
relative to 1997 because of the Southeast Asian and Russian crises, but this did not
affect the economic growth adversely. The unemployment rateiected to

decline from 11.5 to 10.9 percent.

The high level of investments and public sector consumption, especially in the first
half of 1998, contributed to growth in France. The unemployment rate decreased
from 12.7 to 11.7 percent in 1998, just likeGermany.

The economy entered a contraction stage in the United Kingdom at the end of 1997
following 5 years of continued growth. Exports slowed down in 1997 and in 1998
because of the appreciation of the English pound. The increase in domestic demand
was limited due to the tight monetary and fiscal policies implemented ir9P96

and at the beginning of 1998. The rise in private consumption declined from 4.2 to
2.8 percent. These developments slowed down the economic growth in the United
Kingdom in 1997and 1998. The growth rate of the real GDP is expected to decline
from 3.5 to 2.6 percent.

The economic growth slowed down in Canada in 1998 and the growth rate of the
real GDP is expected to decline from 3.8 to 2.8 percent. Private and public sector
experitures and investments decreased.

[.1.2. Developing Countries

The financial crisis started in 1997 and the drop in commodity and petroleum prices
worsened the economic situation in the developing countries. The decline in prices
of commodities, which comitute a large portion of the exports of these countries,
resulted in speculation about the current account deficit and increased the capital
outflow in this crisis environment. As a result, capital flows to the developing
countries decreased substantialfe increase in direct investment and portfolio
investment is expected to decelerate from 126.7 and 51.8 billion US dollars in 1997
to 106.2 and 38.0 billion US dollars in 1998, respectively.

TABLE 1.1.2.1
NET CAPITAL FLOWS
(Billion US dollars)

1994 1995 1996 1997 1998

Developing Countries

Direct Investment 76.3 86.3 108.6 126.7 106.2
Portfolio Investment 85.8 22.2 52.5 51.8 38.0
Other -28.6 38.8 29.7 -46.6 -56.6

Official 9.9 31.9 2.6 -3.0 15.6



Asia

Direct Invest. 44.4 51.0 60.2 60.2 45.1
Portfolio Investment 115 10.0 10.1 75 -6.5
Other 9.0 30.8 29.9 -46.3 -56.9
Official 5.6 51 10.3 7.9 12.7

Middle East and East Europe

Direct Investment 37 51 4.1 5.0 3.9
Portfolio Investment 13.0 9.1 2.8 3.0 75
Other -3.6 -7.1 -3.0 -0.2 134
Official -1.0 -1.1 -0.6 -0.6 -0.9

Latin America

Direct Investment 24.8 26.0 39.2 54.2 51.0
Portfolio Investment 60.9 1.7 40.0 38.3 34.2
Other -38.7 10.4 2.5 -4.1 -11.5
Official -3.9 20.5 -13.7 -7.7 0.8

Source: IMF "World Economic Outlook", December 1998.
(1) Estimate.

Other capital outflow realized at 46.6 billion US dollars in 1997; however, in 1998
it Is expected to increase to 56.6 billion US dollars. Countries that demand
technical assistance from the IMF obtained official foreign financing that increased
the capitainflow to the developing countries. Official capital outflow was realized
as 3.0 billion US dollars in 1997 while in 1998 15.6 billion US dollars of capital
inflow is expected (Table 1.1.2.1). The economic contraction in the emerging
countries, especigllin the Southeast Asian countries, decelerated the world
economic growth in 1998. This deceleration consequently, is expected to also affect
the developing countries. This slowdown is clearly seen in Asia, Latin America and
the Middle East and Europe. timis respect, developing countries which grew by

5.7 percent in 1997 are expected to show a 3.0 percent growth rate in 1998 (Table
1.1.2.2).

TABLE 1.1.2.2
REAL GDP and INFLATION
(Annual Percentage Change)

GDP CPI
1997 1998" 1997 1998"
Developing Countries 5.7 3.0 9.2 10.2
Asia 6.6 2.6 4.7 7.9

Middle East and Europe 45 3.3 22.8 23.6



Latin America 5.1 25 13.9 10.3
Africa 3.2 3.6 11.0 8.5

Source: IMF "World Economic Outlook", December 1998.
(1) Estimate.

[.1.3. Former Centrally Planned European Economies and the Commonwealth
of Independent States

There was economic contraction in 1998 in the Former Centrally Planned European
Economies and the Commonwealth of Independent States because of the adverse
effects of the Russian crisis, resulting in a 0.3 percent decline in the growth rate of
the real GDP

The adverse effects of the Southeast Asian crisis were mostly felt in Russia. In
addition to external factors such as the Southeast Asian crisis and low energy
prices, national economic problems were influential in the crisis. Financial
problems and dif€ulties in external debt payments resulted in a loss of
international reserves and difficulty in the roller of domestic debt stock. These
developments caused instability in the financial sector and a slowdown in economic
growth. The growth rate of thheal GDP declined by 5 percent in 1998 and the
consumer price index increased to 127.8 percent from 111.1 percent. The financial
crisis in Russia adversely affected the Former Centrally Planned European
Economies and the Commonwealth of Independent Stalbés) have private

external financing requirement and close trade and financial relations with Russia.

The country most adversely affected by the Southeast Asian crisis after Russia is
The Ukraine. The decrease in trade with Russia, the increase in bublgktnces

and the inadequacy of financial reforms made the external debt payment more
difficult and increased the pressures on the financial markets. Devaluation occured
in the last three months of the year. As a result of these developments, the economy
contracted in 1998, as had been the case in 1997. The growth rate of the real GDP
Is expected to decline by 1.7 percent in 1998. The instability in the international
financial markets limited the availability of private external finance in Estonia,
Latviaand Lithuania.

The trade relations of Hungary, Poland and Kazakhstan with Russia also declined
and afterwards the growth rate of the economy declined in Kazakhstan and slowed
down in Poland. The growth rate of the real GDP is expected to decline framn 6.9
5.6 percent in Poland and increase from 4.4 to 5.2 percent in Hungary.

Tight fiscal and monetary policies were implemented in the Czech Republic in

order to decrease the pressures in the financial markets arising from the Southeast
Asian crisis. The dosstic demand was not strong in 1998, resulting in economic
contraction. The growth rate of the real GDP is expected to decrease by 1.5 percent
in 1998.



[.1.4. World Trade

World trade was seriously affected by the Asian crisis and the Russian financial
crisis, which began in 1997 and mi®98, respectively. In light of this, it can
observed that in 1998, especially imports from the countries which devalued their
currencies increased while exports to these countries decreased (Table I.1.1). The
main reason bend this is the contraction in domestic demand that occurs

following tight fiscal and monetary policies.

World trade grew by 0.3 percent in the first six months of 1998 as compared to the
same period in 1997. World exports contracted by 0.7 percent aodtsgrew by
1.3 percent in the same period.

The total trade of industrialized countries increased by 1.2 percent in the same
period and their share in world trade increased from 67 to 68 percent. The total
trade of developing countries in the same petiecreased by 5.0 percent and their
share in the world trade decreased to 32 percent from 33 percent.

Parallel to the technical assistance provided by the International Monetary Fund to
the crisis countries in 1997 and 1998, imports made by countriedeteitied their
currencies are expected to decline in 1998 (Table I.1.1).

As a result of an increase in imports, current accounts are expected to worsen in the
developed countries. While any worsening in the trade balance has a negative
impact on the econamgrowth, decreasing input costs are expected to promote
growth.

[.1.5. International Financial Markets

Confidence in the emerging markets weakened substantially due to the financial
crises that occurred in Russia at the end of May and in August 199@gcsmn

soon after the crisis in Southeast Asia. It became difficult for emerging markets
emerging markets to find external finance and along with this, the cost of
borrowing increased.

The capital outflow from the crisis countries tended towards the bahdith

markets of the developed countries, especially to the USA, which increased the
prices of the assets and decreased their yields until September 1998. The
expansionary monetary policy that Japan has implemented since August to
overcome the economiecession played an important role in lowering interest

rates. Thus, the yields in USA, Japan and Germany declined from 5.74, 1.94 and
5.37 percent at the beginning of the year to 4.61, 0.84 and 4.14 percent at the end of
the year, respectively. However thé beginning of December, European Central
Banks lowered interest rates in order to ease the transition to the Euro and support
economic recovery in 1999. This led to a parallel decline in interest rates in Europe,



especially on longerm interest rate; Germany. In Japan, on the other hand,

interest rates went up due to the announcement by the Japanese authorities of their
intention to maintain stability in economic policies and because of the increase in
the demand for Japanese yen resulting fromtiposadjustments. Therefore, yields

on bonds and bills stayed constant in the USA, while declining to 3.87 percent in
Germany and increasing to 2.22 percent in Japan, which accounts for a 200 percent
Increase at the end of the year. The decline in thdsyadko led the developed

countries to refinance at low rates (Table 1.1.5.1).

The discrepancies in the yields were also reflected in the foreign exchange markets.
In this respect, the US dollar gained in 1998 against the Japanese yen due to the
increasedlemand for the US dollar as a result of the strong performance of the US
economy and fund movements towards the USA. At the beginning of the year, the
US dollar- Japanese yen parity was around 120 and reached 150-iPa8d

However, this increase waslteal by Fed's intervention in the foreign exchange
markets in June with the purchase of Japanese yen equivalent to 5 billion US
dollars.

TABLE 1.1.5.1
LONG TERM YIELDS
10 Year Government Bonds
(end of period, percentage)

USA Germany Japan
9712 5.74 5.35 1.94
9801 5.50 5.06 2.01
9802 5.62 4.95 1.89
9803 5.65 491 1.88
9804 5.67 4.98 1.73
9805 5.55 4.86 1.46
9806 5.45 4.78 1.62
9807 5.49 4.63 1.55
9808 4.98 4.22 1.30
9809 4.41 3.87 0.78
9810 4.61 4.14 0.84
9811 4.72 3.99 1.09
9812 4.65 3.87 2.22

Source: Bloomberg, January 1999.

The fear of economic recession in the world and in the USA continued due to the
recessionary expectation in 1999. For this particular reason, Fed decreased interest
rates in September, October and November. Furthermore, efforts for bank



restructuring in Jaan had positive impacts that led the US dollar to depreciate
against the Japanese yen to 115 (Table 1.1.5.2).

The 1.80 parity between the US dollar and German mark that was gained in 1997
was maintained till midl998. Parity moved within the 1.7585 bad due to
continuity in US economic growth.

TABLE 1.1.5.2
PARITIES
(End of period)
DM/US $ JPY/US $
9712 1.79 130.25
9801 1.79 126.45
9802 1.82 127.83
9803 1.83 131.79
9804 1.80 132.4C
9805 1.79 138.51
9806 1.81 141.91
9807 1.77 141.92
9808 1.79 143.3C
9809 1.67 134.28
9810 1.66 119.38
9811 1.70 122.71
9812 1.67 115.09

Source: Central Bank.

However, as a result of the Russian crisis, stock markets in the world fell, resulting
in an increased demand for leteym bonds in the US, which decreased their

yields. The fall in the yields also led to drops in other interest rates. The US dollar
depreciated against the German mark and the Japanese yen due to comparably
higher demand for bonds in the US and consequently lower yields. TherdaHar
parity continued to decline until the end of the year, reaching the 1.67 level (Table
1.1.5.2). Howeverfurther loss in the value of the US dollar was not observed due

to the use of the currency as reserve money in the world markets. The demand for
the US dollar accumulated by the banks who were in closing positions kept the
value of the dollar constant aftdovember.

The volatility seen in international currency markets is also observed in the equity
markets. Especially in May and August, when the crisis had the greatest impact,
substantial drops occurred in the stock markets. Although the stock markets
recovered after the decrease in the last quarter of 1997 and in May 1998, they again
entered a declining trend after August 1998. The weighted index calculated for
world markets had gained 25 percent by August, but then declined to its beginning



of-the yearvalue at the end of the year. The main reason behind this situation is

the occurrence of economic stress in the Latin American countries after the Russian
crisis and significant losses of the banks of developed countries in the emerging
markets.

[.1.6. Emerging Markets

The year 1998 was as hard as the last days of 1997 for the emerging markets. In
particular, the economic uncertainty that arose due to economic and financial stress
increased with the unilateral rescheduling of debts by Russiaeanited in the

loss of confidence in these countries.

With declining confidence in these markets, a minor shift in the economic
indicators brought about speculations as well. The crisis countries intervened in the
foreign exchange markets and increasedrntesest rates in order to protect the
exchange rate and to gain economic stability. Frequent intervention in the markets
resulted in a decline in international reserves and an increase in interest rates was
not able to stop the capital outflow. As a figstountries that initially insisted on
floating exchange rates within given bands extended the bands and then abolished
the fixed and floating exchange rate regimes. Not getting satisfactory results, these
countries asked the International Monetary Fiandechnical assistance. Short

term capital outflows were temporarily slowed down as a result of confidence
brought by the International Monetary Fund. It is expected that the devaluations
made by the Southeast Asian countries and the application ofisicddtpolicies

will result in contraction in the domestic demand and growth in the economies in
1998. The economic slowdown in the Latin American countries except for
Venezuela and the economic contraction in Russia and Southeast Asian countries,
excludng China, is expected. It is also expected that a drop in consumer prices,
parallel to the economic slowdown, will take place. Devaluation in Russia and
Indonesia and the intense economic crises brought increases in consumer prices
(Table 1.1.6.1).

The siguificant losses in the emerging markets due to the crisis also resulted in
losses by the investors in industrialized countries. At the International Monetary
FundWorld Bank annual meeting in September, there was a consensus to help the
crisis countries utter the leadership of the International Monetary Fund. In this

way, the quotas of the International Monetary Fund were extended and a fund of 90
billion US dollars were forwarded to the Latin American countries, especially to
Brazil. However, the crisis iBrazil continued and economic uncertainty in the

other Latin American countries accumulated.

The Southeast Asian countries that had used substantial funds began to recover and
being in line with the obligations, the use of support funds provided by the
International Monetary Fund continued. Furthermore, the $@ort nationalization

of the "LongTerm Credit Bank" in Japan provided a fund for the use of Japanese



Banks in need of it. Thus, by increasing Southeast Asian countries' exports to
Japan, efforts ere made to overcome the crisis. Although capital outflow was
temporarily prevented from the emerging markets, a substantial decline in the
capital inflow was observed in 1998. The capital flight to Asia, Latin America and
Europe was realized as 117.6,88nd 26.2 billion US dollars in 1997. However,

in the first ten months of 1998, it was realized as 26.2, 53.5 and 30.2 billion US
dollars, respectively (Table 1.1.6.2). The devaluation made by Russia in August
significantly affected the currency markefdtte emerging countries. With the
transition to a flexible exchange rate, the Russian ruble fell against the US dollar
from 6.0 to 21.6 in 1998.

TABLE 1.1.6.1
SELECTED ECONOMIC INDICATORS FROM EMERGING MARKETS

GDP Current Account CPI Budget Balance
(annual percentage changr (percentage of GDP) (annual percentage chang:  (percentage of GDP)

1997 199¢" 1997 1998 1997 199¢" 1997  1998Y
Argentina 8.4 4.8 -3.3 -3.8 0.8 1.6 2.1 -1.5
Brazil 3.2 1.2 -4.2 -3.7 7.4 1.8 -6.1 -6.2
Chili 7.1 4.8 -5.0 -7.1 6.0 4.8 14 0.5
Mexico 7.1 4.8 -0.6 -3.3 16.3 15.8 -0.8 -1.4
Venezuela 5.1 -0.1 7.7 -2.5 38.0 34.7 2.6 -5.0
Russia 0.5 -5.0 1.2 -2.2 10.9 84.0 -8.4 -6.2
China 8.7 6.6 1.9 15 2.8 -0.5 -0.7 -2.0
Hong Kong 5.3 -4.1 -3.8 0.2 5.7 3.2 5.8 -2.3
Indonesia 4.6 -23.7 -1.9 13.1 7.1 63.5 -0.2 -5.0
Malaysia 7.8 -3.6 -4.8 8.2 2.7 5.8 1.8 -2.2
Philippines 5.2 -1.9 5.2 0.4 5.1 9.0 0.1 -1.0
South Korea 55 -9.6 -1.9 13.9 4.4 7.6 -0.5 5.0
Thailand -1.0 -6.9 -1.4 9.1 6.5 8.7 -0.9 -4.0

Source: Paribas (1998) "Emerging Markets Research", London.

(1) Estimate.



TABLE 1.1.6.2
FOREIGN INVESTMENT IN THE EMERGING MARKETS
(Billion US dollars)

1998
1996 1997 Q1 Q2 Q3  October

Asia

Bond issue 43.1 45.5 2.7 6.7 0.32 0.38

Credit contracts 56.2 58.9 25 4.8 45 0.71

Equity 9.8 13.2 1.7 1.9 0.0 0.00
Latin America

Bond issue 47.2 54.4 14.7 13.3 5.1 0.56

Credit contracts 123 30.9 6.9 8.5 3.8 0.50

Equity 3.7 5.1 0.0 0.1 0.0 0.00
Europe

Bond issue 7.4 16.2 5.4 8.1 7.9 0.15

Credit contracts 12.6 18.3 14 34 18 0.28

Equity 13 29 0.71 0.98 0.08 0.00

Source: IMF "World Economic Outlook", December 1998.

TABLE 1.1.6.3
EXCHANGE RATES IN THE EMERGING MARKETS
(In terms of US dollars)

December 3¢, 1997 December 38, 1998
Argentina 1.0 1.0
Brazil 1.12 121
Chili 440 473
Mexico 8.06 9.94
Venezuela 504 565
Russia 6.01 21.63
China 8.28 8.28
Hong Kong 7.75 7.75
Indonesia 5570 8050
Malaysia 3.89 3.8
Philippines 40.5 39.2
South Korea 1635 1201
Thailand 47.0 36.7

Source: The Economist (1999) "Emergikigrket Indicators”, January'®- 8"



Loss in the value of the Indonesian rupiah is observed as 44.5 percent. The gains
after November in the exchange rates of the Southeast Asiatries indicate the
beginning of the capital inflows and the achievement of stability in financial
markets (Table 1.1.6.3).

[.1.7. Towards the European Monetary Union

In Europe, the transition into the last stage of the European Monetary Union began
in January 1, 1999.

The European Central Bank began to function in June 1998 and became the only
institution responsible for implementing the common monetary policy of the

Union. Maastricht economic convergence criteria, except for the ratio of total
public delts to the GDP, were achieved by the 11 members of the European Union.
The exchange rates between the European Union countries, which achieved the
Maastricht economic convergence criteria and entered the last stage of the
Monetary Union in January 1, 1998ere irrevocably fixed. Their national

currencies will continue being legal tender along with the Euro until July 2002.

The main targets of the European Central Bank that will implement the common
monetary policy by the European Monetary Union are: aaijeand maintaining

price stability, deciding the value of the Euro, implementing the policies necessary
for the Euro to keep its value and deciding the meeienm monetary targets.

The European Central Bank, chose the monetary aggregate as the intermediat
target and inflation as the final target as a monetary policy strategy. It was decided
that the annual rise in the harmonized consumer price index would be below 2
percent in order to maintain price stability. It was established that more than one
econonic indicator would be followed in deciding the monetary policy decisions
and that the reference band would play an important role in the increase of the
broadmonetary aggregate. It was also determined that when there were
divergences from the referencenbdathere would not be immediate changes in the
monetary policy, and other economic financial indicators would be taken into
account.

TABLE .1.7.1
THE SITUATION OF THE EUROPEAN UNION COUNTRIES BY OCTOBER
1998 RELATED TO THE ACHIEVEMENT OF THE MAASTRICHT TREATY
ECONOMIC CONVERGENCE CRITERIA

Inflation®® Longterm Public deficit/GDF Public debt/GD#’
interest rated

1998 1999 1998 1999

Germany" 0.4 5.0 25 22 61.2 60.7

Austrid? 05 5.0 2.3 2.2 64.7 63.6



Belgium 0.7 51 17 14 118.1 114.2

Spain 14 5.2 2.2 1.9 67.4 65.8
Finland 0.8 5.1 -0.3 -0.6 53.6 52.3
Francé” 0.3 5.0 2.9 2.6 58.1 58.2
Ireland 2.2 5.2 -1.1 -1.9 59.5 52.6
Italy 1.7 5.3 2.5 2.0 118.1 114.3
Luxembourg 0.4 51 -1.0 -0.6 7.1 7.6
The Netherlands 15 5.0 1.6 1.2 70.0 67.7
Portugal 2.8 5.2 2.2 1.9 60.0 58.0
Euro-11 0.8 2.4 2.0 73.9 725
Denmark 11 53 -1.1 -1.7 59.5 55.3
Greece 3.7 8.7 2.2 2.0 107.7 104.5
UK 15 6.1 0.6 0.3 52.3 50.9
Sweden 0.0 5.4 -0.5 -0.9 74.1 70.0
European Union 1.0 19 1.6 70.5 68.9
Criteria ® 3.0 3.0 60.0 60.0
Sources: Banque National De Paris; fAWorld Currency Outl ooko

Eurostat statistics (February 1999).

(1) The Countries with the three lowest inflation rates, serving as a basis for estimating the inflation and inteiestaate cr

(2) The harmonized consumer price index. This index is calculatedeadiffy from the national indices. It can be defined as the final
monetary consumption expenditure of households including all the monetary transactions made by households for goockssand servi
directly satisfying consumer needs. It is a comparable ihd&xeen the Union countries. It shows the annual change by December 1998

relative to the same month of the previous year.
(3) 10 year annual average government bond yield by the end of September 1998.

(4) European commission estimates. A negative figeretes a budget surplus.

(5) A high degree of price stability will result from achieving a rate of inflation that does not exceed the averagéhmtbseef best
performing countries by more than 1.5 percentage points. The sustainable naturent¢ngence achieved by member states will be
measured by the level of their nominal letegm interest rates, which must not exceed the average rate of the three best performing
countries by more than two points. The Public DeficitGDP must be less thpargent and the Public debt/GDP must be less than 60
percent.

DEVELOPMENTS AND EXPECTATIONS IN INTERNATIONAL
MARKETS

Technological advams in the near past made the international financial
community highly sophisticated as well as efficient. The efficiency in flow of funds
provided further growth in the nations. However, as the system evolves within
itself and is partly affected by globséition, problems that arise in one part of the
world or a misjudgment in international investment cause immediate and chain
responses in the global community.

Thailand, in 1997, was the initial country to face the problems of insufficient
infrastructure ad operational inefficiency in its economic institutions. Within a

(Four



few weeks, Thailand had transmitted her problems to neighboring countries and
then in 1998 to Russia, Latin America and most of the emerging economies,
including Turkey. The intense finantiress preceding the currency and financial
crisis was the main determinant in the developments of 1998. As a result of the
default in the emerging financial community, almost all of the emerging markets
began to be considered as risky due to the incrgascertainty about the near
future of the financial markets.

The fall in the prices of primary goods, however, had a negative effect on the

current account balances of countries, such as Russia and Venezuela, which depend
on the exports of such commads. In this respect, international investors became
more cautious in their investment in the emerging markets and became even more
reluctant to provide credit to these markets. The financial distress faced by Russia,
due in part to the financing of theélsury through the Central Bank in May of

1998, led her to declare a moratorium in Augksirthermore, the excess demand

in the currency markets created pressures on the exchange rate, which resulted in
the extension of the floating band of the Russidnteragainst the US dollar. The

parity was 6 prior to the crisis but increased to 22 afterwards.

The uncertainty that accumulated after the Russian crisis accelerated the capital
outflows from the emerging markets, so Latin American countries, especially
Brazil, faced serious losses due to the situation. Because of the increased costs of
the foreign financing, Brazil was headed towards domestic financing that created
congestion in the money markets, which in turn led to increased interest rates.

The 20 percet annual interest rate that was achieved in the money markets before
the Russian crisis increased to 40 percent levels after the crisis and reached the 50
percent level at the end of the year, so Brazil was transmitted from a fixed to a
flexible exchangeate regime. In addition, "the Brazilian real" which was 1.2

against the US dollar in December 1998, depreciated to 1.9 in January 1999.
Furthermore, it is expected that through fall in the commodity prices, the decrease
in exports would cause in Braziesonomic growth to slowdown to 1 percent in

1998.

At the International Monetary Fuad/orld Bank annual meeting in September

1998, there was a consensus to help the crisis countries by forming a fund of 90
billion US dollars to be forwarded to Latin Amenicaountries, especially to

Brazil. In this way, the crisis countries began to take measures to decrease their
budget deficits and overcome the structural problems in the banking sector in order
to restore investors' confidence. However, these measurepreagnted short

term capital flows.

As a result, international investors forwarded their funds to the "developed
markets", which are considered safe havens. Eventually, the high demand for bonds
in these economies began to push the yields down, whickegtgugains in the



bond markets. The rise in the spreads in the emerging markets and the lack of
foreign borrowing resulted in the necessity to finance the debt through domestic
borrowing, which increased the pressure for further depreciation of thesdome
currencies. However, one consequence of the financial crisis was the decline in the
growth rate of world output, so that the IMF revised its figures from 3 percent to 2
percent in September 1998.

Within the context of the measures taken, the aim waslt capital outflows from

the emerging markets in 1998 so that economic recovery would take place in 1999.
The G7 countries got together for further adjustments in the capital flows, such as
diverting funds to the crisis countries to provide short teief to halt the capital
outflow and supporting discussions on the issues of strengthening international
financial system through closed banking supervision, inspection, increasing
transparency, accountability, and credibility.

EFFECTS OF THE EURO ON THE TURKISH FINANCIAL SYSTEM

The use of the Euro as bank money during the period from January 1, 1999 to
December 31, 2002 and its going into circulation after 2002 is expected to affect
the finarctial system in the European Union, especially the banks. Turkey is
expected to be affected by this transition more than other countries because it has
close trade and financial relations with the Union.

Half of Turkey's trade volume of is with Union coues, a large share of the
workerso remittances, about 40 percent
percent of the Central Bankds reserves
addition, a great share of the external debts are in the currehteslnion

countries. For these reasons, the developments in the Euro in the medium and long
term are expected to affect the volume and distribution of Turkish trade, external
debt strategy, reserve management and other macroeconomic aggregates.
Following the adoption of the Euro in 1999, the value of the exchange rate and the
trend of the interest rates will become important in terms of their effects on Turkish
economy. There is a great volume of trade between Turkey and the European
Union. In JanuarnBepgember 1998, 52 percent of Turkey's total imports and 49
percent of its total exports were with the Union countries. In other words, about 40
billion US dollar worth of trade occurs between Turkey and the European Union
countries in annual terms and Turkieythe &' greatest trade partner of the

European Union countries. In addition to this considerable trade volume, another
reason which makes the Economic and Monetary Union important for Turkey is the
Customs Union period. Within this period, Turkey hbslshed the tariffs and



guotas for industrial commodities produced in the European Union countries and
the transition to the use of common custom tariffs has occurred. This development
Is also valid for other countries that are not members of the Eurtjsean which

share the same trade market.

Another development expected to result from the use of common currency is the
rise in intratrade in Europe. This may result in a decrease of Turkish imports to
Europe. Moreover, the expected convergence in tas @dtthe member countries

Is expected to decrease the general price level in Europe. Such a development will
cause the competitiveness of the Turkish commodities to decrease both in the
Union countries and in other countries which are not members olitopé&an

Union. Mergers of companies following the Monetary Union may also affect the
competitiveness of Turkey adversely.

When the foreign exchange composition of Turkey's external debts of is examined,
by the end of the second quarter, 35 percent of@tz@llion US dollar external

debt stock was in Union currencies, 50 percent was in US dollars, 9 percent of it
was in Japanese yen. Turkey's external debts which are in Union currencies will be
converted into the Euro with the adoption of the Euro byl thenembers of the
European Union by July 1, 2002 latest. The value of the Euro and interest rates are
expected to affect the Turkish external debt composition. As the integration of
financial markets in the European Union and the decrease in transaation a
borrowing costs are brought about by the use of the Euro, the debt and the liquidity
of the financial markets will increase. Countries like Turkey will be able to borrow
easily from the European financial markets with lower interest rates. But what has
to be taken into account here is the high risk premium implemented on Turkey in
the international markets. In order to ease the entry of Turkey into the Euro
markets, serious measures should be taken within a short period of time to correct
the macroeconoim balances in Turkey.

The value of the Euro in the international financial markets and the effects of the
international crisis on the European Union countries will depend on the policy of
the European Central Bank, the strategies implemented by the WSAeattitute

of international markets towards the Euro.




DEVELOPMENTS IN THE TURKISH ECONOMY
AND MONETARY POLICY

INTRODUCTI ON

The rapid growth cycle in the Turkish economy, which began in 1995, continued until April
1998. The main factors that terminated this trend are as follows;

1 Measures were taken in the framework of targeting 50 peirdéation

1 The effect of capital outflow on the real sector, which occurred due mainly to the
belief that Turkey might be influenced by the Russian Crisis starting in August.

1 The contraction of world demand, which started with the capital outflow in almost all
of the developing countries following the 1997 Southeast Asian Crisis.

T In the real sector, excess capacity was established due to the heavy investments after
the Custom#&Jnion agreement. This excess capacity led to financial problems
stemming from the contraction of domestic and foreign demand.

As a result of these developments, the growth rate of the gross national product
(GNP), which was 8.7 percent in 1997, eased4@ércent at the end of the third
guarter of 1998.

The primary objective of the fiscal policies, which were applied in the direction of foreseen
inflation, was the increase in the ratio of primary surplus to the GNP to 3.9 percent. This ratio
increased td.1 percent after the Staff Monitoring Agreement with the IMF. At the end of
1998, the target ratio was exceeded due to the increase in tax revenues and decrease in budget
expenditures. In addition, the ratio of the budget deficit to the GNP improvedebian

1998, Turkey realized net foreign debt repayments. The Treasury used short term advances
each month, which were repaid at the end of the month in compliance with the protocol
signed with the Central Bank in 1997. For this reason, at the end pé#n, total short term
advances used by the Treasury realized as zero. The financing of the consolidated budget
deficit continued mostly by bond weighted domestic borrowing. The term structure of
borrowing realized at less than one year. However, pbhah&s faced liquidity shortages due
mainly to agricultural support purchases made by the government via public banks.

During 1998, in which domestic and foreign demands contracted, the growth rates of exports
as well as imports slowed down. For this reaslb@ export/import coverage ratio increased

and the growth rate of the trade deficit eased. The trade deficit was financed by the revenues
obtained from the invisible items and a current account surplus was observed. The continuity
of the reduction in exqrt volume, despite the real depreciation of the Turkish lira, indicates

that export revenues are not sensitive to changes in the real value of the Turkish lira but rather



the determining factor is foreign demand. During the firstithths, a 6.4 billiotS dollar

capital outflow was observed in the portfolio investment item as a result of the Russian Crisis.
The outflow limited the borrowing amount of the Treasury. In this period, the total amount of
credit inflow was 3.9 billion US dollars.

The Central Bnk tried to reach the low inflation and sustainable growth targets with its 1998
monetary program. However, the differences in domestic and foreign conjuncture in the first
and second halves of the year led to a change in the targets and the priotiiedirst half

of the year, reserve money was targeted by the announced monetary program. To accomplish
this aim, the monetary aggregates were brought under control and an attempt was made to
lower the inflation rate. In the second half of the yearfdahget was changed and the net
domestic assets was chosen as the new target aggregate. The foreseen target for the net
domestic assets was revized in the last months of the year. The change in the application led
to stabilization policies taking first pridy in order to neutralize the negative effects of the
Russian Crisis. In both halves of the year, the realized values of the target aggregates were
below the maximum limits.

In 1998, the Central Bank tried to apply a consistent foreign exchange pdlicthei

predicted inflation rate. During the year, Central Bank applied a successful fine tuning policy

in the foreign exchange market due to the high reserves and the low foreign exchange demand
of the real sector. In the same period, the cumulative gn@aighof the foreign exchange

basket was 58.5 percent and the growth rate of the wholesale price index (WPI) was 54.3
percent.

In 1998, all the money supplies expanded in real terms. The smallest expansion was recorded
in M1 and it was followed by expansi® in M2X and M2. The capital outflow, which was
observed in the second half of the year, created an upword pressure in Turkish lira interest
rates. This situation caused money supplies to rise in real terms.

The Treasury auction rates, which were easeldariirst half of the year stemming mainly

from the decrease in inflationary expectations, the Staff Monitoring Agreement signed with
the IMF and privatization revenues, rose sharply in the second half of July. Treasury auction
rates continued to rise the second half of the year, due mainly to uncertainty concerning the
determination of civil servantsodo salaries in
Russian Crisis in August, the depreciation of the Japanese yen against the Ushdollar,
possibility of devaluation in China and uncertainties in the markets arising from the new tax
regulations for the banking sector regarding revenues obtained from securities. The effect on
the deposit rates of these developments in the markets wdegdeltompared to repo and
Treasury auction rates. Moreover, the high level in the interest rates became evident in the
second half of the year.

The growth rate of the WPI realized at 54.3 percent, which is 4.3 percent above the

gover nment 0f80 pereentgreid rate atsd expresses a 36.7 percentage point
reduction in the WPI inflation compared to the previous year. The main factors that cause the
inflation rate to decrease are: the target of the primary surplus was exceeded, the prices of the
goods produced by the public sector were controlled, the capital outflow after the Russian
Crisis squeezed the financial system and then affected the real sector, foreign exchange rates
were stabilized, petroleum prices continued to be low in the worldetsaakd the

inflationary expectations decreased. It is also important to note that in this period foreign



exchange rates were not used as a nominal anchor and the current account was not allowed to
worsen.

The growth rate of the consumer price index (Ce4dJized at 69.7 percent, a 29.4 percentage
point decrease compared to the previous year. The imperfect competition in some sectors,
indexation and supply side problems led to downword rigidity in the CPI.

The ratio of the total assets of the banking sector to the GNP, which was 65 percent at the end
of 1997, reached 87.5 percent at the end of September 1998. The rapid increase in this ratio
can also be interpreted as an indicator of financial deepening.

Thereal rate of growth in the banking sector credits eased in 1998, whereas the securities
portfolio sharply increased. It can also be seen that the slow down of the banking sector credit
is related to the ease of the growth rate of the economy, whicldstattes second quarter of

1998.

The rise in the deposit rates, which began in the second half of the year, caused an increase in
the deposit flows to the banking system. Another important factor to raise the total deposits in
1998 is the reduction in reppwhich were a very important alternative to deposits in previous
years.

[I.1. GENERAL EQUILIBRIUM

The high growth cycle, which began in the second half of 1995 depending mainly on
domestic demand, continued in 1997 and in the first quarter of 1998 t®#spreduction in
agricultural product, the rapid growth of the value added in industry and domestic trade
sectors caused the GNP to rise 8.7 percent in 1997. On the demand side, both in private
consumption and investment expenditures, high growth waes recorded in 1997 (Table
11.1.1).

TABLE I11.1.1
MAIN ECONOMIC INDICATORS

1996 1997 1998
GNP (Trillion TL., Current Prices) 14978.1 29393.2  36864.%
GROWTH RATE, GDP (Percent) 7.0 75 3.69
GROWTH RATE, GNP (Percent) 7.1 8.3 4.49
POPULATION (Million) 62.7 62.9 63.5
EMPLOYMENT® (Million) 21.7 20.8 22.0
EXPORT (Billion US Dollar, FOB) 23.1 32.6 23.8"
IMPORT (Billion US Dollar, CIF) 42.7 48.7 41740
CURRENT ACCOUNT BALANCE? (Billion US Dollar) 2.4 2.8 1.8"
EXTERNAL DEBT STOCK/GNF (Percent) 454 46.8 49.58%
PUBLIC SECTOR BORROWING REQ./GNP(Percent) 8.8 7.6 8.7%
DOMESTIC DEBT STOCK/GNP (Percent) 21.0 21.4 17.8Y
TOTAL PUBLIC DEBT STOCK/GNE (Percent) 48.7 47.0 40.8%

PRIMARY BALANCE/GNP (Percent) 1.7 0.1 4.6%



TAX REVENUES/GNP (Percent) 14.9 16.1 17.6%

WHOLESALE PRICE INDEX® (An. Av. Percentage Change) 76.0 81.8 71.8
CONSUMER PRICE INDEX (An. Av. Percentage Change) 80.4 85.7 84.6

Source: State Institute of Statistics (SIS), State Planning Organization, Undersecreteriat of Treasury, Central Bank.

(1) SIS, September.

(2) Including shuttle trade.

(3) The annual average exchange rate was used in converting US dollar based foreign debt stock into Turkish lira.

(4) Total public debt stock includes the domestic and external debt stock. Short term external debts\aeedohdhe calculation.
(5) 1994=100, twelve month averages.

(6) First nine months of 1998.

(7) JanuanNovember provisional data.

(8) End of year projection.
(9) As of September.

The growth rate of the GNP was 9 percent in the first quarter of 1998 compared to the same
period of the previous year. In this period agricultural value added increased by a limited
amount. However, the high growth rate of the transportation and telematmmsectors and
depending on the buoyant domestic demand the rapid growth in industry and domestic trade
sectors caused the GNP to increase more than expected in the first quarter of 1998 (Table
1.1.2).

The buoyant domestic demand in the same periosechthe private and public consumption
and total investment expenditures to rise. The external faetgrsthe economic crisis

observed in the Southeast Asian countries in 1997 and the problems that occurred in Irag in
February 1998did not affect theeconomic growth negatively, contrary to expectations. In the
first quarter of 1998, the exports and imports of goods and services grew considerably
compared to the same period of the previous year. In other words, exports of goods and
services played an portant role together with the buoyant domestic demand in the high
growth rate of the GNP in the first quarter of 1998 (Table 11.1.2 and Table 11.1.4).

TABLE 11.1.2
GROSS DOMESTIC PRODUCT AND ANNUAL GROWTH IN MAIN SECTORS
(Percentage Change With Resgt to Previous Year)

1996 1997 1998

Total I I n 1% Total I I i Totaf®
GNP 7.1 6.5 9.1 8.5 8.7 8.3 9.0 4.0 1.9 4.4
GDP 7.0 6.9 8.5 7.0 7.8 7.5 8.3 2.6 1.6 3.6
Agriculture 4.4 -6.9 -0.8 0.8 -10.3 -2.3 0.2 1.6 57 4.4
Industry 7.1 9.5 10.6 115 9.9 10.4 7.9 2.7 1.1 3.7
Manufacturing In. 7.1 10.0 12.3 12.8 10.5 114 8.4 2.0 0.0 3.2
Services 6.6 6.2 8.4 6.9 9.7 7.8 8.7 24 0.6 34
Commerce 8.9 9.9 135 12.8 9.8 11.7 10.2 24 -0.9 2.9

Construction 5.8 3.2 5.8 2.2 9.3 5.0 4.7 -3.2 -3.5 -1.3



Transportation and
Telecomunication

7.6 6.0 6.8 2.1 16.1 7.6 13.9 5.2 4.5 7.4
Import Taxes 21.3 12.2 15.9 23.7 20.9 18.3 13.2 6.2 -6.9 34

Source: State Institute of Statistics

(1) At 1987 producer prices, value added increases in the main sectors.
(2) First nine months of 1998.

TABLE 11.1.3
PRICES
(Percentage Change, Annual Average 1994=90

1993 1994 1995 1996 1997 1998
Wholesale Price Index 58.4 120.7 86.0 75.9 81.8 71.8
Agriculture Price Index 62.2 97.8 107.8 86.5 86.9 86.8
Manufacturing Price Index 66.6 129.4 81.0 70.4 80.6 66.7
Farmer 6s Net Price |Index 75.8 88.2 88.2 83.2 88.8 90.7

Source: State Institute of Statistics
(1) Base year is 1987 for period prior to 1995.

Total industrial production increased 9.7 percent in the first quarter of 1998 compared to the
same period of the previous year. The rapid growth in metal products and machinary
equipment industries indicates that growth in the GNP is highly dependédré oaritinuity

of consumption and investment expenditures, supported by domestic and foreign demand
(Table 11.1.5).

Despite the contractionary fiscal policies, public consumption expenditures continued to rise

in 1998. The capital inflow, especially afteglifuary 1998, facilitated the financing of

imports and public expenditures and contributed to the increase in consumption and

investment expenditures. These factors became effective in the buoyancy of the domestic
demand. The rise in public expendituressime d mai nly from the incre
expenditureso, which are defined as the admi
than the expenditures for salaries and wages. The decrease in input costs resulting from the
decline in import paes and a limited increase in publicly produced goods within the

framework of the government program were the main reasons for the reduction in inflation.
Especially in March, the growth rate of prices slowed down stemming mainly from the ease

of petroleunprices and publicly produced goods. This situation created a rise in real income

and caused a buoyancy in domestic demand. The reduction in inflation caused a decline in
inflation expectations. However, since the high inflationary expectations werdaibyt to

removed, it could not be hindered to postpone the consumption expenditures.

In the second quarter of 1998, the GNP growth rate slowed down and was realized as 4
percent compared to the same period of the previous year, so the economy enterdovinto a s
growth cycle. This growth was the lowest rate since the first quarter of 1995. Consequently,



the high growth rate, which hdmbenobserved for thregears, terminated at the end of the
first quarter.

TABLE 1.1.4

INVESTMENT AND CONSUMPTION
(1987=100Percentage Change)

1996 1997 1998

I I i Totaf”
Consumption Expenditures
Public 8.6 41 8.4 10.5 -5.5 35
Private 9.3 8.4 8.0 -0.3 0.7 25
Fixed Capital Investments
Public 24.4 28.4 30 -2.5 5.1 6.1
Private 114 11.9 5.7 -2.3 -7.7 2.1
Exports of Goods and Services. 22.0 19.1 18.0 5.9 -3.1 5.6
Imports of Goods and Services. 20.5 22.4 124 6.7 -4.8 4.2

Source: State Institute of Statistics

(1) First nine months of 1998.

When the GNP is examined from the production side, it can be observed that the slow down
in the growth rate of value addeds of industry and commerce sectors and the reduction in the
value added of the construction sector reduced the growth rate of then@Fsecond

guarter of 1998. The agricultural value added grew 1.6 percent in the first quarter and 1.1
percent in the first half of 1998. The decline in private and public sector investments caused
the construction sector to decrease, in the seconteguline transportation sector, which
recorded a high growth rate, could not maintain this high rate and realized at 5.2 percent
(Table 11.1.2).

When the GNP is examined from the expenditure side, despite the increase in public
consumption expenditures, the decline in private consumption expenditures, which have a
greater share in total consumption expenditures, caused the total consumptiontesgsetadi
squeeze. The decrease in public and private investment expenditures led to a reduction in the
total investment expenditures (Table 1.1.4).



GROWTH CYCLES IN TURKEY

Cyclical movements, in general, are the fluctuations of a series around thHerongend.
Business cycles are defined as the cyclical movementefér@nce series, eg. industrial
production index or neagricultural production etc. These cyclical fluctuations can also be
referred to as the growth cycles, keeping in mind that economies are generally growing.
However, the main problem here is the deiaation of the long term trend because the
sustainable growth hypotheses are generally argued by using cycles which were constructed
by taking these trends into consideration.

The graph below shows the growth cycles, which were constructed by usindubktifi
Production Index of the State Institute of Statistics (SIS). In the calculation of the growth
cycles, the Index is seasonally adjusted by using the Bdtfeau of Census method. The long
term trends of the SIS Industrial Production Index are ohetexd by using the BFBoschan

Phase Average Trend. As can be seen in the graph, Turkey overcame the effects of the 1994
crisis by mid1995 and performed a growth reflecting the lbaign trend in 1996. After a

high growth period during 1996997, the growh slowed down after the first quarter of 1998.

The slow down of the Turkish economy in r1i€198 followed a precyclical movement with

the world economic contraction. The main glo
Southeast Asian crisis agdntinued with the Russian crisis in ri@98 and the Brazilian

crisis at the beginning of 1999. In other words, new growth cycles were begun in 1998 for

Turkish economy as well as for the world economy.

The contraction in domestic markets underlies the slow down of the economy. The monetary
and fiscal policies, which had been applied by the government since the beginning of 1998,
startedto show their effects after the first quarter of the year. The results of the fiscal policies,
mainly the sharp increase in the tax revenues and the primary surplus realizing over target
value, led to a drop in disposable income and indirectly in consomgaitid investment
expenditures.

The negative effects of the Southeast Asian crisis started to be observed in this period. The
decrease in export prices due to the Southeast Asian crisis caused a reduction in export



revenues and created a negative effea@nand, and thus became a factor in slowing down
the economic growth. However, the rise in the export volume of the manufacturing industry
sector, despite the decline in export prices in the second quarter of 1998, indicates that the
Turkish economy turrteup to a positive level in terms of competition in the world markets.
Moreover, in the squeeze of the private investment expenditues, the decrease not only in
domestic demand in the second quarter of 1998 but especially in the textile sector during the
1995-1997 period, the high level of investment and excess capacity played an important role.

In the third quarter of 1998, the growth rate of the GNP slowed down compared to the same
period of the previous quarter and previous year, and realized at 1.8tp&treereduction in

the domestic demand and imports of goods after April 1998, caused the value added of
commerce to drop compared to the same period of the previous year. The decline in the public
and private investment expenditues led the value addid@ abnstruction sector to decrease
compared to the same period of the previous year. The growth rate of industrial production,
which slowed down due mainly to the ease of the domestic demand, increased by 1.1 percent.
However, agricultural production redy 5.7 percent in the third quarter of 1998 compared to

the same period of the previous year, stemming from the good weather conditions (Table
11.1.2).

When the GNP growth is examined from the expenditures side, it can be observed that the
private finalconsumption rose by 0.7 percent in the third quarter of 1998. The tax returns due
to a new tax law, passed in July 1998, led the private final consumption to increase by a
limited amount in this period. In addition, the agricultural support purchases éet@ttive

in the rise of private consumption expenditures. Contrary to the contractionary fiscal policy,
which started to be applied by the governent in January 1998, the public final consumption
rose in the first half of 1998 and declined in the thwdrter compared to the same period of

the previous year. The main factor in the drop of the public final consumption expenditures
was the sharp decline in the Aother current
which rose in the first half ohe year. Personnel expenditures, which have a 60 percent share
in the public final consumption expenditures, increased by an insignificant amount in this
period, compared to the same period of 1997. In the third quarter of 1998, the decline in total
invesiment expenditures accelerated and both exports and imports of goods and services
decreased.

The contractionary fiscal policies, which had been applied since January, started to show their
effects by an increasing rate and the slow down in the economyd#sien the ease of
domestic demand, accelerated (Table 11.1.2 and Table 11.1.4).

After the Southeast Asian crisis, the occurrance of the Russian crisis qualified as a global
crisis and affected the Turkish economy in a negative way and the contradterdoimestic
demand coincided with a negative external economic conditions. In the third quarter of 1998,
exports to the Southeast Asian countries and to the Russian Federation decreased by a
significant amount. The Russian crisis caused a net capitiEdwin most of the developing
countries, including Turkey. The short term capital outflow resulting from this situation led to
not only the contraction of the financial system but also the rise in real interest rates stemming
from the high public sectordorowing requirements. In other words, the public sector was
obliged to get its cash requirements from the domestic markets, resulting in both an increase
in the real interest rates and a reduction in the amount of credit used by the private sector. Due
to these factors, both domestic and external financing possibilities for the investments
squeezed and financing costs rose as of August 1998.



The decline in imports of consumption, intermediate and investment goods, after the first half
of 1998, reflected # contraction in domestic demand and led to the expectation of a decrease
in investment expenditures while industrial production would continue in the last quarter of
1998 and first quarter of 1999. The reduction in the production of the mackeigpaipmen

industry, which is composed of durable consumer goods and investment goods, was the main
force of rapid growth during 1998997, in the third quarter of 1998 and also the continuation

of this trend in November and December, indicating the serious sheimkalomestic

demand. However, in spite of this fact, in the first mmenths of 1998, the production of the
machineryequipment industry increased 10.7 percent relative to the same period of the
previous year and became the fastest growing sectoroddeséctor followed this sector

with a 4.4 percent growth rate. The increase in agricultural production affects the increase in
the food sector, which has a close relationship with agriculture (Table 11.1.5).

Another factor that indicates shrinkage in dstredemand is the shrinkage in the

construction sector. According to the results of the construction statistics announced by SIS,
in the first ninemonths of 1998, construction licences and construction usage licences
decreased in terms of both the numtieapartments and the area. However, this reduction in
construction licences and construction usage licences was not only for residence construction
but also for commercial and industrial construction. Therefore, this development in the
construction sectpwhich has close relationships with many other sectors and especially with
basic metal and nemetallic mineral products industries, is another indicator of economic
recession.

TABLE 11.1.5
INDUSTRIAL PRODUCTION
(Annual Percentage Chand®)

1998
I I n JanSept? December’
TOTAL INDUSTRY 9.7 3.5 0.1 4.3 -9.1
MINING 18.5 15.2 -2.9 8.0 45
MANUFACTURING INDUSTRY 9.3 2.8 -0.9 3.3 -11.8
Food Industry 15.3 -5.2 6.5 4.4 -1.3
Textile Industry -2.8 0.4 -8.0 -3.2 -36.1
Chemical Industry 5.1 1.9 -1.1 2.1 -0.2
Manufacture of nometalic
mineral products.
4.0 2.5 0.3 1.2 -1.0
Basic Metal Industry 25 1.0 5.7 3.2 -11.7
MachineryEquipment Ind. 24.8 12.1 -2.6 10.7 -20.2
ENERGY 10.1 54 9.6 10.3 54

Source: State Institute of Statistics , Monthly and Quarterly Industrial Production Indices which were based on 1992.
(1) It shows the increase in the industrial production. The figures in Table 11.1.2 were calculated according to thdedduthadefore, differences

can be observed in the figures in Table 11.1.2 and Table 11.1.5.



(2) Quarterly Industrial Productidndex is comprehensive and includes 1051 industrial goods.
(3) The increase in the industrial production with respect to the same month of the previous year. Monthly IndustriahAratiicis less

comprehensive and includes 112 industry goods.

METAL PRODUCTS, MACHINERY -EQUIPMENT INDUSTRY

Metal products and machineeguipment have got a special importance in the manufacturing
industry. The share of the machineguipment in the total industry is increasing in all the
countries, particularly in developed countries. Metal goods and machinery equipment, which
consist nainly of durable consumer and investment goods have been the fastest developing
sector in Turkey. The annual rate of the increase in the production of this sector is above the
annual rate of the increases in both the total industry and the manufactdustyyr(Figure

[1.1.1). This situation shows that the increase in the machieguijpment industry has been

the main impulse of the economic growth.

The dynamism of the sector is predominantly created by domestic demand. Exports of this
sector have not yeeached outstanding proportions. However, the improving trend of such
exports in the last few years makes expectations for the future optimistic. The biggest share of
exports and imports is directed to the countries of the European Community. The Ehares o
exports and imports in the total export and import in 1997 was realized as 5 percent and 19
percent, respectively.

There has been a slight decrease in employment over the last few years. This situation reflects
an inrease in labour productivity. Howevite sector still maintains its labour intensive

structure. This structure is also valid for developed countries. The low cost of engineering
services as well as low labour cost increases competitiveness in the sector. The capacity
utilization rate was arnd 80 percent and the increase in production was due to this high rate

of capacity utilization in existing plants.

The most striking problem of the sector is the export of cheap and poor quality goods.
Moreover, there are other problems arising from #edrfor skilled labour and marketing.

This situation results in a loss of prestige. Research and development, which are supposed to
be very important in this sector, have not received enough attention. The production of high
guality goods and the use ofjhitechnology are going to be extremely important for the

export performance of the sector in the future.




FIGURE II.1.1
TOTAL INDUSTRY, MANUFACTURING AND
MACHINERY -EQUIPMENT INDUSTRIES
(Annual Percentage Change'$)

Source: State Institute of Statistics
(1) Itis calculated by using SIS quarterly industrial production index data, with respect tomwegltreaverages. Nirmonth averages awused for

1998.

The inventories of the firms active in industry are higher in January, February, July and
December than in the remaining months of the year. This is the result of both domestic
demand and the attempt to deliver prior orders on timeorarg to the CBRT Business

Survey, inventories were above the average level during December 1997 and every month of
1998. This shows that, at the end of 1997 and the beginning of 1998, firms were expecting the
rapid growth period of 199%997 to continuén 1998. In other words, they were expecting

that the buoyancy in domestic and foreign demand would continue. The good performance of
domestic and foreign demand in the first quarter of 1998 strengthened their positive
expectations. In spite of the shrigjeain domestic demand that appeared in the second quarter
of 1998, the inventories above the average show that the firms did not change their
expectations. As a result, firms started the second half of the year with high inventories.
However, they respondeo these high levels of inventories not by increasing sales through
production and price reductions or with special sales campaigns, but by slowing down
production. Hence, inventories were above the average level in July. This also shows that the
firms were still expecting that the domestic demand would recover in the third quarter.
Contrary to these expectations, inventories rose rapidly in September and October when the
volume of sales to the domestic market is highest and thus the inventorieslatbgir As a

result of this development, firms realized the dimensions of the recession in domestic demand.
In November, for the first time in 1998, industrial production decreased. After that, firms gave
priority to measures like price reductions, spesed¢ campaigns in order to increase sales.

Very high levels of inventories indicate that the sidawn of the industrial production will
continue at the beginning of the 1999. Moreover, firms make use of every export opportunuty
in order to decrease thanventories.



Therefore, it is clear that the shrinkage in domestic demand is the main reason for the process
that began as a production slow down in the second half of 1998 and turned into a repression.
The global crisis did not affect industrial prodoctidirectly, but, through export price and
revenue reductions, it affected economic growth negatively.

As a result of the tightening fiscal policy, the reduction in industrial production, the decrease
in imports of raw materials and investment goods, tleedainity caused by government and
election discussions, the cessation of capital inflow due to the global crisis and the increase in
real interest rates, it is expected that the growth rate of the GNP will reach a s{opping

the fourth quarter ahthat this recessionary trend will continue in 1999.

[1.1.1. Supply Side of the Economy: Production in the Sectors and Imports
[I.1.1.A. Production Performance in Sectors
a. Agriculture

While agricultural value added decreased 2.3 percent in 1997, it grew 4.4 percent in
the first nine months of 1998. The increase in the agricultural value added in this
period stemmed from the increase in farming and livestock value added. The
production ncrease in fruits and cereals played an important role in the production
increase in farming and livestock. The contribution of livestock to agriculture
production is decelerating. The main reasons behind this situation are the decrease in
the number of amals, the decrease in the land area of pasture and grassland and
especially the low level of productivity per animal due to the lack of technology.

The value added in the forestry sector increased marginally while the fishing sector
grew by 10.6 percenQuality forests cover a small area in Turkey. Despite measures
taken for the protection and development of forests in 1998, 6743 hectares of forest
were destroyed due to forest fires and 9701 hectares of forest were removed from the
forest regime througharious laws. Fish production has increased in the last few

years. Although Turkey has rich sea and water resources, the fish production made
through hunting decreased due to excess hunting and environmental pollution.

b. Industry

The growth rate of induséd production slowed down in the first nine months of 1998

and realized at 4.3 percent in the first nine months of the year relative to the same

period in 1997. When examined by ssdxtors, in the JanuaBeptember period,

mining sector production incread by 8 percent and energy sector production

increased by 10.3 percent. The manufacturing sector, which has a 85 percent share in
the total industrial production, increase
growth rate in the same period (Tahl&.5.). The main determinant of the skalewn

in manufacturing industry production was the contraction in the domestic demand.

The textile industry, which is one of the sséctors of manufacturing industrial
production, decreased significantly; howewaachineryequipment industry
increased by 10.7 percent and became the main source of increase in the
manufacturing and total industrial production. Metal products, and machinery
equipment industrial production, which are composed of durable consumer and



investment goods, showed fast growth rate in the -198% period, decelerated in the
second quarter of 1998, and decreased in the third quarter of 1998 as compared with
the same periods of 1997. Food production, which has a close relationship with
agricutural production, increased by 4.4 percent due to the increase in agricultural
production during this period.

Textile production decreased by 3.2 percent in the first nine months of the year due to
negative export performance as a result of economic énisee Southeast Asian
countries.

According to the December 1998 monthly industrial production index figures
announced by SIS, the negative trend in the industry sector is increasing (Table
11.1.5.).

c. Services

Value added in the services sector incrddse3.4 percent in the first nine months

in 1998. Due to the contraction in the domestic demand after April, the growth rate

of value added in services sector slowed down considerably. In respect to the
contraction in the domestic demand in April, sedtorav al ue addedds gr
decelerated significantly. The slessown and/or decrease in the second and third
guarters of 1998 in the value added of the construction and trade sectors resulted in

a slowdown in the growth of the services sector 1998 (THHIE.).

II.1.1.B. Imports

Imports, which with the contraction of domestic demand had declined by 20.9 percent in

1994, increased by 53.5 and 22.2 percent in 1995 and 1996, respectively as a result of the
expansion in the domestic demand after 1995. fityrease in imports in 1996 was due to

strong domestic demand and the liberalization of trade with the European Union as a result of
the customs union agreement with European Union. However, the demand for additional
imports that occurred after Turkey em@rthe customs union diminished in 1997 and imports

grew by 11.5 percent. In the Januigvember 1998 period, contracting domestic demand

caused imports to decrease by 4.5 percent as compared to the same period of the previous year
and reached 41.7 bilibUS dollars.

Among the main goods groups, imports of intermediate goods imports had the highest share
with 65.1 percent in 1998, as in previous years. The share of investment and consumer goods
realized at 22.5 percent and 11.6 percent, respectively.

Among the main sectors, imports for manufacturing industry, which constituted 86.9 percent
of the total imports, declined 1 percent in the first eleven months of 1998 relative to the same
period of the previous year. In this period, agriculture, forestryiahth§ imports decreased

14.5 percent and mining imports decreased 26.9 percent with respect to the previous year.

The slowdown trend in the growth rate of the imports continued in 1998. The contraction in
domestic demand became the main determinanioptbcess in the second half of the year.
The growth rate of imports realized at zero in July and declined significantly in the following
months.



[1.1.2 Demand Side of the Economy: Domestic Demand and Exports
[1.1.2.A. Domestic Demand: Investment and Consgmption

Due to the expansion in domestic demand during the first quarter of 1998, consumption and
investment expenditures increased at high rates compared to the same period of 1997.
However, consumption and investment expenditures could not maintaimtnreasing rates

in the second and the third quarters of the year due to the contraction in domestic demand in
the second quarter of 1998. During these periods, the main reason behind the contraction in
the domestic demand is the contractionary fiscatpahat went into effect in January.

Public sector consumption expenditures increased by 9.6 percent in the first half of the year
relative to the same period of 1997 in spite of the contractionary fiscal policy. The increase in
public sector consumpticexpenditures stemmed from the increase in the purchases of goods
and services rather than compensation given to employees. This situation is in contradiction
of the contractionary fiscal policy. Public sector consumption expenditures decreased in the
third quarter of the year relative to the same period of 1997 due to the decrease in the
purchase of goods and services. Consequently, public sector consumption expenditures
increased by 3.5 percent in the first nine months of the year (Table 11.1.4).

The contaction in domestic demand after April caused a decrease in private consumption
expenditures in the second quarter and an increase in an insignificant rate in the private
consumption expenditures in the third quarter of the year. Tax rebates which werdumade

to tax reforms and the agricultural support which was realized in the third quarter, particularly
in August, resulted in an increase in the private consumption expenditures. Consequently,
private consumption expenditures increased by 2.5 in thefimstmonths of the year.

Total investment expenditures, which increased at a rapid rate in the first quarter of the year
due to expansion in domestic demand, declined rapidly as a result of contraction in the
domestic demand in the second and third quadethe year. In Turkish economy since 1993

the investment expenditures have shown a trend to increase when the consumption
expenditures are at a high level and so is the domestic demand buoyancy,where as investment
expenditures show a decreasing tren@émvthe consumption expenditures are at a low level.

In other words, except for the fourth quarter of 1995 and the third quarters of 1993 and 1996,
the investment expenditures behaved in a manner parallel to consumption expenditures. Total
investment expentilires decreased by 0.8 in the first nine months of 1998 relative to the same
period of the previous year and the decrease in the consumption expenditures that occurred
after April is one of the important factors that caused a decrease in investmenitergend

[1.1.2.B. Exports

Exports increased by 7.3 percent in 1996 and by 13 percent because in 1997 foreign demand
increased in spite of the Asian crisis. The affects of the Southeast Asian crisis continued in
1998 and with the Russia economic crisis teaurred in miell998 deepened the global

crises that had negative impacts on the export revenues at the beginning of April. Total
exports decreased by 0.4 percent in the JarNawember period of 1998 relative to the same
period of 1997 and realized &.8 billion US dollars.

The decrease in export revenue stemmed from the decrease in export prices rather than the
difficulties encountered in the export markets. When the foreign trade price and quantity



indices that were announced by SIS examined anaserm the quantity indices have

occurred while there has been a significant decline in the price indices. In the second half of
the year, it was observed that the final goods stocks in the industrial sector had reached high
levels due to the contraction the domestic demand. This situation leads to the expectation
that in 1999 firms may enter into price competition in the foreign markets to eliminate their
high levels of stocks and to increase the quantities of export goods in spite of the decline in
thar export revenues.

11.1.3. Employment

The total employment was 20.8 million people in October, 1997 and increased to 22 milion
people in October, 1998 according to the Survey of Households Labor Force, which was
conducted by the SIS. The share of urbashramal areas in total employment were 45 percent
and 55 percent respectively and the share of urban areas in total employment decreased in
1998 relative to 1997. In October 1998, the civilian labor force and unemployment increased
by 1 million 56 thousangersons and 1 million 143 thousand, respectively, compared to the
same month of 1997. Since the increase in employment was faster than the increase in the
labor force supply, the unemployment rate declined from 6.9 percent in October 1997 to 6.2
percentm October 1998 (Table 11.1.6.).

While the unemployment rate in rural areas was 9.7 percent in October, this rate rose to10
percent in the same month of 1998. The urban area unemployment rate declined from 4.2
percent in October of 1997 to 2.8 percent in October of 1998. The migratiomdral areas

to urban areas caused the unemployment rate to decrease in urban areas and increase in rural
areas. However, an increase in production in the agriculture sector was the most important
factor that caused the unemployment rate to decreasban areas. While the share of urban
areas in the total employment increased, the share of rural areas in the total unemployment
decreased in 1998 due to the production increases in the agriculture sector and a production
slow-down in industry and servicegctors. While the underemployment rate was 6.1 percent

in October of 1997 it realized at 5.7 percent in the same month of 1998 (Table 11.1.6). The
inactive labor force, which is the sum of the underemployment rate and the unemployment
rate, declined in Qober of 1998 relative to the same month of the previous year. Labor force
participation rate, which is another important indicator of labour force, realized at 48.5

percent in October, 1998. Compared to the same month of the previous year, while the
participation rate of males in the labour force declined, that of females increased. Therefore
the share of female labour force in the total labour force increased in October, 1998 relative to
the same month of the previous year.



TABLE 11.1.6
LABOR FORCE AND EMPLOYMENT
(Out of 1000, aged 12+)

1996 1997 1998

Labor 23030 22358 23415
Famale L.F./Labor Force (%)

29.6 26.8 29.0
Employment 21698 20815 21958
Unemployed Persons 1332 1545 1457
Unemployment Rate(%) 5.8 6.9 6.2
Urban 9.3 9.7 10.0
Rural 2.9 4.2 2.8
Underemployment(%) 6.2 6.1 5.7
Inactive Labor (%) 12.0 13.0 11.9

Source: State Institute of Statistics, October.

When the sectoral breakdown of employment is taken into consideration, the agricultural

sector leads all of the other sectors in total employment (Table 11.1.7). When compared to the
same month of the previous year, it can be observed that the sharagrfi¢chdure sector

increased and that of services and industry sectors decreased. THiewiow industrial
production and services sectors caused a dec

TABLE I11.1.7
EMPLOYMENT BY SECTORS
(Percent)
1996 1997 1998
Agriculture 45.9 39.5 43.4
Industry 21.8 25.0 224
Services 32.3 35.5 34.2

Source: State Institute of Statistics, October.

Almost 9.5 million people are employed in the agriculture sector and 55 percent of these
people are unpaid family laborers. 73 percent of unpaid family laborers in the agriculture
sector is female. Although the share of the agriculture sector in totabywmgt decreased, it
kept its high level. This situation stemmed from the fact thatagyitultural sectors,

especially industry, failed to provide sufficient employment opportunities. In other words, the



growth rate in total employment remained considigraehind the economic growth rate of
Turkey.

[1.1.4. Wages and Salaries

The government tried to employ a monthly echelle mobille system in the public sector
collective bargaining procedure in 1997. Therefore, wages increased by the realized inflation
in the second half of 1997. The Echelle mobille system continued in 1998. According to the
calculations of the SPO, while the real wages of workers who work in the public sector and
are included in the collective bargaining procedure increased by 19.2 péneaetal wages

of the workers who work in the private sector and are included in the collective bargaining
procedure decreased by 3 percent in 1997. It is estimated that the real wage earnings of those
who are included in the collective bargaining prageddecreased by 0.4 percent in the public
sector and increased by 9.6 percent in the private sector (Table 11.1.8).

Civil servants salaries increased by 30 percent in the first half of 1998. In this period, teachers
were given an 18 percent additional pesg while the members of the police force were given
overtime and special duty increases. I n the
increased by 20 percent and by 10 percent in the 131u8eptember period and in the

1 October31 Decembr peri od, respectively. While the
increased by 16.5 in 1997 according to the estimates of the SPO and declined by 1.3 percent

in 1998. It is estimated that the annual average minumum wage and all pensions declined in
1998

When the net real wages of the 19888 period are examined, both civil servant salaries and
labor wages in the public and private sectors increased steadily during this period. However,

civil servant salaries and labor wages declined significantlp94 1While the civil servant

salaries increased in 1996 and the following years labor wages did not change. Consequently,
after 1994, salaries and wages stayed below the 1993 levels and the greatest real loss was seen
in wages of laborers.

Wh e n t h are ax&rnéd)iscan be observed that labor productivity increased in
general. Despite economic growth, there was no increase in employment significantly. This
situation caused productivity to rise. For instance, while the annual growth rate of the GNP
was6 percent in the 1996998 period, employment increased by 2.7 percent in average terms

during this period.

TABLE 11.1.8
DEVELOPMENTS IN REAL WAGES
(Annual Percentage Change)

1992 1993 1994 1995 1996 1997 199¢Y
Labor Cost’
Public 9.6 12.8 -11.2 -22.7 -20.9 30.1 0.5
Private 6.0 5.3 -28.0 -14.4 6.0 34 10.4
Net Labor Wagé’
Public 6.0 8.0 0.0 -17.1 -25.0 19.2 0.4

Private 6.0 1.7 -18.2 -8.3 1.9 -3.0 9.6



Civil Servant Monthly Cost 12.3

Net Salary of Civil Servants 13.8
Annual Average Minimum Wag® 9.1
Pensiof’

The Pension Fund 1.6
The Social Security Institution -1.1
B a-Kur ® 453

Source: State Planning Organization (SPO).

(1) SPO estimation.

55
21
5.8

-1.7
-4.5
-3.3

-30.6
-21.9
-16.0

-22.2
-22.0
-21.6

-2.9
-4.7
-6.6

-10.5
-4.7
-1.4

14.9
7.6
18.5

22.4
20.2
58.0

16.3
16.5
9.7

7.6
13.2
27.1

34
-1.3
-7.8

-6.4
-7.3
-7.3

(2) The calculations are carried out by SPO by using the data of Turkish Employer Union and Public Sector Employer (Bi®Whblesale

Price Index, which was based on 1987, was used in calculating real changes.
(3) The calculations are carried out®y0O by using the data of Turkish Employer Union and Public Sector Employer Union. The SIS Urban Area

Consumer price Index, which was based on 1987, was used in calculating real changes.

(4) Annual average minimum wage for workers aged 16 and over istigdind services sectors.

(5) Average pension for retired civil servants at third degree level one, for retired workers at first degree level threeefo i r e d

at sixth degree.

(6) The Social Security Organization of craftsmen and otheesgiloyed people.

[I.2. PUBLIC FINANCE AND DOMESTIC BORROWING

[1.2.1. Public Finance

The public sector in Turkey consists of consolidated budget, financial arfthaonial State
EconomicEnterprises (SEESs), local administrations, social security organisations, revolving
funds and extrdudgetary funds. The share of the public sector borrowing requirement

(PSBR) in GNP is expected to reach 8.8 percent in 1998, reflecting a 1.2 percesavath

respect to the previous year (Table 11.2.1, Figure 11.2.1). PSBR is calculated by taking into

piur sons from

account total public sector revenues and expenditures. The increase in the public sector cash

financing requirement stems mainly from the consolidated dpie t

and

SEEs O

def i

The share of total public expenditures in the GNP in 1996 increased 4.7 percentage points, in
1997 remained almost the same with the previous year at 30.9 percent level. In 1998, this ratio

is expected to reach 34.2 percent. Therslof norinterest expenditures in the GNP has been
increasing for the last two years. However, this trend came to an end in 1998. This ratio is
expected to decrease by 0.6 percent with respect to 1997. As a result of the drep in non

interest expenditureghe primary surplus in the total public sector balance is expected to rise
rapidly with respect to 1997 and to reach 3 percent.

It is expected that the share of public sector revenues in GNP will increase by 2.2 percentage
points relative to 1997 and @a25.5 percent in 1998. Tax revenues, which have the greatest
part in public sector revenues, are expected to rise by 1.5 percentage points with respect to

1997 to 21.1 percent in 1998 due to factors such as the realisation of the tax reform and
expansiorof the tax base. Another factor that increases the public sector revenues is the

privatization revenue. While in 1997 the privatization revenue was 0.3 percent of the GNP,
this ratio is estimated to reach 1.3 percent in 1998.

The ratio of the cash financing requirement of the consolidated budget to the GNP is
estimated to be 7.2 percent with an 0.4 percentage point reduction compared to 1997. While
the share in the GNP of the financing requirement of the other public itenth, ibiudes



the financial SEEs, local administrations, social security organizations and revolving funds, is
estimated to result in a 0.3 percent deficit, this is estimated as 1.2 percent-fiorancial

SEEs and the ones that are subject to privatizatsoa result of deficits in the finance balance

of these organizations.

The share of cash financing requirement of the funds in the GNP is expected to result in a 0.1
percent deficit in 1998 (Table 11.2.1).

To conclude, the public sector financing reqguneat is expected to rise by 108.6 percent
relative to the previous year to TL 4.6 quatrillion in 1998, which implies a real increase in the
end.

TABLE 11.2.1
THE RATIO OF THE PUBLIC SECTOR CASH FINANCING TO
THE GROSS NATIONAL PRODUCH®

(Percen)
Program
1994 1995 1996 1997 1998 1998
Consolidated Budget 3.9 3.7 8.5 7.6 8.1 7.2
SEE's(2) 1.9 -0.7 0.1 0.7 0.6 1.2
Funds 0.9 0.6 0.1 -0.1 -0.2 0.1
Other Public(3) 1.2 15 0.3 -0.6 0.1 0.3
Total Cash Financing Requirement 7.9 51 9.0 7.6 8.6 8.8

Source: State Planning Organization, Undersecretariat of the Treasury.
(1) Minus sign {) indicates surplus.
(2) Enterprises subject to privatization are included.

(3) Financial SEEO6s, |l ocal administrations, revolving funds and soci al



FIGURE 11.2.1

PUBLIC SECTOR BORROWING REQUIREMENT / GNP

Source: Stat Planning Organization, Undersecretariat of the Treasury.

TABLE 11.2.2
PUBLIC SECTOR DEFICIT AND FINANCING
(at current prices, TL trillion)

1993 1994 1995 1996 1997 Program

1998

Cash Balance -239.8 -306.9 -407.6 -1321.4 -2235.7 -4231.1
Financing 239.8 306.9 407.6 13214 2235.7 4231.1
Foreign Borrowing (net) 277 -65.0 -87.5 -192.7 -305.4 -201.6
Consolidated Budget 21.1 -67.2 -79.6 -134.0 -447.1 -57.2
SEE% s -1.3 -4.8 -135 -58.9 26.5 25.2
Funds -0.9 31 13.7 18.8 91.5 96.0
Other Publi®’ 8.8 3.9 -8.1 -18.6 23.7 137.6
Domestic Borrowing (net) 212.1 3719 495.1 1514.0 2541.1 4432.6
Consolidated Budget 104.9 219.2 374.1 1402.2 2664.4 4650.7
Central Bank Advances 53.0 51.9 94.7 229.0 0 0
Bonds 30.1 -70.3 85.7 274.0 1481,8 5657.7
T-Bills 222 244.2 197.2 792.2 1020.7 -1007.0
AOthero Financing -0.4 -6.6 -3.5 107.0 161.9 0
SEE% s 79.8 111.6 51.7 2154 486.1 551.5
Central Bank 8.4 -11.8 0.2 0 0 0

19983

-4662.7
4662.7
-623.7
-1035.6
140.3
126.9
144.7
5286.4

4845.1

1297.0
3293.2
254.9

850.7



Commercial Banks 19.5 -7.2 7.8 -35.3 195.1 153.70 302.7

Eximbank -0.1 1.2 -0.5 0 0 0 0
Bonds 14.7 13.9 6.2 19.9 0 0 0
Net Deferred Payments 37.2 115.5 38.0 230.8 291.0 397.8 548.0
Funds 229 284 41.2 39.7 62.4 -190.7 9.1
Other Publi¢® 4.5 12.7 28.1 -143.2 -671.8 -337.3 -418.5

Source: State Planning Organization, Undersecretariat of the Treasury.
(1) Enterprises subject to privatization are included.
(2) Financi al SEEd s, l ocal administrations, revolving funds and soci al

(3) Estimate.

According to the Budget Program, the ratio of the consolidated budgeit defi the primary
surplus to the GNP was planned to be 8.1 and 3.9 percent, respectively. However, as a result
of the close monitoring agreement signed with IMF at the end of June, public finance
indicators were revised. According to this agreementjacteon of the ratio of the budget

deficit to the GNP to the 7.6 percent level and an increase in the primary surplus to 4.1
percent were targeted. However, because the consolidated budget revenues realized above
expectations and due to controlled increéasgoninterest expenditures, the budget deficit

was realized as TL 3.7 quatrillion and the primary surplus was realized as TL 2.5 quatrillion

at the end of the year. Their ratio to the GNP is expected to be 7.0 percent and 4.7 percent,
respectively.

InN1998, there was no supplementary budget. @AC
with the help of tax revenues, which realized above expectations. For the expenditures with

no remaining appropriation, the summation of deferred payments and advancessavasu

TL 112 trillion at the end of the year. Thus, the share of cash financing requirement became

7.2 percent with the 0.4 percentage point reduction relative to the previous year.

FIGURE 11.2.2
BUDGET BALANCES / GNP



Source: StatéPlanning Organization, Undersecretariat of the Treasury.

TABLE 11.2.3
CONSOLIDATED BUDGET REVENUES
(Percent)

1994 1995 1996 1997 1998
Total Revenues/GNP 19.2 17.7 18.0 19.6 22.4
Tax Revenues /GNP 15,1 13.8 15.0 16.1 17.4
Direct Taxes/GNP 7.8 7.9 9.1 9.6 9.3
Indirect Taxes/GN® 7.3 5.9 5.9 6.6 8.1
Tax Revenues/ Total Expenditures 65.5 63.4 57.0 59.4 59.2
Total Revenues/ Total Expenditures 83.0 814 68.6 72.0 76.3
Tax Revenues/ Primary Expenditures 98.1 95.6 91.9 83.1 98.1
Indirect Taxes/ Total Tax Revenues 51.7 57.5 60.6 59.3 53.4
Direct Taxes/ Total Tax Revenues 48.3 42.5 394 40.7 46.6

Source: Undersecretariat of the Treasury.
(1) GNP is the 1998 estimation of State Planning Organization.

Consolidated budget revenues were realized above the program foresight in 1998. The main
reason for this development is the increase in tax and privatization revenues. The ratio of tax
revenues to the GNP increased by 1.3 percent with respect to 199&camnakebl7.4 percent
(Tablell.2.3). With the tax reforms, the coverage of the taxable income was expanded and
some new applications, such as tax identification. were started for the purpose of widening the



tax base. With the help of an increase in penditietax evasion and other measures, tax
revenues increased significantly.

While the share of indirect taxes in tax revenues decreased by 5.9 percentage points with
respect to the previous year, the share of direct taxes increased. This rapid increase in di
taxes stems from the increase in tax revenues as a result of the expansion of the taxable
income definition and the tax base. On the other hand, corporate taxes decreased in real terms.

While the share of direct taxes in the GNP increased by 1.5np@geepoints relative to 1997
and reached 8.1 percent, the share of indirect taxes in the GNP decreased 3 percentage points
and became 9.3 percent.

While in 1997 tax revenues covered 83.1 percent ofimi@nest expenditures, in 1998, this

ratio increasetb 98.1 percent. A limited increase in Rioerest expenditures, together with

the increase in tax revenues contributed to this development. The coverage of total revenues
in total expenditures of the consolidated budget rose to 76.3 percent in 1998rexbmhap

72.0 percent in 1997 (Table 11.2.3).

PRINCIPLES OF THE TAX REFORM AND SOME IMPORTANT ISSUES
The principles of tax reform are summarised as follows;

Expanding the tax base,

Recording the unrecorded part of the economy and taxing unrecorded income,
Simplicity, clarity and equality in taxation,

Raising tax revenuesithout increasing the tax burden,

Preventing tax evasion by forming efficient control and penalty mechanisms.

=A =4 =4 -4 A

Some important points related to tax reforms can be summarized as follows;

91 Inorder to record the unrecorded part of the economy, a tax identification number is given upon the
purchase or sale of real estate and vehicles and for banking activities.

1 To expand the tax base, the definition of income is extended so that all typesré are covered
under law.

1 The rates on income tax, corporate tax, inheritance and real estate taxes and fees for land registration
are lowered and to avoid an unexpected decline in tax revenues, adjustments are applied gradually in
1998 and 1999.

1 Income tax on undistributed profits of corporations were abolished and corporate taxes are now subject
to witholding tax if profits are distributed.

I Taxation on unearned income was abolished. Thus, the tax system has been modified by shifting from

the stadard of living procedure to taxation on real income. With the introduction of transitory taxes on

a quarterly basis, tax payments will be realized after income is earned.

Taxation based on lumgums has been abolished.

Some tax exemptions were restricted.

The penalty system has been simplified to prevent tax evasion.

Financial Milenium: The application of not asking the source of and not taxing the funds that are

outside the financial system upon their transferal into the banking sectorce only praate.

T The application of AStock Dischargeo.

= =4 =4 =4



TAX BURDEN IN TURKEY

1988 1990 1992 1994 1996 1997 1998
(Trillion TL) (1)
Consolidated Budget Tax Revenues (A 14.3 45.4 141.8 588.1 2245.3 4748.1 9232.9
Local Administration Taxes and Shares 2.4 7.4 22.0 86.1 367.3 773.9 1290.1
(B)
I=A+B 16.6 52.9 163.8 674.1 2612.6 5522.0 10523.0
Tax-like Income from Funds (C) 3.3 11.3 33.9 71.0 223.2 555.5 932.4
II=A+B+C 20.0 64.1 197.7 745.1 2835.8 6077.5 11455.4
Parafiscal Revenues(D) (2) 3.4 16.2 51.1 116.1 458.2 1065.6 2153.7
II=A+B+C+D 23.3 80.4 248.8 861.2 3294.0 7143.1  13609.1
(Percent)
TAX BURDEN- | 12.87 13.45 14.98 17.43 17.69 18.95 19.86
TAX BURDEN- Il 15.46 16.33 18.08 19.26 19.20 20.86 21.62
TAX BURDEN- IlI 18.06 20.46 22.75 22.26 22.30 24.52 25.68

Source: Ministry of Finance. State Planning Organization
(1) 1997 value is transistory. 1998 value is estimation.

(2) The value for 1998Kuwronwd s3SEds pPreersiiwoms .Fund. Baj

Total tax revenues can be defined in 3 ways: the first, is the additon of the local
administrations income to the cotidated budget tax revenues; the second is the addition of
tax-like income from funds to the first definition; and the third is the addition of parafiscal
revenues to the second definition.

The share of direct and indirect tax revenues constitutes thegrpart of the funds income.
Therefore, it is an important item to consider in the calculation of the tax burden. Parafiscal
revenues, on the other hand, are not real tax revenues. Nevertheless, they are calculated in the
same manner. They may also beluded in the tax burden calculation. This revenue item
includes the Pension Fund participation disc
employer premiums), Bagur pr emi ums, Oyak discount s, KI k
promotion discounts artibusing subsidies.



Tax burden is the ratio of the three definitions of tax revenue to GDP. All three calculations

show that the tax burden has increased inthe-1988 8 per i od. Al t-ikeough b«
income and parafiscal revenues increased thbueden by 2.6 percentage points in 1988, the

|l atterds influence increased | ater on. Bot h
The effect dleintomededreasedis 108 perantage points, while parafiscal
revenues realized 4tl percentage points. As a result, the source of the increase in tax burden

came from parafiscal r e-Nkeincanees r at her than th

TABLE 11.2.4

CONSOLIDATED BUDGET EXPENDITURES
(Percent)

1994 1995 1996 1997 1998
Total Expenditures/GNP 23.1 21.8 26.3 27.2 29.4
Primary Expenditures/GNP 15.4 14.4 16.3 19.4 17.8
Interest Payments on Dom. Debt/GRP 6.0 6.1 8.9 6.7 10.6
Personel Har®amalareé/ GSWN 7.6 6.4 6.5 7.1
Dijer Tran&ferler/ GSMH 41 45 5.7 7.6
Primary Expenditures/Total Expenditures 66.8 66.3 62.0 715 60.4
Interest Payments on Dom. Debt / Total Expenditures 26.0 27.8 33.7 24.8 36.1
Personel Harcamal aré/ Top 30.4 29.4 24.6 25.8
Other Transfers/ Total Expenditures 17.7 20.6 221 27.8 19.7

Source: Undersecretariat of the Treasury.
(1) GNP is the 1998 estimation of the State Planning Organization.

The ratio of the consolidated budget expenditure to the GNP continued to increase in 1998
and realized at 29.4 percent. The reason for such a high increase in consolidated expenditures
was the interest payments on domestic debts. The share of the artdtipayments and

domestic debt's interest payments in the total expenditures reached 39.6 and 36.1 percent,
respectively. Since the financing of the budget was carried out through domestic borrowing,
the ratio of interest payments on the domestic dethiet@NP increased to 10.6 percent.

The share of neinterest payments in the total expenditures declined significantly from 71.5
percent in 1997 to 60.4 percent in 1998 (Table 11.2.4). This development resulted from a
decrease in the share of current exgprires, investments and other transfers expenditures

and the increase in the interest payments in the total expenditures compared to 1997. The ratio



of nonrinterest payments expenditures to the GNP increased in1l¥86and decreased in
1998.

While theshare of the personnel expenditures, which is one of th#esub of the current
expenditures in total expenditure, increased 1.1 percent compared to 1997, the share of other
expenditures decreased 0.4 percent. However, as a share of the GNP, thesagwo it

increased compared to 1997.

In the consolidated budget transfers, the transfers to social security organizations had the
highest share after interest payments. In 1997 the share of transfers to social security
organizations in the total expendituressv@as, shrinking by 0.3 percent. However, the ratio to
the GNP rose 2.7 percent in 1998 from 2.5 in 1997.

The share in the GNP of transfers from the
percent compared to 1997. Although in 1998 agricultwppert continued, the source of

such support was made through public banks rather than through the budget. Therefore, both
its share in the budget expenditures and the GNP decreased.

The share of investment expenditures to the GNP decreased and wad esaliZ& percent in
1998.

Along with the cash requirement of the consolidated budget, TL 3.8 quatrillion, a financial
requirement of TL 1 quatrilion for repayment of the foreign debt arose. A total of TL 4.6
quatrillion was met through domestic borrowingla' L 254.9 trillion through other

financing. (Table 11.2.6 Figure Il. 2.3)

During 1998, the financing of the consolidated budget was realized through domestic
borrowing. Contrary to the Budget Programe, in which governments bonds had been forseen
as the main source of borrowing, net borrowing with treassury bills exceeded net borrowing
with governments bonds. In addition to discounted bonds and consumengdeged bonds
domestic borrowing was realized through public sales. In 1998, TL 2.8 quatrillcomedstic
borrowing was met through government bonds, repayments being 1.5 quatrillion. Therefore,
the overall net domestic borrowing through government bonds was 1.3 quatrillion. The share
of government bonds in the GNP declined to 2.5 percent compabet percent in 1997 (

Table 11.2.6).

TABLE I1.2.5
QUARTERLY REALIZATION OF THE CONSOLIDATED BUDGET CASH
FINANCING REQUIREMENT AND FINANCING IN 1998
(TL trillion cumulative)

1998
Program | I I v

Budget Deficit -3 993.5 -961.3 -1885.7 -3032.9 -3697.8

Deferred payments and Advances -600.0 -143.9 -135.9 -89.3 -111.6



Cash Deficit -4 593.5 -1105.2 -2021.6 -3122.2 -3 809.5

Financing 4 593.5 1105.2 2021.6 31222 3809.5
Foreign Borrowing (net) -57.2 -44.3 -94.3 -666.8 -1035.6
Bonds (net) 5657.7 -226.7 417.8 1147.0 1297.0
T-Bills (net) -1 007.0 1396.6 14995 2130.2 3293.2
CB Advances (net) 0.0 0.0 0.0 0.0 0.0
Othet? 0.0 204 198.6 511.8 254.9

Source: Undersecretariat of the Treasury.
(1) The deferred payments, bank accounts etc. are the net changes. A negatiy@sigatés a net positive increase. a positive sign (+) indicates a
net decrease in assets.

In 1998 net domestic borrowing through treasury bills was realized as TL 3.3 quatrillion. The
domestic borrowing through treasury bills was realized as TL 9.2 quatrillion with repayments
amounting to TL 5.9 quatrillion ( Table 11.2.5 and Figure 11.2.3)1998, domestic borrowing
was realized mainly by treasury bills and its share in the GNP rose to 6.2 compared to 3.5 in
1997.

Although in 1997 shofterm advances to the treasury were determined as 6 percent of the
difference between the 'common’ apprajwias of the previous and current years, this ratio
declined to 3 percent in 1998. Consistent with the Protocol signed between the Treasury and
the Central Bank in July 1997, the Treasury did not use-tfrontadvances after the second

half of 1997 and mgayed accumulated accounts. Although the Treasury had the right to use
TL 200 trillion from the Central Bank, it did not use this for purpose of budget financing in
1998. The Treasury used shtetm advances in October, September and December in 1998
in order to make wage payments, but each of these accounts were repaid totally within the
month it was borrowed ( Table 11.2.6).

Foreign debt was in the form of TL 723 trillion for use and 79.5 trillion in revolving loans. As
in the last three years, net repagnt of the foreign debt was made in 1998. The amount was
TL 1 quatrillion, which constitutes 2 percent of the GNP. (Table II. 2.6 and Figure 11.2.3).

FIGURE 11.2.3
THE CONSOLIDATED BUDGET FINANCING



Source: Undersecretariat of the Treasury.

THE CONSOLIDATED BUDGET BALANCE AND FINANCING

Budget Balance(1)

Cash Balance(1)
Primary Balance(1)
Primary Cash Balance(1)

Operational Budget Balance (1)

Budget Balance/GNP

Cash Balance/GNP

Primary Balance./GNP

Primary Cash Balance/GNP
Operational Budget Balance/GNP
Foreign Borrowing (net)/GNP

Bonds (net)/GNP

1994

-152.2

-151.9

146.1

146.4

106.0

(cumulative)

TABLE 11.2.6
INDICATORS
1995 1996
(TL Trillion)
-316.6 -1238.1
-294.5 -1 267.7
259.5 259.3
281.7 229.7
160.6 -258.8
(Percent)(2)
-4.0 -8.3
-3.7 -8.5
3.3 1.7
3.6 15
2.0 -1.7
-1.0 -0.9
1.1 1.8

1997

-2 240.7

-2220.4

37.3

57.5

-756.9

Program

1998

-3993.5

39935

1907.0

1907.0

1998

-3697.8

-3 809.5

2478.8

2367.1

666.4



T-Bills (net)/GNP 6.3 25 5.3 35 -2.6 6.2
ST. Adv. To Treasury (net)/GNP 13 1.2 15 0 0 0

Other Financing /GNP -0.2 -0.03 0.6 0.5 0 0.5

(1) A negative sign-f indicates deficit, a positive sign (+) indicates surplus. Operational budget balance is calculated through the adélition of
interest payments to the primary balance.

(2) GNP is the 1998 estimation of the State Planning Orgéoniza

TABLE 11.2.7
1
FINANCIAL INDICATORS OF SPO, TSF AND TEKEL®Y
(Percent)
1996 1997 199¢?
Operational SEE6s share in PSBR 0.9 8.7 13.9
Cash Financing Requirement of SPO, TSF and TEKEL / Cash Financing Requirement ¢ 7.3 1.9 11
Operatiochal SEEO6s
The share of SPO, TSF and TEKEL in PSBR 6.7 -16.1 -15.9
Ratios to GNP
Cash Financing Requirement of SEEO6s/ GNF 0.1 0.7 1.2
Cash Financing Requirement of SPO. TSF and TEKEL/GNP 0.6 -1.2 -1.4
Budget Transfers to SPO, TSF and TEKEL/GNP 0.03 0.07 0.06

(1) Soil Products Office (SPO), Turkish Sugar Factories (TSF), State Monopolies of Tobacco and Alcoholic Beverages (TEKEL).

(2) State Planning Organization estimates.
(3) Enterprises subject to privatization are included.

Since 1995, the surplus of the SSE's in the GNP has varied between 0.2 and 0.5 percent. In
1998, this trend was reversed and the SEEs©®

The operational SEEs were the source of the deficit in the SEESs finbaleate. In 1997,

the financing requirement of the operational SEEs, except for those not included in the
privatization program, was 0.6 percent of the GNP, but this ratio is expected to increase to 1.3
percent of the GNP. The main reason for the incresee financing requirement of the
operational SEEs® was the agricultural suppo
enterprises. Other factors leading to an increase in the financing requirement of both

operational SEEs and those subject to privitmavere personnel expenditures, functioning

and operating losses.

The financing requirements of the SEEs as a share in the GNP are expected to be met: 1.5
percent through net domestic borrowing and 0.2 percent through foreign loans. The SEEs
subject to pvatization are expected to give a surplus of 0.1 percent of the GNP in 1998.



The financial and operational SEEs were privatized by block sales, public sales, international
public sales, asset sales or by turnover of licence. The total proceedings from privatization,
including the turnover of the GSM licence, were US Dollar 3.lionilin 1998.

The share in the GNP of the transfers from the consolidated budget to operational SEEs was
realized as 0.3 percent. When budget transfers are included, the financial deficit of the
operational SEEs was 1.3 percent, whereas excluding budgsfetsamade the ratio rise to

1.7 percent of the GNP.

The financing requirement of Funds had a TL 76 trillion surplus in 1998, and the ratio of this
requirement to the GNP is expected to be 0.1 percent.

The ratio of Soci al Seqenditure differere tp thenGNP sosei o n s 0
the transfers from the budgettteese organizations as a share in the GNP is expected to
increase by 2.2 per cent-KuramdPersionFundsinere matleyf i ci t
transfers of 0.9. 0.8 and 0.5 percasspectively, from the consolidated budget.

Local administrations include municipalities, the administration of provinces, the
administration of water and sewer systems an
administrations remained same as i@24.8nd was realized as 0.3 percent of the GNP.

[1.2.2. Agricultural Support

In 1998, with the exception of cereals, sugar beats and tobacco, agricultural products were not
subject to state support purchases and their financial requirement was financtgefrom

Support Price Stabilization Fund. It is expected that the amount paid to producers within the
support purchase program, will increase by 146 percent and reach TL 785 trillion in 1998.
Taking into account the purchases made by The Union of Agrici8ales Cooperatives, the
payments to the producers are estimated to reach TL 1.2 quatrillion. The share in the GNP of
the payments that are made for support purchases increased from 1 percent in 1997 to 1.4
percent in 1998. This ratio reached 2.3 perceth@®fGNP with the purchases of The Union

of Agriculture Sale Cooperatives.

Agricultural support prices increased on the average as much as the inflation rate. Agricultural
support purchases were realized above the program level due to the increaselinragric
production. This led to a rise in the stock of operational SEEs that made support purchases.

While there were no budget transfers to Soil Products Office (SPO) and TEKEL, 31 trillion
TL was transferred to Turkish Sugar Factories (TSF). It is ezgebtt the total budget
transfers for the purpose of agricultural support will reach TL 193 trillion. In 1998,
agricultural support purchase payments came from the public banks instead of from budget
transfers.

In 1998, the financial requirement of opévaal SEEs is expected to reach TL 713 trillion,
whereas the total financial requirement of SPO, TSF, TEKEL is expected to be TL 736
trillion. Therefore, the ratio of the total financing requirement of these three SEEs to the
financial requirement of operanal SEEs is expected to be 1.1 (Table 11.2.7). In 1998, among
the operational SEEs, the share in the GNP of the financing requirement of those SSEs
responsible for agricultural support, in particular, tended to increase.



TABLE 11.2.8
THE AGRICULTURAL CREDIT OF THE CENTRAL BANK

(TL billion)

1996 % change 1997 % change 1998 % change
Public Sector
SPO 0.0 - 0.0 - 0.0
TSF 0.0 - 0.0 - 0.0
Share of Public Sector Credit
Private sector
Agricul. Credit Cooperatives 7 147.6 -38.6 7 147.6 0.0 7 147.6 0.0
Other 55.0 0.0 55.0 0.0 55.0 0.0
Share of Private Sector 93.7 0.0 93.8 0.0 95.5 0.0
Grand Total 7 202.6 -38.5 7 202.6 0.0 7 202.6 0.0
Share of Central Bank Credit 1.9 - 2.1 - 95.5

Source: Central Bank.

The ratio of the agricultural credit provided by the Central Bank as total domestic credit were
realized as 1.9 percent and 2.1 percent respectively in 1996 and 1997. In 1998 the Central
Bank did not extend agricultural credit to the public. The extengedudtural credit was

limited by the Central Bank to the private sector via Agriculture Credit Cooperatives as TL
7.1 trillion in 1998, remaining constant with respect to 1997. The Central Bank did not extend
agricultural credit to SPO and TSF. At the efd 998, the credit extended to the private

sector by the Central Bank via Sekerbank remained the same as in 1997, TL 55 billion. (
Table 11.2.8)

11.2.3. Domestic Borrowing

The total stock of the domestic debt, whose share in the GNP has increasefddrgénhtage
points to 21.5 percent, increased by 84.8 percent compared to 1997 and reached TL 11.6
quatrillion.

Excluding consolidated securities, principal and interest payment stock reached TL 15.9
quadrillion in 1998, while it was TL 10.5 quadrillion1997. The ratio of the principal and
interest payment stock to the GNP was 35.7 percent in 1997. In 1998, interest payments of
indexed government securities were excluded from the calculations and the ratio fell to 30
percent.



The share of the principalagk of treasury cash bills and government cash bonds in the total
stock of the domestic debt increased 8 percentage points with respect to the previous year and
reached 81.9 percent in 1998. However, the share of the principal stockadstotreasury

bills and government bonds in the total stock of domestic debt declined to 18.1 percent in

1998 from 20.7 percent in 1997. When the cash debt of the treasury is analyzed in US Dollars,
it can be seen that this amount has increased from US dollars 2217 ibillie97 to US

dollars 30.4 billion in 1998.

The share of the principal stock of treasury bills in the total stock of domestic debt increased
by 12.5 percentage points with respect to 1997, reaching 50.3 percent in 1998 while the share
of the government bonds in the total stock declined form 56c&pem 1997 to 49.7 percent

in 1998 (Table 11.2.9). 86.8 percent of the treasury bills and bonds issued in 1998 were sold to
the banking sector. 8 percent to public institutions and 3.9 percent to the private sector.

TABLE 11.2.9
THE MATURITY COMPOSITION OF BONDS AND BILLS
(TL trillion)
Percentage Percentage
1997 Distribution 1998 Distribution
Total Bills 2375.0 39.9 5695.9 49.0
3 Month 0.0 0.0 0.0 0.0
6 Month 237.0 4.0 1642.6 14.1
9 Month 171.0 2.9 1711.3 14.7
Public Sales 0.0 0.0 0.0 0.0
(3.6 ve 9 Month)
Irregular Maturity 1966.0 33.1 2342.2 20.2
Bonds 2267.9 38.1 3815.8 32.9
1 Yeat" 298.0 5.0 2447 .4 21.1
Irregular Maturity 748.0 12.6 95.7 0.8
1.55 Year 1382.0 195 1362.2 9.9
Total Stock? 5945.8 100.0 11612.9 100.0

Source: Undersecretariat of the Treasury.

(1) The bonds sold to the public with 1 year maturity are included.
(2) Total stock includes; bill, bond, consignment, special issue bonds, loan bonds, account bonds and account of fangjgoiicels.

By the beginning of 1998, the Treasury had sthtb announce domestic borrowing programs
and quarterly cash programs. These announcements revealed the market and played an active
role in reducing the uncertainty in the market. In general, the Treasury kept to its targeted



levels of quantity and matuyiexcept for the one on TS\ugust, 1998. It coincides with the
days when the domestic market was facing the effect of the global crisis. Because of the
demand for high interest rates, the Treasury sold less than thermpvanced level and
shortened thenaturity of the 18 August auction from 1 year to 3 months.

The average compound borrowing rates, which are weighted by the amount of net sales in the
auctions and exclude the withholding tax, had started a declining trend by the beginning of
January 198. In May, deceleration was continued and in July the rates were realized as 77
percent, the lowest value of 1998. By August, the interest rates started to increase, being
influenced by capital outflow following the global crisis, increase in uncertaguguse of

the tax reforms and political ambiguity raised by the general elections.

A withholding tax of 12 percent was imposed on the treasury bills and government bonds in
November 1996. It was reduced to 6 percent and went into effect on January IyHi€x98,

withholding tax of 12 percent was imposed on repo income. However, the witholding tax

imposed on the government securities was removed by October 1, 1998. In addition, the

Amul tiple pricedo system was amendassdoldas a fisi
securities with declining maturity and same reimbursement date.

The maturity of domestic borrowing was approximately 5.5 months in the first quarter of

1998. A slowdown in inflation, in line with the prannounced domestic borrowing program

of the Treasury and the preparations of the agreement with the IMF led to a lengthening of the
maturity by almost 10 months. Risk premium of the CPI indexed government securities
decreased and realized between 19 and 25 percent. By August, the Russiavhicisied to

the global crisis, increased the liquidity demand and maturities started to shorten. In August
and September, the average maturity declined to 6.3 months and the risk premium of the WPI
indexed securities increased to 30 percent. Domestiowinlg maturity started to lengthen

from October onwards and was 8.9 months in December.

The Treasury also used public sales and direct sales in 1998 as sratdochestic

borrowing. Direct sales included CPI and foreign exchange indexed borrowing, while public
sales included CPI indexed (CPIX 20 percent), quarterly coupon payment of 21 percent
interest and in terms of the US Dollar 1 year maturity at 3 pentemést.

The ratio of the outstanding debt stock to the GNP, which is an indicator of the size of

domestic borrowing in the economy, increased 2 percentage points from 1997 to 1998 and
reached 19.3 percent. The ratios of the debt stock to various meinajiehs and total
l'iabilities of the banks excluding their sha

This shows that there was a repression on financial markets (Table 11.2.10).

TABLE 11.2.10
THE PRINCIPAL STOCK OF BONDS AND BILLS" IN COMPARISON TO
THE GNP AND MONETARY AGGREGATES
(percent)

1994 1995 1996 1997 1998



Principal/GNF? 14.0 14.6 185 17.3 19.3

Principal /M2 84.6 90.0 99.2 89.3 94.2
Principal /M2Y 42.8 435 50.5 47.4 52.6
Principal /TL Liabilities® 60.1 64.5 715 54.9% 56.7%
Principal /Total Liabilitie§? 29.4 30.3 34.1 25.5% 30.8°
Principal +interest/GN® 222 23.7 32.8 35.7 30.0
Principal +interest/M2 134.6 146.6 175.6 185.3 146.4
Principal +interest /M2Y 68.0 70.9 89.4 98.3 81.8
Principal +interest/TL Liabilitie€ 95.6 105.0 126.5 106.5% 87.1®
Principal +interest /Total Liabilitié3 46.7 49.8 60.3 49.49 47.39

Source: Undersecretariat of the Treasury, Central Bank.(1) Excluding consolidated securities. The interests of indeixdobdamwasy securities

are not included.

(2) GNP is the forecast of the State Planning Organization.

(3)TL and total liabilities are the liabilities other than the banking sector equity capital.
(4) Calculated using the liability values of October. 1997.

(5) Calculated using the liability values of October. 1998

TREASURY AUCTION PROGRAMS AND REALIZATIONS OF THE
DISCOUNTED GOVERNMENT DOMESTIC BORROWING SECURITIES

PROGRAMED REALIZED

DATE MATURITY AMOUNT SALE(1) SALE(2)

JANUARY 13.01.1998 6 months 280-340 298.6 370.9
20.01.1998 Not realized

FEBRUARY 10.02.1998 98 days 370420 411.7 413.7
17.02.1998 182 days 340370 366.2 374.7
20.02.1998 364 days 120160 Not realized

MARCH 03.03.1998 182 days 310360 272.0 419.7
10.03.1998 238 days 180230 191.0 245.4
17.03.1998 91 days 480-530 512.4 533.8
20.03.1998 1 year 0-100 Not realized

APRIL 31.03.1998 6 months 220-280 255.5 311.4



MMONTH

JUNE

JULY

AUJUST

SEPTEMBER

OCTOBER

NOVEMBER

DECEMBER

17.04.1998

28.04.1998

12.05.1998

10.11.1998

22.05.1998

02.06.1998

09.06.1998

16.06.1998

07.07.1998

14.07.1998

28.07.1998

04.08.1998

11.08.1998

18.08.1998

01.09.1998

15.09.1998

29.09.1998

06.10.1998

20.10.1998

03.11.1998

10.11.1998

17.11.1998

01.12.1998

08.12.1998

15.12.1998

22.12.1998

(1) Net Sale. TL trillions.

1 year

9 months

1 year

9 months

1 year

6 months

9 months

1 year

6 months

9 months

1 year

6 months

9 months

Changed as 3 months.

4 months

6 months

7 months

7 months

9 months

6 months

10 months

8 months

308 days

224 days

420 days

133 days

(2) Sales from average value are included. TL trillions.

0-160

340410

180-250

420-490

0-300

360440

260-350

500-600

150-300

200-350

250-400

200-400

200-350

200-450

250-450

250-400

250-400

0-100

0-100

370470

0-100

330430

400-550

250-400

0-100

100-200

Not realized

352.1

198.0

435.3

Not realized

422.1

303.5

233.8

239.9

251.6

125.1

352.4

29.6

260.6

179.7

377.8

396.4

33.1

98.3

375.4

78.3

325.7

461.9

313.2

92.3

174.0

363.2

244.5

435.3

444.9

403.7

277.2

273.4

355.6

291.2

394.1

260.6

424.5

377.8

396.4

98.3

505.9

84.7

332.6

544.6

313.2

95.7

174.7



The Undersecretariat of the Treasury started to announce monthly auction programs in 1998.
In the first five months, five planned auctions were cancelled. The Treasury was in line with
the targetted quantities overall (quantities sold at the averagearalegcluded).

The effects of the global crisis are seen on the auction held'baugust, 1998. Increasing

risk premium and capital outflow brought about the high levels of interest rates. Therefore,

the Treasury had to cut the quantity, realized iratlngtion, below the targetted level.

Repression caused by the tax reforms on the financial markets, together with the effects of the
global crisis, increased the domestic borrowing interest rates to about 140 percent from the
August level of 80 percent. ffr August, domestic borrowing was in line with the targeted

levels, except for the higher realized levels of interest rates.

1.3. THE BALANCE OF PAYMENTS AND EXTERNAL DEBT
11.3.1. Balance of Payments’

The GNP recorded a growth rate above the potential output level between 1995 and 1997,
which expanded investment rapidly. This trend continued in the first quarter of 1998.
However, because of the negative influence of the Asian crisis at the end of 1997, export
performance had started to decline by April. As a result of the economic policies
implementated at the beginning of the year, tax receipts increased, diminishing disallisp
income and limiting expenditures on private consumption and investment. During this period,
the high public sector borrowing requirement with the capital outflows that emerged as a
result of the Russian crisis in August led to an increase in ihtates, which in turn resulted

in a declining trend in private sector investment.

The growth rates of imports and exports were slowed down by the restrained domestic and
foreign demand. Nevertheless, the realized foreign trade deficit was mostly coragdasat

by the net revenues from invisibles. The current account deficit realized at an inflow of 1.8
billion US dollars in Januarilovember 1998. During this period, capital inflow was 925
million US dollars and the increase in official reserves amount8d1 million US dollars
(Table 11.3.1).

TABLE 11.3.1
THE BALANCE OF PAYMENTS
(US $ Million)
1996 1997Y 199¢Y
Current Account Balance -2 437 -1919 1844

Foreign Trade Balance -10 582 -13 563 -13516



(Shuttle Trade) (8842) (5 358) (3517)

Invisible Items and
Unrequitted Transfers

8 145 11 644 15 360

Capital Account
(Excluding Reserves) 8763 8935 925
Net Errors and Omissions -1781 -2779 -1 958
Official Reserves (Change) -4 545 -4 237 -811

Source: Central Bank
(1) JanuarsNovember

(*) Analysis is based on the balance of payments table covering the J&tmwamber period.

[1.3.1.A. The Current Account

Import expenditures (CIF) decreased by 4.5 percent in the JaNoagmber 1998 compared

to the same period of the previous year andzedlat 41.7 billion US dollars. Meanwhile,

export revenues declined by 6.5 percent due to the contraction in shuttle trade and realized at
27.8 billion US dollars. As a result of developments in foreign trade, the foreign trade deficit
sustained its 199&vel.

The slow down in production and reduced investment activity related to the declining GNP
growth rate in the second quarter of the year are the major causes of the contraction in
nominal import expenditures. An examination of the distribution of imspaccording to main
product groups shows that imports of capital and intermediate goods declined by 3.1 percent
and 6.2 percent, respectively while those of consumer goods increased by 1.8 percent. Import
expenditures had contracted considerably by Au@iteble 11.3.2).

The trade with the European Union countries determines the trend in the total trade volume
since almost half of the volume of Turkish trade is with these countries. In the January
November 1998 period, exports to EU countries expand&d3dyyercent while imports from

these countries declined by 2.1 percent. Moreover, the financial crises in Asia and Russia led
to a contraction in exports to these countries. In the same period, exportsQ&G@nAsian
countries declined by 48.7 percertiile exports to the Russian Federation declined by 35.3
percent. Likewise, exports to the Commonwealth of Independent States decreased by 26.6
percent. The slowdown in export volume against the real depreciation of the Turkish lira in
1998 resulted in exgrts being insensitive to the real exchange rate changes while
developments in foreign demand had a determining character (Table 11.3.3 and Table 11.3.4).



TABLE 11.3.2
THE DISTRIBUTION OF IMPORTS ACCORDING TO MAIN PRODUCT

GROUPS
(US $ Million)
% % %
19979 Share 1998" Share Change

Total Imports (CIF) 43 618 100.0 41 660 100.0 -4.5
Capital Goods 9697 222 9392 225 -3.1
Intermediate Goods 28 888 66.2 27 105 65.1 -6.2
Consumer Goods 4742 10.9 4 826 11.6 1.8
Others 291 0.7 337 0.8 15.8
Source: State Institute of Statistics
(1) JanuanNovember.

TABLE 11.3.3

REAL EFFECTIVE EXCHANGE RATE INDEX®

(1987=100) (1990=100)
1987 97.8 118.2
1988 105.6 127.4
1989 86.8 104.6
1990 80.4 97.1
1991 86.9 105.1
1992 89.4 108.0
1993 90.9 109.7
1994 103.1 1245
1995 100.9 122.0
1996 99.8 120.5
1997Q1 96.7 116.6
Q2 97.1 117.1
Q3 95.1 114.6
Q4 93.6 112.9

1998Q1 94.2 113.6



Q2 96.7 116.6
Q3 94.3 113.7

Q4 (estimation) 96.4 116.4

Source: Central Bank, State Institute of Statistics and International Financial Statistics
(1) The figures are erof-period. Calculations are based on the monthly average figures for the Central Bank's buying rates for US dollars and
German marks, and whesale prices in Turkey and in foreign countries. The weights in the calculation of the index are 1 for the US dolaforand 1

the German mark. The decline in the index value indicates the real appreciation of the Turkish lira against related.currenci

Shuttle trade is one of the main stdms of export revenues in Turkey. Shuttle trade, defined

as the purchase of Turkish goods by foreigners with the aim of selling them abroad, started to
develop after the collapse of the Soviet Union and hasrsladeclining trend in the last two
years. As a result of the survey study conducted to determine the magnitude of this trade, the
revenues of the shuttle trade are estimated to be 5.4 billion US dollars in Jsiouamber

1997 and 3.5 billion US dollars the same period of 1998.

The foreign trade deficit including the shuttle trade was 13.5 billion US dollars in January
November 1998. The net revenues from invisible items and unrequited transfers amounted to
15.4 billion US dollars, and the capital acot had a surplus of 1.8 billion US dollars. The

travel account under invisible revenues sustained a level of 7 billion US dollars in January
November 1998. In this period, expenditure per capita increased while the number of tourist
arrivals decreasedntierest income expanded by 30.2 percent and the "other" item, consisting
of revenues from freight, transportation, construction services, increased by 33.7 percent.
Among the expenditures, interest payments on the external debt expanded by 8.7 percent,
tourism expenditures increased by 3.1 percent while the "other" item including freight,
transportation, profit transfers, along with other private and official services increased by 16.4
percent.

Net revenues from unrequited transfers increased by 18.8 perdamuaryNovember 1998
compared to the same period in 1997. The main source of this increase is the expansion in

workers' remittances by 28.9 percent, realizing at 4.9 US billion.

TABLE 11.3.4
THE DISTRIBUTION OF IMPORTS AND EXPORTS ACCORDING O
COUNTRY GROUPS

(US $ Million)

% % %

1997V Share 199¢Y Share Change

Total Imports 43 618 100.0 41 660 100.0 -4.5
OECD Countries 31180 715 30 241 72.6 -3.0

(EU Countries) (22 204) (50.9) (21 746) (52.2) (2.1)



European and CIS Count. 4220 9.7 4249 10.2 0.7

African Countries 1922 4.4 1623 3.9 -15.6
American Countries 728 1.6 683 16 -6.2
Middle Eastern Countries 2447 5.6 1778 4.3 -27.3
Other Asian Countries 2297 5.3 2416 5.8 5.2
Other Countries 824 1.9 670 16 -18.7
Total Exports 23852 100.0 23754 100.0 -0.4
OECD Countries 14 216 59.6 15010 63.2 5.6
(EU Countries) (11 173) (46.8) (11 873) (50.0) (6.3)
European and CIS Count. 4270 17.9 3477 14.6 -18.6
African Countries 1110 4.6 1570 6.6 415
American Countries 188 0.8 203 0.9 8.0
Middle Eastern Countries 2077 8.7 1948 8.2 -6.2
Other Asian Countries 1062 45 544 2.3 -48.7
Other Countries 929 3.9 1002 4.2 7.9

Source: State Institute of Statistics

(1) JanuarsNovember.

IMPACT OF THE SOUTHEAST ASIAN AND RUSSIAN CRISES ON
TURKISH FOREIGN TRADE

The financial crisis that emerged in the Southeast Asian countries in the second half of 1997
was globalized by the emergence of the Russian crisis in August 1998, having a negative
impact on Turkey.

The influence of the Southeast Asian crisis on thircho@es can be analysed in two

categories: as direct and indirect effects. The expansion in exports of the Asian countries due
to the competitive advantage that they had after devaluation is defined as the direct effect
while the slowdown in exports of théhird countries which are their trade competitors can be
seen as the indirect effect. In this context, trade developments in 1998 showed that the
devaluations in Southeast Asian countries led to a decrease in Turkish exports to these
countries while expating their exports to Turkey. In Januadpvember 1998, Turkish

exports to nofOECD Asian countries decreased by 48.7 percent while imports from this area
increased by 5.2 percent. On the other hand, when the indirect effect of the Southeast Asian
crisis s considered, it is observed that Turkish foreign trade was not adversely influenced.



Hence, Turkish exports to OECD countries, the major trade market of both the Asian
countries and Turkey, increased by 5.6 percent in the first eleven months of 1998.

Thefinancial crisis that emerged in Russia in August 1998 is the second significant event
having an adverse impact on Turkish foreign trade. In 1997, the Russian Federation had been
the second importing country after Germany. In JanrdEyember 1998, exporte the

Russian Federation decreased by 35.3 percent. The composition of exports to these countries
shows that Turkey exported predominantly consumer goods, among whictwsaivie, non
durable and processed food were the main items. Turkish importshfeoRussian

Federation sustained the 1997 level in the JarNamember 1998 period. Imported items

from the Russian Federation were mainly composed of intermediate goods.

The financial crisis that emerged in Russia influenced shuttle trade. The firarstsahad

income and substitution effects on exports. The devalution in Russia decreased the purchasing
power of the public while shifting consumption to relatively cheap products. The results of the
survey indicate that the revenues from shuttle tradkngel by 34.4 percent in January

November 1998, suggesting that the income effect is predominant over the substitution

effect.

[1.3.1.B. Capital Account

The declining trend in inflatioand the stability in the movements of the real exchange rate
led to positive expectations which induced capital inflows in the first half of 1998.
Nevertheless, with the emergence of the Russian financial crisis at the beginning of August,
foreign investes started to withdraw from the emerging markets, which had a further impact
on capital inflows to Turkey. In the first six months, there had been a net capital inflow of 7.8
billion US dollars, while in the Julilovember period, the capital outflow wa$9 Gillion US
dollars.

Net capital inflows amounted to 925 million US dollars and official reserves increased by 811
million US dollars in the first eleven months of 1998. Stiertn capital flows realized at a

net inflow of 2.9 billion US dollars. Meanwkil direct investment, portfolio investment and
long-term capital flows resulted in an outflow of 1.9 billion US dollars.

The main source of lontgrm capital inflows was lonrterm credit drawings. Direct

investment amounted to a net inflow of 442 millio8 dollars, while through portfolio
investment there was a net outflow of capital amounting to 6.2 billion US dollars. The
essentials of that outflow in portfolio investment were the Treasury's limited facility in bond
issues abroad and the withdrawal & tbreign invesment in the securities market after the
emergence of the financial crisis in Russia in the second half of the yeartdrongredit
drawings amounted to 3.8 billion US dollars.

Net shortterm capital inflows increased by 2.9 billion US daodl in the first eleven months of
1998. During this period, sheteérm assets expanded by 682 million US dollars. The
implementation of the policy named "financial millenium" in September had a considerable
impact on deposit money banks' foreign excharaieimmgs, which is a sutiem of shoriterm

capital assets. This implementation resulted in an expansion of the foreign exchange reserves
of the deposit money banks and was recorded as an expansion of the foreign assets of the



banks in the balance of payntemaccounts. Hence, as the dominant source of the expansion

was resident so6 de p-tesnassstswag réflected as a positavesbalancerin s h o
net errors and omissions. Due to the reduction in foreign exchange reserves in October, the
foreign assets of deposit money banks decreased to the previous level, which had been

reflected as a negative balance in net errors and omissions. On thieshdiabilities side,

credit drawings declined to 2.1 billion US dollars from the 1997 level ofiBi@bUS dollars

and deposits expanded considerably. The Dresdner account sustained its 1997 level while

other foreign exchange deposit accounts, including deposits of deposit money banks and
residents, increased by 1.6 billion US dollars.

[1.3.2. External Debts

During 1998, the Undersecretariat of the Treasury started publishing new external debt stock
series for 1996 and onwards.

The external debt stock had increased by 10.9 percent to 101 billion US dollars in September
1998, compared tthe end of 1997. Shetérm external debt stock had expanded by 20.1
percent to 27.2 billion US dollars while medium and loeign external debt stock had

increased by 7.9 percent to 73.8 billion US dollars. In this period, the share eteshodebt

stock had risen to 26.9 percent.

The developments in the cross exchange rates during the first nine months of 1998 had an
increasing effect on the external debt stock. The US dollar, having a significant share in the
external debt stock, depreciated agaihstdther foreign currencies led to an increasing cross

exchange rate effect of 2.4 billion US dollars on the external debt stock (Table 11.3.5).

It can be observed that the US dollar, which makes up approximately half of the external debt,
has the largesthare in external debt stock. The German mark, with 34.2 percent, is the
second most important foreign currency following US dollars. The third largest share belongs
to the Japanese yen, which showed a declining trend in the last period. In Septemkibe1998,
share of the Japanese yen was 8.7 percent of the external debt (Table 11.3.5).



FIGURE 11.3.1
EXTERNAL DEBT STOCK AND DIVISION BY MATURITY COMPONENTS

Source: Central Bank
(1) September 1998.

TABLE 11.3.5
THE IMPACT OF EXCHANGE RATES ON THE EXTERNAL DEBT STOCK IN
TERMS OF YEAREND FIGURES®Y

(US $ Million)
EXTERNAL DEBT STOCK?
End of Year Previous Exch. Rate Nominal Movement Real Movement
Differential
Exc. Rate Exc. Rate (A) (B) ©)
1996 83996
1997 91 002 97 389 -6 387 7 006 13393
1998Q1 93 159
1998Q2 96 658
1998Q3 100 954 98 563 2391 9 952 7 561

Source: Central Bank, Undersecretariat of the Treasury

(1) (A) The difference between the debt stock calculated according to the exchange rate at the end of the specified péribdean pr evi ous year 0:
of-year exchange rate, (B) The difference between the debt stock figures of the previous year acifiedepspied, (C) Nominal movement

exchange rate differential.

(2) The calculation of new external debt stock series started in 1996, nominal and real movements of external delst fat t88ilated.
(3) Provisional.

TABLE 11.3.6
THE IMPACT OF EXCHANGE RATE FLUCTUATIONS ON THE VALUE OF THE



EXTERNAL DEBT STOCKY

(US $ Million)
1997 1998Q%
End of Previous End of Period Exch. Rate Nominal Real
Y;zrteli();(;h. Y eR;er(B? s Exch.Rate(C) Diff. Movement Movement
(C-B=D) (C-A=E) (E-D=F)
US dollars 42728 48 635 48 635 0 5906 5906
German marks 29538 32265 34554 2289 5016 2727
S. D. Rights 603 457 466 9 -137 -146
Swiss francs 1347 1299 1361 63 14 -49
Pounds sterling 1 000 1063 1098 35 98 63
Japanese yen 10189 9093 8775 -318 -1414 -1 096
French franc 1337 1403 1499 96 162 66
Neth. florins 883 938 1004 66 121 55
Other(US dollars) 3377 3411 3563 152 186 34
TOTAL 91 002 98 563 100 954 2391 9952 7561

Source: Central Bank, Undersecretariat of the Treasury
(1) (A) End of 1997 external debt stock calculated using the 199@feyehr exchange rates; (B) External debt stock of Sept. 1998 calculated using

the 1997 enaf-year exchange rates; (C) External debt stock of Sept. 1998 calculated using the Septd I¥3friod exchange rates;
(D) The difference between the debt stock cal c-ofyemrteechangesates; he Sept. 1998

(E) The difference between the debt stock of 1997 and that of Sept. 1998; (F) Nomieaieni exchange rate differential.
(2) Provisional.

In the first eleven months of 1998, the debt service ratio, which is the ratio of the extenal debt
principal and interest payments to foreign exchange revenues, increased to 25 percent rising
by four points from the same period of the previous year. Despite the rise in foreign exchange
revenues to 56.5 billion US dollars, an increase in external debt principal and interest
payments to 10 billion US dollars, raised the debt service ratio (Table.ll.3.7)

TABLE 11.3.7
DEBT SERVICE RATIO

1997V 1998
Principal Repayments 7 085 9 956
Interest Payments 4026 4375
Total Debt Service 11111 14331
Export$? 29 685 27 767
Other Service Revenues 19 329 23675

Unrequited Transfers (private) 4103 5050



Total Revenues 53117 56 492
Debt Service Ratio 21 25

Source: Central Bank

(1) JanuarsNovember (Provisional).
(2) Including shuttle trade.

[1.3.2.A. Medium and Long-Term Debts

Medium and longerm debts consist of General Government, State Economic Enterprises,
Central Bank and private sector debts. According to the creditors, the distribution of external
debt stock includes official finandianstitutions, international institutions and private

creditors.

The growth rate of medium and lotgrm external debt stock in the first nine months of 1998
with respect to the end of 1997 was realised as 7.9 percent. It is understood that-tieenshort
external debt stock has grown faster than the medium anddamgexternal debt stock

during the first nine months of 1998, and so this reduced the share of medium atetriong
external debts in the total to 73.1 percent.

While there was not any sigrgfint difference from 1997 in the public sector medium and
long-term external debt stock in September 1998, the external debt of State Economic
Enterprises had declined by 14 percent in the same period. The medium atetriong
external debts of the Centiank, of which almost all are Dresdner Bank Accounts, had
increased by 12.5 percent in the same period. The private sector medium atsirfong
external debt stock increased by 22.1 percent during this period, mostly due to-the non
financial borrowing othe private sector.

[1.3.2.B. Short-Term Debts

The shortterm debt stock consists of the debts of commercial banks, private and public
institutions and the Central Bank. The Centr
Exchange Deposits with Letters ©fedit and overdrafts. Sheterm borrowing by

commercial banks includes foreign exchange credit, foreign exchange deposits and
corresponding accounts. Other sector debts consist mainly of trade credit for financing foreign
trade.

The shortterm externatiebts had increased by 20.1 percent from the end of 1997 to
September of 1998 and reached 27.2 billion U
from 2.5 billion US dollars to 11 billion US dollars was effective in this increase.

In this period, thergvere important increases in the shiertm debt which the other sectors
used for import financing. Sherérm import loans reached 11.1 billion US dollars, increasing
1.5 billion US dollars in the same period.

FIGURE 11.3.2
THE SURPLUS OF GROSS FOREIGN EGHANGE RESERVES OVER SHORTTERM



DEBT STOCK

Source: Central Bank
(1) As of November, 1998.

FIGURE 11.3.3

THE SURPLUS OF GROSS RESERVES OVER SHORERM
DEBT STOCK

Source: Central Bank
(1) As of November, 1998.

The surplus of gross foign exchange reserves over skertm debt stock declined in the first
eleven months of 1998. The Central Bank surplus of gross foreign exchange reserves over
shortterm debts increased from 17.5 billion US dollars in 1997 to 18.9 billion US dollars in
November 1998. In 1997, the shaerm debts of commercial banks was 0.9 billion US

dollars more than their gross foreign exchange reserves. In the first eleven months of 1998,
the surplus of gross foreign exchange reserves overtehnortdebt stock becam2.8 billion

US dollars. In the same period, the surplus of gross foreign exchange reserves overrshort
debts, including the Central Bank, commercial banks and other sectors was 2.2 billion US
dollars. The stock value of gold reserves was recalculated dmllion US dollars at the
beginning of 1998 (Table 11.3.8).



TABLE 11.3.8
THE SURPLUS OF GROSS RESERVES OVER SHORERM
DEBT STOCK (STDY

(US $ Million)
1993 1994 1995 1996 1997 199¢?

Gross FX Reserves STD -2 25¢ 3 79¢ 6 252 3 10¢€ 341C 1037
Central Bank 5 54¢€ 6 284 11 39¢ 15 28¢ 17 53C 18 91«
Banks -1 06€ 331:¢ 2904 -1 067 -878 -2 77%
Othet® -6 73¢ -5 79¢ -8 04¢ -11 114 -13 242 -15 102
Gross Reservéy- STD =771 5 20¢ 7 63€ 4 491 4534 2162

Source: Central Bank

(1) (-) indicates a deficit.

(2) November 1998 (Provisional)

(3) Figur es i nd.iteomektenaltdébebecausecthe dorei@rscurercyreserves and the claims of this sector are not

available.
(4) Gross reserves are the sum of gold and foreign exchange reserves.

1.4 MONETARY POLICY

Through the monetg policy implemented over the last two years, the Central Bank has

aimed at ensuring stability in the financial markets. During this implementation, no noticeable
fluctuations in the markets were observed although a downturn in the economical and politica
situation was observed. As in previous years, in addition to ensuring stability in the markets,
the monetary policy formulation of the Central Bank for 1998 was based on the challenge to
decrease the high inflation rates.

Another feature of 1998 was thkange in the implementation of the fiscal policy. In this
context, the budget prepared for 1998 was designed to have a primary surplus. The effects of
this improvement in the primary surplus are expected to be reflected positively on the
implementation othe monetary policy and the slesown in the inflation rates as well.

The Central Bank announced three monetary program for the first quarter, the second quarter
and the second half of the year in the light of the 1998 monetary policy, which aimed at
ensuing stability in the financial markets and challenging inflation. In the implementation
stages of the program, the developments in the endogenous and exogenous variables were
monitored to design the priorities and targets for the next program. Thetb&opziorities

and targets were changed as the new monetary program was put into effect.

The monetary program announced at the beginning of January targeted the reserve money. To
this end, a band was formulated for the increase in the reserve moneyyabkishpposed to
increase in the 180 percent band at the end of March compared to theeb@97 figure. In

the calculation of this band, the inflation target and the growth rate of the economy had been
taken into account to ensure consistency. At theesdiame, the increase in foreign assets was
designated to be the source of the increase in the reserve money according to this program. At
the end of the period covered by the program, the reserve money had increased by 17.3
percent on 31 March 1998 comedrto the end of 1997, thus staying under the targeted

increase. The source of the increase in the reserve money on the supply side had been the



increase in foreign assets. In the same period, the net domestic assets, which are calculated by
subtracting tk total of the items in the analitical balance sheet of the Central Bank from the
domestic assets, continued to decrease. These items consist of the deposits ebdmé non

sector, the FX deposits, the open market operations (OMO) and the budgetary lfiends.

factors that caused the decrease in the net domestic assets were the restriction on the Treasury
for not using the short term cash credit as well as the abandoned credit to the other public
sector enterprises and the decline in the liquidity givehdganarkets via OMO by the Central

Bank.

The monetary program announced at the beginning of April for the second quarter of the year
looked similar in the main points to the previous one, announced in January. The target for the
percentage increase in treserve money was under the target band of the program for the

first quarter and formulated to be-18 percent. Similarly, the increase in the foreign assets of
the Central Bank was designated to be the source of the increase in the reserve money. The
increase in the reserve money was 13.1 percent on 30 June 1998 compared to the end of
March. This was again under the targeted rate. The source of the increase in the reserve
money had been the foreign assets of the Central Bank as projected. The decezaking t

the net domestic assets continued for the period of Marok. The factors behind the

decreasing trend were the relationship between the Treasury and the Central Bank continuing
as in the previous period, the increase in the revaluation accauta the increase in the net
foreign assets and the implemention of an effective sterilization via OMO.

An agreement with the International Monetary Fund (IMF) was signed on 26 June 1998 for
monitoring the targeted variables set by the government to oaltbe high inflation rates.

Within this framework, the Central Bank announced a monetary program on 2 July 1998 for
the second half of the year. In this program, the targeted variable of the previous programes
was changed and the net domestic assestsseézcted to be the new target. However, this
variable was revised in October. The reason for the replacement of the targeted variable was
the possible unpredictable shifts in the money demand due to the decreasing trend in inflation.
In other words, undehe process in which inflation is declining from high levels, the

prediction of the amount of the reserve money, which is considered to be the requirement of
the economical activities, grows difficult due to the changing relationships in the demand for
money function. Therefore, the Central Bank aimed at overcoming this difficulty in the
prediction of the size of the reserve money by changing the targeted variable itself, which
gave the Central Bank the flexibility to fund the economy as required bgoit®mic

activities. At the same time, the Central Bank kept up its determination to fight inflation by
controlling the net domestic assets, thus adhering to the announced target level for this item.
In this context, the targeted size of the net domessieteisn the monetary program for the

end of the year was minus 1514 trillion Turkish lira. However, the Russian crisis observed in
mid-August | imited the Treasuryo6s chances of
development restricted the Teeay to the domestic market and brought about an increasing
demand for the Turkish lira. Therefore, in October the Central Bank changed-a& thied

year target level for net domestic assests to 700 trillion Turkish lira. The realization of the net
domesic assets at the end of December 1998 was 579.4 trillion Turkish lira, staying under the

target level.



MONETARY POLICY IN 1998

The Central Bank aimed at fighting inflation and ensuring stability in 1998. The announced
targets and figures employed to achieve the above aims were changed and new monetary
programs were announced due to the decreasing trend of inflation and oussidé¢hat had
started to affect the economy during the second half of the year. While the fight with inflation
was the main aim in the first half of the year, the stability policy gained importance in the
second half of the year. Moreover, the monetarycgoh 1998 was formulated to support the
fiscal policy, whose main role was to diminish the high rate of inflation.

The Central Bank restrained itself from any process which might be inflationary. In this way,
the Central Bank aimed at protecting the kslity of the anttinflationary policy which it had

tried to create over recent years. Moreover, the monetary policy implemented in 1998 enabled
the Central Bank to provide the markets with the confidence which is essential to break
inflationary expectatins. Therefore, they accepted no concessions regarding the foreign
exchange policy and made sure that the rate of increase in the currency basket was consistent
with inflation. In addition, interest rates were used as a policy variable to curb the efffects o

the foreign crises on the economy. As a result of this policy, the nominal and real interest

rates rose in the second half of the year following the Russian crisis.

THE TARGETS OF THE MONETARY PROGRAM
AND REALIZATION FIGURES

31 March 30 June 31 Decembef!
(The rate of increase) (The rate of increase) (Trillion Turkish Lira)
Target Realization Target Realization Target Realization
Reserve Money 18-20 17.3 14-16 13.1
Net Domestic Assets - - - - 700 579.4

(1) The targeted value revised in October.

FIGURE 11.4.1
NET DOMESTIC AND NET FOREIGN ASSETS



(Trillion Turkish Lira)

Source: Cenral Bank.

The Central Bank tried to conduct its foreign exchange policy in 1998 to ensure consistency
with the inflation target. When the developments in the currency bfaskee first half of the

year are examined, it can be observed that the cumulative rate of increase in the currency
basket was 30.2 percent, which can be compared with the 26.3 percent cumulative increase in
the WPI for the same period. The above curygralicy supported the current account

balance in spite of the global crisis and the declining trend in the inflation rates for that

period. Due to the negative effects of the outside crises on the Turkish economy, the Central
Bank interfered in the foremgexchange market by selling foreign currency. Both the high

level of the reserves of the Central Bank and the weak demand for currency by the real sector
of the economy enabled the Central Bank to keep control over the exchange rates. The
cumulative incrase in the currency basket for the whole year is 58.5 percent, while the WPI
increased 54.3 percent in 1998.

The secondary market interest rates on the State Domestic Borrowing Bills (SDBB) started to
decrease for the first half of the year due to the ampment in the primary surplus, the

declining trend of the expected inflation and the excess of the payments over new debts by the
Treasury. However, the capital outflow caused by the Russian crisis and unforeseen
developments in the international finaraizarkets working against developing countries

made the Treasury less likely to borrow from international markets in the second half of the
year. Additionally, the increasing uncertanities in the political agenda of Turkey towards the
end of the year caudehe nominal and real interest rates to rise in the markets where

Treasury bonds and bills are transacted. To ensure consistency between the interbank interest
rates and the interest rates on the secondary markets, those in the interbank market were
increased by the Central Bank in parallel to the increasing interest rates on the secondary
markets for the second half of the year.

MEMORANDUM OF ECONOMIC POLICIES AND STAFF MONITORING
PROGRAME



The chronic high inflation which has been on the agenda of Turkey for the last twenty years
kept the economy on an unstable equilior, distorted the income distribution, increased

social tension and delayed investment plans. Therefore, the fight with inflation became the
priority at the beginning of 1998. For this reason, a three year program was put into effect to
reensure the balaa in the economy and to curb the high inflation rate by stabilizing at low
rates. The way in which budget deficits are financed is a main source of inflation, which is
affected by the adjustment of economic variables and increasing inflationary expsciatio

order to turn the above program into a aftationary one, some new methods for financing

the budget deficit were proposed. According to this program, the inflation rate was targeted to
be 50 percent in 1998, 20 percent in 1999 and single digibars for the year 2000. As the
targeted figures announced for the first half of the year were reached, this was perceived as a
hopeful development in the implementation of the program and it was decided to take this
process a step further by signing aneggnent with the International Monetary Fund. Called
AThe Staff Monitoring Programo, this aggreenm
targeted inflation rates for the coming years.

The main points of the agreement signed with the International Mortatadyare as follows;

1 The primary surplus is designed to be 4 percent in 1998 by ensuring some increases in
tax revenues.

1 Part of the revenues from privatization is to be used in stemming inflation.

T In order to eliminate the deficits of the social security system, which creates a heavy
burden on the budget, an increase in retirement ages is planned.

T In order to improve the supervision of the banking sector, greater importance has been
placed on enactg legal means for enforcing more stringent capital adequacy
requirements and putting a ceiling on the

1 Public sector salaries and agricultural support prices will be adjusted in line with the
targeted inflation, not the realized inflation.

1 The monetary program took on the role of maintaining the fight against inflation. In
this context, the exchange ratdipp must be consistent with the targeted inflation,
and a careful watch of the net domestic assets of the Central Bank will be kept to
prevent credit access to the public sector. The target of net domestic assets is minus
1514 trillion Turkish lira for tie end of the year. (However, this target was revised as
700 trillion Turkish lira in October due to the unforeseen developments in
international markets.)

I1.4.1 Analytical Balance Sheebf the Central Bank

A look at the foreign and domestic assets in the analitical balance sheet of the Central Bank
presented in the table 11.4.1 will show that the foreign assets item had an increasing trend for
the first half of the year although for thecend half of the year this was reversed. The
domestic assets item, however, had a decreasing trend for the whole year. Moreover, the
balance sheet of the Central Bank increased 45.2 percent in size in terms of Turkish lira and
contracted 5 percent in tesnof US dollars, compared to 1997.

FIGURE 11.4.1.1
EVELOPMENTS IN DOMESTIC AND FOREIGN ASSETS
(Trillion Turkish Lira)



Source: Central Bank.

The foreign assets of the Central Bank increased 77.2 percent reaching 7999 trillion Turkish
lira at the end of June compared to the end of the previous year. This increase could be
computed in terms of the US dollar as 36.4 perdardpite of the ongoing crises in

developing markets, Turkey had experienced a net capital inflow in the first half of the year as
a result of improvement in the current account balances and the fact that the global crises did
not reflect negatively on theurkish financial markets. This net capital inflow was the main
source of the increase in foreign assets for that period. The decreasing trend in the inflation
expectations had a supportive effect on the capital inflow. In the second half of the year,
however, the negative effects of the Russian crisis were beginning to be felt in the financial
and real sectors, thus a reverse in this positive trend was observed in July. The result of the
intensified pessimistic view was a 3.8 billion US dollar loss inréiserve of the Central

Bank. For this reason, the net reserve of the Central Bank declined to 21.5 billion US dollar at
the end of August.

TABLE 11.4.1.1
CENTRAL BANK ANALYTICAL BALANCE SHEET
(As of last Friday of month Trillion Turkish Lira)

1997

1998 1998 1998 1998

March June Sept. Dec.
ASSETS 4.737.7 5.903.2 7.999.3 6.763.1 6.880.3
1-Foreign Assets 4.407.5 5.716.3 7.813.9 6.730.8 7.173.0
2-Domestic Assets 330.2 186.8 185.5 323 -292.7
a-Cash Operations 572.0 188.3 364.4 323.8 119.1
aa Cash Credit to the Public Sector 814.6 654.1 691.5 776.6 753.7
ab- Cash Credit to the Banking Sec. 7.6 7.6 7.6 7.6 7.6
acOt her ét ems -250.2 -473.5 -334.8 -460.4 -642.3

b- Evaluation Account -241.8 -1.4 -178.9 -291.6 -411.8



LIABILITIES 4.737.7 5.903.2 7.999.3 6.763.1 6.880.3

1- Total FX Liabilities 4.087.9 4.479.6 5.126.7 5.441.8 6.289.1
a Foreign Liabilities 2.592.6 2.992.2 3.389.6 3.758.1 4.267.0
b- Domestic Liabilities 1.495.3 1.487.5 1.737.0 1.683.8 2.022.1

ba FX Deposits Of NorBanks 701.1 528.1 651.0 463.7 662.2
bb- FX Dep. of the Banking Sector 794.2 959.4 1.086.0 1.220.1 1.359.8

2- Central Bank Money 649.8 1.423.5 2.872.6 1.3211 591.2

A- Reserve Money 1.142.1 1.325.0 1.575.7 1.896.8 2.040.9
a Currency Issued 719.3 844.7 981.2 1.215.6 1.232.3
b- Banking Sector Deposits 379.3 419.2 556.1 654.7 741.0

ba Required 336.5 390.4 526.3 599.8 691.7

Reserves
bb- Free Deposits 42.8 28.9 29.7 54.9 49.2
c-Deposits of Public Funds 38.4 55.1 28.7 16.4 48.9
d- Dep. of NonBank Private Sec. 5.1 6.0 9.7 10.1 18.7

B- Other Central Bank Money -492.3 98.5 1.296.9 -575.7 -1.449.7
a Open Market Operations ( Net) -741.3 -178.2 1.104.2 -815.7 -1.846.3
b- Public Sector Deposits 248.9 276.7 192.7 240.0 396.6

2.145.1 2.911 4.609.6 3.004.9 2.613.3

TOTAL DOMESTIC LIABILITIES
(Central Bank Money + Domestic FX Liabilities)

Source:Cenral Bank.

The expectation concerning the ability of the Central Bank to conduct its exchange rate policy
was strengthened through the help of the high level of the reserves, despite this reserve loss.
Therefore, the Central Bank kept control over the exchangewdltesit experiencing any
noticeable fluctuations in the reserve for the rest of the year. In 1998, the foreign assets
increased by 62.7 percent reaching 6888 trillion Turkish lira while the total FX liabilities rose
53.8 percent to 6289 trillion Turkishrdi. A look at the exchange rate risk, which is

determined by dividing the foreign assets by the total FX liabilities, shows that this rate rose
5.8 percent points, reaching 113.6 percent compared to the 1997 figure.



The domestic assets continued in a aéayj trend, turning into negative values in 1998 after
the nominal decrease in 1997. Domestic assets in 1998 came to minus 293 trillion Turkish lira
|l ess than the previous yearodos figure of 330

A comparison of the end of 1998 with tled of 1997 reveals that there were no important
differences in the domestic assets except for the other and the revaluation accounts. The most
important reason is that the Treasury adhered to the agreement signed with the Central Bank
in 1997 by not usig its shoriterm cash credit as well as not giving other public enterprises
permission to use credit from the Central Bank.

The negative decrease in the revaluation account observed in 1997 was reversed in the first
half of 1998, but then turned into a degse again in the second half of the year. The

revaluation account shows a minus sign on the asset side of the analitical balance sheet of the
Central Bank if its foreign exchange position is in the positive. The revaluation account
decreased by 70.3 perd in 1998 compared to the previous year.

The Aothero account appearing under the dome
declining trend in 1998. The profibss sub item of this account constitutes the most

i mportant part dhe prtofit & théiQentral 8ankinceased@asardsult of

the fund given by the Centr al Bank to the ma
account decreased in the negative direction by 156.7 percent in 1998 compared to the end of
1997.

The foreign ilabilities shown on the liabilities side of the Central Bank balance sheet
increased 64.6 percent in 1998. Because the majority of the foreign liabilities is made up of
accounts opened by citizens of the Turkish Republic working abroad and recordedhender t
foreign exchange credit letters account in DM, the computed increase in DM is only 1.5
percent. On the other hand, domestic liabilities, which is the other main item of liabilities,
rose 35.2 percent in terms of Turkish lira in 1998. If computed instefryS dollars, the
domestic liabilities decreased 11.8 percent. The source of this decrease in the domestic
liabilities was the FX deposits, mainly those of the-pablic sector. The FX deposits of the
nontbank public sector accounts declined 38.4 periceUS dollars in 1998. The main reason
for the decrease in the FX deposits of the public sector was the ongoing crisis in Russia which
limited the opportunities of the Treasury to find loans from international markets. A look at
the FX deposits of theamking sector will show that this item increased by 11.7 percent in
terms of US dollars.

The reserve money increased 33.1 percent in the first half of the year in accordiance with the
inflation target. The currency issued, which is a-geim of the rese money, rose 36.4

percent in the same period. This increase in the currency issued backed by the foreign assets is
the main reason for the increase in the reserve money. Moreover, when the Central Bank
money for that period is examined, it can be seetthigastock of OMO is 1104 trillion

Turkish lira for the end of June and the Central Bank had gone into a debt position on the
open market. Thus, this development positively reflected the balance sheet and the Central
Bank money showed an increasing tréordthe first half of the year. In fact, the Central Bank
money rose 342.1 percent at the end of June compared to the end of 1997. However, the
deepening economic crisis in Russia affected the Turkish financial markets in the second half
of the year. Consgpiently, the increasing demand for Turkish lira was met via OMO by the
Central Bank. This development was the source of the increasing currency in the second half
of the year and the debt of the system to the Central Bank rose to 1846 trillion Turkish lira



reflected as a minus sign in the balance sheet for the end of the year. In detail, the Central
Bank money decreased 79.4 percent at the end of the year compared to the end of the sixth
month, while the currency issued increased 25.6 percent for thepsaiod. Moreover,

compared to the end of 1997, the Central Bank money decreased 9 percent and the currency
issued increased 71.3 percent in 1998. Finally, the reserve money increased 72.3 percent in
1998 compared to 1997.

The developments above are refégton the analytical balance sheet in a form which gives

the proportion of the item to the size of the balance sheet as shown in Table 11.4.1.2. While
the foreign assets constituted 93 percent of the balance sheet in 1997, this ratio rose to 104.3
percentin 1998, exceeding 100 percent due to the domestic assets which turned into negative
values. On the liabilities side of the balance sheet, the total foreign exchange liabilities rose to
91.4 percent in 1998 compared to 86.3 percent in 1997. In additeoprdportion of the

Central Bank money declined to 8.6 percent in 1998 due to the increase of OMO in the
negative direction towards the end of the year. The proportion of the reserve money to the size
of the balance sheet increased from 24.1 percent anthef 1997 to the 29.7 percent for the

end of 1998 in response to the rising proportion of the currency issued and the deposits of the
banks.

TABLO 11.4.1.2
CENTRAL BANK ANALYTICAL BALANCE SHEET
(The Shares in Total)

1997

1998 1998 1998 1998

March June Sept. Dec.
ASSETS 100.0 100.0 100.0 100.0 100.0
1-Foreign Assets 93.0 96.8 97.7 99.5 104.3
2-Domestic Assets 7.0 3.2 2.3 0.5 -4.3
aCash Operations 12.1 3.2 4.6 4.8 17
aa Cash Credit to the Public Sector 17.2 111 8.6 115 11.0
ab- Cash Credit to the Banking Sec. 0.2 0.1 0.1 0.1 0.1
ac Other Items -5.3 -8.0 4.2 -6.8 -9.3
b- Evaluation Account 5.1 -0.1 -2.2 -4.3 -6.0
LIABILITIES 100.0 100.0 100.0 100.0 100.0
1- Total FX Liabilities 86.3 75.9 64.1 80.5 914

a Foreign Liabilities 54.7 50.7 42.4 55.6 62.0



b- Domestic Liabilities 31.6 25.2 21.7 24.9 29.4

ba FX Deposits Of NorBanks 14.8 9.0 8.1 6.9 9.6
bb- FX Dep. of the Banking Sector 16.8 16.3 13.6 18.0 19.8
2- Central Bank Money 13.7 241 35.9 19.5 8.6
A- Reserve Money 241 225 19.7 28.1 29.7
a Currency Issued 15.2 14.3 12.3 18.0 17.9
b- Banking Sector Deposits 8.0 7.1 7.0 9.7 10.8
ba Required 7.1 6.6 6.6 8.9 10.1

Reserves
bb- Free Deposits 0.9 0.5 0.4 0.8 0.7
c-Deposits of Public Funds 0.8 0.9 04 0.2 0.7
d- Dep. of NonBank Private Sec. 0.1 1.1 15 2.2 2.8
B- Other Central Bank Money -10.4 17 16.2 -8.5 -21.1
a Open Market Operations ( Net) -15.7 -3.0 13.8 -12.1 -26.8
b- Public Sector Deposits 5.3 4.7 24 3.6 5.8

TOTAL DOMESTIC LIABILITIES 45.3 493 576 444 38.0

(Central Bank Money + Domestic FX Liabilities)

Source:Central Bank.

A NEW PERSPECTIVE FOR THE ANALITICAL BALANCE SHEET
OF THE CENTRAL BANK

The Central Bank started to use a new analitical balance sheet derived from the former one.
The most important feature of this type of the balance sheet is that it shows the net figures of
the foreign and domestic assets which constitute the size ofsiis.abhis format, which

shows the net figures in the assets side, enables the Central Bank to follow easily the
relationship with the financial sector.

The chart below shows how to derive the items of the new analitical balance sheet by using
the items othe former analitical balance sheet. The net foreign assets can be found by



subtracting the foreign liabilities from the foreign assets of the analitical balance sheet.
Moreover, the net domestic asssets can be calculated by subtracting the totabodttiuekn
deposits, FX deposits of the rbank sector, open market operations and the budgetary funds
from the domestic assets. The liabilities side of the new analitical balance sheet consists of the
reserve money (X), which is the total of the currensyésl, the required reserves, the free

deposits of the banking sector and the FX deposits of the banking sector

CENTRAL BANK ANALYTICAL BALANCE SHEET

December97 December98
End-of-period data (Trillion TL.)
ASSETS (1+2) 1.934 3.486
1..Net Foreign Assets (@) 1.791 2.907
a.Foreign Assets 4.337 7.204.1
b.Foreign Liabilities 2.546 4.297.1
2.Net Domestic Assets (a+b+c+el+f+g) 143 5794
a.Net Cash Credit to Public Sector (aa+ab+ac) 6 -108.5
aa.Cash Credit to Public Sector 892 771.9
ab.Deposits of Public Sector -182 -212.2
ac.FX deposits of NeBank Sector -704 -668.3
b.Extra Budgetary Funds -50 -16.7
c.Deposits of NofBank Sector -7 -17.9
d.Cash Credit to Banking Sector 8 75
e.0pen Market Operations 720 1.830.6
f.Other Items -342 -698.8
g.FX Revaluation Account -190 -416.8
LIABILITIES(1) 1.934 3.486.4
1.Reserve Money (x) (a+b+c+d) 1.934 3.486.4
a.Currency Issued 759 1.328.5
b.Required Reserves of Banking Sector 336 694.3
c.Free Deposits of Banking Sector 34 88.3

d.FX Deposits of Banking Sector 804 1.375.3




[1.4.2. Money-Credit Stock

In 1998, there was an expansion in all definitions of money supply in real terms. The lowest
expansion rate was observed in the narrow definition of money sMdplwith 7.4 percent,

while the highest rate of growth was observed in the broader definition of money supply,
namely M2, in real terms. The growth rate of M2Y which includes foreign exchange
denominated deposit, was lower than that of M2 whereas thaitggppad been realized in

1997. The reason for this may be the increase in time deposits that was seen especially in the
second half of 1998. While M1 contracted in the first half 1998 due to the real decrease in
demand deposits, in the second half ofythar this trend was reversed and by the end of 1998
there had been an increase in demand deposits in real terms (Figure 11.4.2) and (Table 11.4.2).
As a result of the slowdown in economic activity, especially due to the decrease in demand in
domestic andhe foreign markets, the increase in economic uncertainty that stemmed from
economic developments in international markets and an additional decrease in the credit
supply and demand, the rate growth of total credit in 1998 was lower than that in 1997 (Table
11.4.2).

FIGURE I1.4.2
REAL MONEY SUPPLIES
(Annual Percentage Change)

Source: Central Bank.

The main objective of the Central Bank in 1998 wagdadization of the inflation and

stabilization objectives. However, as a result of developments in the world economy, there
were differences between the first and second halves of the year; hence, there were changes in
the target variables of the monetailicy as well. In the first half of the year, the target

variable of the monetary policy was the reserve money and the rate of change in this variable
was realized within the targeted range. In the second half of the year, net domestic assets were
chosenras the target variable. Especially from the beginning of August, after the Russian

crisis, as a result of the liquidity squeeze due to the inability of the Treasury to borrow from
international markets and due to the continuously expanding capital asjtflesvCentral

Bank provided the market with liquidity through open market operations (OMO) and this had
increased the volume of OMO by the end of the year. As a consequence of this, the monetary
base, which is equal to the sum of the reserve money anchugo&et operations, contracted

by 51.4 percent in nominal terms. The annual rate of growth of Central Bank Money (CBM),



which is calculated as the sum of the monetary base and public deposits and also the indicator
total Turkish lira liabilities of the Geral Bank, was9 percent (Table 11.4.2).

TABLE 11.4.2
BASIC MONETARY INDICATORS(1)
(Percentage Change)(2)

1994 1995 1996 1997 1998(3)
Reserve Money 82.6 84.9 80.0 84.7 78.7
Monetary Base 51.2 92.3 72.8 -35.4 -51.4
Central Bank Money 50.8 93.0 72.2 1.2 -9.0
Total Domestic Liabilites (TDL) 73.4 113.1 94.5 70.9 21.8
Balance Sheet 1425 105.1 88.5 76.9 45.2
M1 80.6 65.7 109.9 65.8 65.7
M2 120.0 97.7 120.5 87.9 106.2
M2y 120.6 101.7 109.6 99.3 91.8
M3Y 120.8 102.9 111.2 107.7 87.0
Deposits 122.0 100..9 132.7 97.6 101.4
Credit 85.3 149.9 114.0 130.0 62.7
TDL/GNP(2) 0.078 0.082 0.084 0.074 0.083
TDL/M2Y(2) 0.25 0.27 0.25 0.21 0.18
Net Domestic Assets(2) 302.7 377.2 343.3 798.1 614.1
Net Foreign Assets(2) -213.8 136.1 625.3 215.7 290.7
Wholesale Price Index(4) 149.9° 65.6 84.9 91.0 54.3

Source: Central Bank. Last Friday of month data have been used.

(1) Reserve Money = Currency Issued + Required Reserves + Free Deposits of Banks + Fund Account + DepoeBitskfS¢mtor
Monetary Base = Reserve Money + Debts Arising From Open Market Operations

Central Bank Money = Monetary Base + Public Sector Deposits

Total Domestic Liabilities = Central Bank Money + Deposits in Terms of Foreign Currency + Foreign Exchange Depasks of B
M1 = Currency Issued+ Sights Deposits with the Banks + Deposits with the Central Bank

M2 = M1 + Time Deposits with the Banks

M2Y = M2 +Foreign Exchange Deposits (TL)

M3Y = M2 + Official Deposits + Other Deposits with the Central Bank + Foreigh&hge Deposits (TL).
(2) Ratio. TDL/GNP ratio is for the end of September. Net domestic assets and net foreign assets are in terms ofisHidiraTarrd based on

previous definition.
(3) 26 December 19925 December 1998; provisional.

(4) State mstitute of Statistics. Wholesale Price Index (1994 = 100) end of year.
(5) State Institute of Statistics. Wholesale Price Index (1987 = 100) end of year.



Whereas there had not been a significant increase in the currency in circulation in the first half
of the year, in the second half of the year the rate of increase in currency in circulation rose
and by the end of the year this rate was above the inflation rate. The demand deposits, which
showed a declining trend in real terms in the first half of tlae, yecreased in the second half

of the year. The real rate of change in time deposits increased in the second half of the year.
The main factor behind this may be the increase in the real rate of return of time deposits due
to the fall in the inflation i@ andthesa al | ed Afi nanci al mi | I eni umc
30" of September. By the end of the year, the annual rate of increase of time deposits was
120.6 percent which was much higher than the annual inflation rate. The increase in the time
deposis and the increase in the securities portfolios of the commercial banks were the source
of the increase in the money supply.

The rate of growth of the foreign exchange denominated deposits, which was 12.3 percent in
US dollar terms in 1997, was 14.9 peitcen1998. Having shown a rate of increase parallel to
the inflation rate, the controlled rate of increase in the exchange rate might have led to the
limited rate of growth of foreign exchange denominated deposits. Additionally, the higher rate
of return n Turkish lira denominated instruments can be stated as another reason why the
volume of foreign exchange denominated deposits did not increase substantially.

TABLE 11.4.3.
MONTHLY DEVELOPMENTS OF MAIN MONETARY AGGREGATES
(Cumulative percentage change)

28 27 27 24 29 26 31 28 25 30 27 25

Jan. Feb. Marc Apr. May June July Aug. Sept. Oct. Nov. Dec.

1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998 1998

M1 20.5 13.8 6.8 16.4 24.2 285 59.7 57.0 61.5 70.3 58.3 65.7
Currency in

Circulation 28.9 5.8 17.4 26.1 234 36.7 49.1 64.5 71.7 70.1 655 724
Demand

Deposits 13.1 20.8 -2.4 7.7 25.0 214 68.9 50.5 52.6 70.5 51.9 59.9
M2 12.4 10.1 13.7 223 35.2 47.8 64.7 62.8 71.2 84.2 93.0 106.2
Time Deposits 9.6 8.8 16.1 24.4 39.2 54.6 66.4 64.9 74.7 89.2 105.4 120.6
M2y 10.2 13.2 17.9 24.4 334 423 54.5 56.9 65.9 75.1 81.8 917
For.Ex.Dep.(TL) 7.7 16.5 22.3 26.7 315 36.3 43.5 50.5 60.2 65.2 69.7 76.2
M3 6.6 4.6 111 15.8 28.1 39.6 55.7 53.4 60.8 69.8 80.7 95.7
M3Y 7.1 9.9 16.1 20.6 29.6 38.1 50.3 521 60.5 67.8 75.8 87.0

Source: Central Bank.



The reserve money multiplier, defined as the ratio of M2 to reserve money, showed a
tendency to rise between November 1995 and January 1996, with changes parallel to those in
the currency issued, and showed a fluctuating behaviour in the rest of 1996s@&ive

money multiplier remained stable around 4 due to the fact that the rate of increase of reserve
money had been controlled and there had not been a significant increase in the volume of time
deposits. The tendency of the multiplier did not altemzh in 1998 and because of the

high rate of increase in M2, the multiplier reached 5.3 by the end of 1998 (Figure 11.4.3) and
(Figure 11.4.4).

FIGURE 11.4.3
THE MONEY MULTIPLIER

Source: Central Bank.

The CBM multiplier, which shows the coifitution of total Turkish lira created by the Central
Bank to the money expansion measured by M2 and is defined as M2/CBM, showed a
fluctuating behaviour in the first half of 1998 due to changes in the open market operations.
Because of the increase in @rdeposits, the multiplier had risen in the first eight months of
1997, and in September and October there was a decline in the multiplier. In the last two
mont hs of the year, the Central Bankbds atterm
CBM and incrased the multiplier. In the context of the monetary policy implemented by the
Central Bank in the first half of the 1998, the effective sterilization, which the Central Bank
had realized through the OMO, led to an increase in the CBM and a relevant ntettime
multiplier. In the second half of the year, especially for eliminating the excess demand for
liquidity that occurred after August the funding of the market through the OMO decreased the
CBM and led to a sharp increase in the CBM multiplier (FidgL4e3).



FIGURE 11.4.4
COMPONENTS OF THE RESERVE MONEY MULTIPLIER

Source: Central Bank.
11.4.3. Interest Rates

Due to the Treasury's policies that aimed at borrowing intensively from the domestic money
market in 1997, the interest rates showed an increasing trend in 1997 and reached the highest
levels of that year in August and December. In the first half of 1®€8¢clining trend was

observed in the interest rates on the government securities. The drop in the expected inflation
rate, the high level of capital inflows, the stamdagreement between the government and the
International Monetary Fund, and revenuesf the privatization can be given as the main

factors behind the decline in interest rates. After July, the uncertainty about the rate of
increase in the salaries of civil servants and the early election debates caused interest rates to
rise. Moreover, tB Russian economic crisis, the possibility that China would make a
devaluation as a result of the appreciation of Japanese Yen against the dollar and the
uncertainity that arose due to the new | egis
revenues fronsecurities contributed to the increasing trend of the interest rates. At the end of
1998, the interest rates on government securities reached very high levels because of factors
such as excess liquidity demand and the political uncertainty that staNeg@mber.

In the first half of 1998, there was no significant change in interest rates on time deposits. In
June, the interest rates on time deposits started to decline due to the drop in inflation rates and
the optimism in money markets. The negativenecoic events which began in August did

not affect interest rates on time deposits until September. The reason for this might be that the
interest rates on time deposits are not sensitive to economic and political events in the short
run. The continuationfdhe excess liquidity demand in the last quarter of 1998 and the high
levels of interest rates on Treasury bills caused interest rates on time deposits to stay at high
levels. Between January and June 1998, the margin between the real returns on Bitlsasury
and time deposits closed rapidly and in July the real return on time deposits was higher than
that on Treasury bills. Also in July, the real return on Treasury bills was negative for the first
time since March 1995. The most important factor betimgldvent is that the interest rates

on Treasury bills had fallen due to the optimism that came about with the declining trend in
inflation rates, whereas there had not been any change in the interest rates of time deposits.
After the second half of the de, the real return on Treasury bills started to increase and the



margin between the real returns on Treasury bills and time deposits had widened against time
deposits.

For the interest rates oaBonth repo, which can be taken as an alternative to tipesds,

there was no significant change in the first two months of the year. Between March and
August, there was a decline in repo interest rates due to the drop in Treasury bills and the
optimism in the markets. After the repo interest rates increassthstiblly because of the
economic developments in August, they maintained their high levels in September, October
and November due to the excess liquidity demand prevailing in the market. During this
period, the real return on repos and Treasury billsveda parallel behaviour (Figure 11.4.5).

In the first half of the year, the margin between the real returns on Treasury bills and repos
closed with respect to its level in 1997. After August, the margin between these two
instruments widened because of sldstantial rise in Treasury bill interest rates. The margin
between the real return on repos and time deposits closed between February and May. In June
and July, the real return on time deposits was higher than that on repos, whereas the rate of
real retirns on repos was higher after August.

I1.4.4 Foreign Exchange Rates

In 1997, the Central Bank had carried on an exchange rate policy aiming to minimize
fluctuations in the real effective exchange rate index and to keep the nominal devalution rate
close tathe inflation rate. The main objective in these policies was the maintenance of
stability in the financial markets. This objective was the benchmark of the foreign exchange
rate policies of the Central Bank in 1998. The monthly increase in the foreigangye

basket, which was defined as 1 U.S. dollar and 1.5 German marks in theb\gtagteement
signed with the International Monetary Fund in 1995, was very close to the monthly inflation
rate. It can be stated that the Central Bank was more sucdassd@8 with respect to the
previous year in realising the target: a parallel between exchange rates and the inflation rate.
By the end of 1998, the annual nominal depreciation of the Turkish lira against the dollar, the
German mark and the currency baskat 52.7, 63.9 and 58.6 percent respectively.

As a result, the narrow fluctuation interval of the exchange rates that were projected to behave
in a parallel manner with the inflation rate can be interpreted as a sign showing that the
exchange rate policseof the Central Bank have been evaluated as credible in the financial
markets.



FIGURE 11.4.5
3 MONTH REAL INTEREST RATES

Source: Central Bank, Undersecretariat of the Treasury.

I1.5. PRICES

The increase in the WPI was realized as 4. 3
cent, which was accommodated with its budget goals as 54.3 percent in 1998 (Table 11.5.2).

The rate of increase in the WPI also means a 36.7 percent decreadefiatiba level

measured by the WPI, compared to the preceding year.

The main factors providing the decrease in inflation rates are as follows: the primary surplus
objective aimed at in the budget program was attained and exceeded; public sector prices
were brought under control; capital outflows first contracted the financial system following

the Russian financial crisis in August, and afterwards affected the real sector; exchange rates
were stabilized; import prices and inflation expectations declined.

The fact that the inflation rate had reached 100 percent level by the end of 1997 decreased the
credibility of the Governmentdéds goal of a 50
monthly inflation rate was more than the preceding year and thiively affected

inflationary expectations and therefore inflation expectations were slightly increased in the

first three months of the year (Figure 11.5.2).

TABLE 11.5.1
THE WEIGHTS OF SUBITEMS IN THE WPI AND THE CPI AND THEIR
CONTRIBUTIONS TO PRICE INCREASES

1997 1998
Weight (%) (A) Price Increase Contribution Price Increase Contribution
(A*B) (®) (A*B)
CPI 100 99.1 -- 69.7

Food 31.09 117.3 36.5 60.6 18.8



Clothing 9.71 80.5 7.8 68.7 6.7

Housing 25.8 88.0 22.7 86.8 224
Furniture 9.35 84.4 7.9 67.8 6.3
Health 2.76 85.0 2.3 99.6 2.7
Transportation 9.3 105.3 9.8 53.4 5.0
Cultural Activities 2.95 107.2 31 63.6 1.9
Education 1.59 99.6 15 94.6 1.5
Hotel Services 3.07 101.2 3.0 79.8 2.3
Other 4.38 104.3 4.5 49.3 2.1
WPI 100 91.0 - 54.3

Agriculture 22.23 96.5 215 71.9 16.1
Mining 2.48 72.6 1.9 34.0 0.9
Energy 4.19 64.1 2.8 69.9 3.0
Manufacturing

Private 54.6 85.4 46.7 53.6 29.3
Public 16.5 108.5 18.1 29.8 5.0

Source: State Institute of Statistics.

REASONS FOR THE DIFFERENCE BETWEEN THE RATES OF INCREASE IN
WPI AND CPI

1998 was a year in which the Government implemented monetary and fiscal programs in
order to tackle high inflation. The decrease in inflation rates (Table 11.5.2) shows the success
of the program in the struggle withflstion. However, there was an important issue remained
not to be clear. The difference between the rates of increase in the WPI and the CPI, which
had been moving similarly since 1996, started to widen when the program to fight inflation
was put into pratce in the second half of 1997. The difference between the rates of increase
in the CPI and the WPI was 15.4 percent at the end of 1998, whereas it had been 8.1 percent
at the end of the previous year. The main reason behind this was the rather slagedecre

the CPI compared to the WPI due to the fact that sub sectors in the CPI such as housing,
education and health had some structural problems like backward indexation, oligopolistic
market structures and insufficient supply.

One of the main factors aeng downward rigidity in the CPI relative to the WPI was the

housing sub sector. There are two reasons why housing price realised above the general price
level increases. First, as can be seen easily from the number of houses that were given
constructiorlicences and building usage licences, the housing investment had lessened
significantly relative to both the general and the urban population growth stemming from



domestic immigration. The insufficient amount of the housing investment created a supply

demand disequilibrium in this sector and this caused the price increases in this sector to rise

above the general price level increases. Secondly, in this sector, using the past values of the
general price level increases as a basis for the increase inrtheeint peri odoés pri c
widespread practice. Therefore, in the housing sector, the decline in prices would most

probably be lagged (for 1 year or less), and this would cause a downward rigidity in the price

level in terms of CPI.

Years Number of Houses Given ~ Number of Houses Given Building
Construction Licences Usage Licences
1990 381 408 232018
1991 392 943 227 471
1992 467 024 268 804
1993 548 129 269 695
1994 523 791 245 610
1995 518 236 248 946
1996 454 295 267 306
1997 464117 277 056
1998+ 400 000 250 000

* Estimate

Source: State Institute of Statistics, State Planning Organization.

Another subsector that creates downward rigidity in the CPI is education. With a 61.1

percent increase in the month of August, education sector prices increased by 94.6 percent
over the whole year. Such a drastic increase in this sector stems mainthdrorafficient
educational services of public schools and the oligopolistic pricing behavior of private schools
and educational institutions which are accepted as a sure way to succeed in the university
entrance exams. These structural problems in theaéidnal system allow these private

schools and institutions with to impose any price and this is an important factor in the
downward rigidity of price levels.

Although its contribution to the CPI increase is limited, the health sector is another important
sector which can exemplify the problems created by a price monopoly and backward

indexation. In this sector, as is the case in the education sector, the inefficient service in public
hospitals enables the private sector hospitals to provide these satwites seHdetermined
prices. Moreover, the role that the Turkish
increases in this sector makes it difficult to lower prices.



It must be made clear at this point that some business organizations @by hece

determiners in their sectors and this creates a minimum level for prices. As is the case in other
countries, decisions concerning the price increases of those business organizations affect and
change the relative prices in Turkey as well. Assalt of such decisions, the members of

those organizations who really do have different cost structures are faced with the same prices
and this prevents the formation of competitive market structures.

These effects disturb the relative price structutess tausing prices to increase continuously
and regularly. Therefore, it causes a downward rigidity in inflation and seems to make it
difficult to tackle inflation. Moreover, the disturbance in the relative price structure spoils the
income distribution tehe disadvantage of people like waggrners who can not adjust their
earnings as frequently. As a result, it must be accepted that taking measures against such
destructive effects are the necessary conditions oirdtetionary programs.

The main reason for the decline in inflation rates being slower than expected was the increase
in agricultural prices because of either seasonal or other effects. In the first thtbe afon

1998, agricultural prices increased by 30.6 percent (Table 11.5.2). However, the government
controlled the public prices in accordance with the targeted inflation rate and public sector
manufacturing prices were increased by only 2.2 percent ipehisd. Moreover, the private

sector manufacturing prices, which can be defined as core inflation, were increased seasonally
in January, but this increase could not be permanent and the price increase in this sector was
realised as 13.4 percent in thesfithree months of the year. As a result, by the end of the first
quarter of 1998, the inflation rate measured by the WPI had declined only 5 percent compared
to the end of 1997 and was 86 percent.

The achievement of the goals of the monetary and fisograms that were announced at the
beginning of the year increased the credibility of the 1998 economic program and parallel to
this, caused the inflationary expectations to take a declining path (Figure 11.5.2). The
achievement of the targeted primary susgn the budget program caused a decline in private
disposable income and therefore a decrease in domestic demand. In particular, there was a
decline in private consumption and i nvestmen
The success of moneyaand fiscal programs, as well as the decline in domestic demand,
reduced inflationary expectations and also inflation. Private manufacturing prices decreased
compared to the first quarter, the rate of increase being 11.6 percent. At the same time, public
sector prices continued to be kept under control and public sector manufacturing prices
increased by 7 percent. Agricultural sector price increases also decelerated sharply with
respect to the previous three months because of seasonal effects, soahacetase was

realized as 5.5 percent. Inflation measured by WPI decreased another 9.3 percent with respect
to the previous quarter, reaching an annual level of 76.7 percent.

TABLE I1.5.2
PRICESY
(Annual Percentage Change)

1995 1996 1997 1998



CPI 76.0 79.8 99.1 69.7

WPI 65.6 84.9 91.0 54.3
Private 70.8 80.5 89.0 60.1
Public 48.6 101.4 97.5 35.6
Agriculture 86.6 89.9 96.5 71.9
Mining 75.4 93.7 72.6 34.0
Energy 40.8 129.9 64.1 69.9
Manufact. 60.0 80.6 91.2 47.1
Private 64.2 75.7 854 53.6
Public 47.5 96.7 108.5 29.8

Source: State Institute of Statistics .
(1) CPI and WPI based on 1994.

The government made a Staff Monitoring Program with the International Monetary Fund at
the beginning of the third quarter of the year. In addition, the decision to have early elections
and a new tax law brought political uncertainty into the economic aréeaefore, the

decrease in inflationary expectations that had started in April reversed slightly in July and
inflationary expectations remained at the July level in the third quarter. Another important
event in July was the slow down in the rate of iaseein the exchange rates. In the third
guarter of the year, the rate of increase in exchange rates remained very low with respect to
the other months. The capital outflow resulting from the expectation that the financial crisis
that had occurred in Russiguld spread to the Turkish economy caused a shortening of
maturities and a rise in interest rates on securities issued by the Treasury. Because of the
capital outflow, an excess in foreign exchange demand occurred and this demand was
satisfied throughth Cent r al Bankb6s intensive sales of
this, there was an excessive demand for Turkish lira. Despite the intensive capital outflow,
there was no fluctuation in exchange rates and devaluation expectations were avoided by
maintaining exchange rate stability. The withdrawal of credit by banks in order to prevent a
liquidity squeeze and deceleration in new credit to the real sector further squeezed the
domestic demand, which had already been constricted. Although there warsaserin
inflationary expectations, the downward trend in inflation was not affected because of the
reduced domestic demand. The rate of increase in private manufacturing prices, which had
been expected to increase because of seasonal effects, decaladatezse prices rose only

10.3 percent in the third quarter of the year. In this period, public sector manufacturing prices
rose by 13 percent due to the considerable price increase in public sector products in
September. This rate of increase was tighést of the year when the quarters are considered.
Consequently. inflation rate decelerated 10.3 percent in the third quarter of the year and
realized at 65.9 percent, in spite of all the negative conditions.

Beginning with the last quarter of the yeaf|ationary expectations, which had remained
constant between July and October, declined slightly. However, the political instability and
government crisis that started in November reversed expectations to the upward trend again.
The squeeze in the realcser became visible in November and industrial production

decreased for the first time. High real interest rates and excess stocks in the firms put a
downward pressure on private manufacturing prices. The clearest evidence of this
development was that firsrin the private manufacturing sector could not respond to the
acceleration of the increase in the exchange rate basket by increasing their prices. In
December, private manufacturing prices reached their lowest level since April 1993, with a



rate of increae of 2.7 percent. In the last three months of the year, the rate of increase in the
WPI reached 54.3 percent annually with a drop of 11.6 percentage points.

TABLE 11.5.3
PRICES
(Annual Average Percentage Change)

1993Y 1994Y 1995? 1996? 1997 199¢?
CPI 66.1 106.3 89.0 80.4 85.7 84.6
Food 63.5 110.0 92.3 72.2 925 82.3
Clothing 66.4 104.8 100.7 82.6 74.9 79.6
Furnishings 66.8 122.2 82.6 65.1 71.8 81.6
Health 68.4 113.1 75.5 94.0 87.3 102.7
Transportation 56.8 108.0 84.7 97.2 93.6 76.4
Cultural Activities 73.5 102.9 86.0 84.5 76.0 93.4
Housing 71.8 91.0 86.8 85.4 82.2 90.3
WPI 58.4 120.7 86.0 75.9 81.8 71.8
Agriculture 62.2 97.8 107.8 86.5 86.9 86.8
Mining 57.9 132.8 85.6 89.3 76.2 48.6
Energy 67.8 102.3 56.4 101.7 71.8 71.8
Manufacturing 56.6 129.4 81.0 70.4 80.6 66.7
Private 59.3 130.5 81.1 68.2 77.6 70.0
Public 50.7 126.9 80.7 77.1 89.7 57.2

Source: State Institute of Statistics.
(1) CPI and WPI based on 1987 figures.
(2) CPI and WPI based on 1994 figures.

TABLE 11.5.4
PRICESY
(Annual Percentage Change)

1996 1997 1998
Annual | Il 1l \ Annual | Il 1l \ Ann.
CPI 79.8 77.3 78.0 89.9 99.1 99.1 97.2 90.6 80.4 69.7 69.7
WPI 84.9 77.0 75.7 85.5 91.0 91.0 86.0 76.7 65.9 54.3 54.3

Private 80.5 77.2 76.9 82.5 89.0 89.0 87.9 78.8 716 60.1 60.1



Public 101.4 76.0 71.6 95.0 97.5 97.5 79.4 69.5 48.2 35.6 35.6

Agricul. 89.9 84.4 86.9 85.3 96.5 96.5 98.6 82.8 85.4 719 719
Mining 93.7 82.7 72.9 78.7 72.6 72.6 58.2 54.2 41.0 34.0 340
Energy 129.9 83.8 66.9 63.9 64.1 64.1 68.9 74.7 76.9 69.9 69.9
Manufac. 80.6 73.3 719 87.1 91.2 91.2 82.7 75.1 58.9 471 47.1
Private 75.7 73.2 717 81.4 85.4 85.4 81.9 76.5 64.5 53.6 53.6
Public 96.7 73.6 72.5 103.9 108.5 108.5 84.9 70.9 44.2 29.8 29.8

Source: State Institute of Statistics.
(1) CPI and WPI based on 1994 figures.

The contraction in domestic demand, which stemmed from both the contraction in the

financial system and the progress in budget performance, as well as the controls on public
prices and the stability in exchange rates altogether contributed to the decrease in inflation

from 100 percent to 54.3 percent by the end of 1998. That the exchange rates were not used as
an anchor to reduce inflation and therefore the foreign trade balesceot permitted to

worsen gives an idea of how successful the monetary and fiscal programs were in tackling
inflation (Figure 11.5.1).

The rate of increase in the Consumer Price Index (CPI) was 69.7 percent with a decrease of
29.4 percentage points with respect to the previous year. Imperfect competition, especially in
some sectors of the economy, backward indexation and problems upfitg side caused

price rigidities in the economy. The sabctors in the CPI index such as housing, education
and health are the sectors that were faced the most intensely with these problems.

FIGURE I1.5.1
SISWHOLESALE AND PRIVATE MANUFACTURING PRICES
(1994=100, Annual Percentage Change)

Source: State Institute of Statistics .



FIGURE I1.5.2
EXPECTED INFLATION
(Annual Percentage Change)

Source: Central Bank Business Survey.

THE CRITERION THAT ARE CONSIDERED IN CALCULATING REAL
EFFECTIVE EXCHANGE RATES

One of the main indicators being closely watched by the public was the real effective
exchange rate (REER) indices after the implementation of monetary and fiscal programs
tackling inflation started in 1998. REER indices, which are basically defined as the exchange
rate indices calculated by taking into account the inflation differentials between countries, are
a source of debate concerning their definition and calculdlany different results can be
reached depending on the variety of the price indices, nominal exchange rates and/or the
selected base year used in calculations. The importance of these indices increases relatively
especially in antinflationary periodsbectus e t hey are used as an i n:
competitiveness in foreign trade. Within this framework, which method is used when
calculating REER indices in monitoring the economy and in the implementation of the
monetary policy gains importance.

In cdculating REER indices, the CBRT Research Department uses WPI and Private
Manufacturing Sector Price Indices for domestic prices and takes 1987 as its baJéngear
main reasons behind using these indices and base year are as follows:

Many of the subtems such as housing, education, health, entertainment, and hotel services

that constitute the CPI index include Amaded goods. Therefore, the REER indices

calcul ated with CPI i ndices are far from bei
competitiveness.



The main goal of using Private Manufacturing Price Indices is to prevent the disturbances
created by seasonal effects, as in the case of agricultural prices, and the effects of
administrated prices, as in the case of public sector prices.

An important hypdtesis accepted in the calculation of REER indices in the economics

literature is that the base year should be the year in which the internal and external balances of
the economy are provided. In this framework, the year 1987 was a suitable choice when
compared to other years.

! Although these indices are monitored, different real effective exchange rate indices used as an indicator are also calculated

FIGURE 11.5.3
REAL EFFECTIVE EXCHANGE RATE INDICES CALCULATED BY USING WPI
AND PRIVATE MANUFACTURING PRICE INDICES®
(1987=100)

Source: Central Bank Research Department.

(1) Private manufacturing prices and WPI based on 1987. In these calculations, the exchange rate basket consistirfgelnfabeatst1 US dollar
is used. For foreign prices, WPI based on 1990 is used for USA and Germany. The increase in the indiessdiegreciation in real exchange rates.

FIGURE 11.5.4
SISWHOLESALE AND CONSUMER PRICES



(1994=100, Annual Percentage Change)

Source: State Institute of Statistics .

SECTORS
GENERAL
AGRICULTURE
Agriculture Hunting
Forestry

Fishery Products
MINING

Coal Mining

Crude Petro. Natu. Gas
Metal Minerals
Non-Metal Mining
MANUFACTURING
Food

Textiles

Clothing

Leather

Paper Products

(Annual Average Perentage Change)

1996

75.9

86.5

84.5

105.5

119.3

89.3

89.2

93.3

78.1

90.1

70.4

81.9

53.5

69.6

84.6

28.1

TOTAL

1997

81.8

86.9

90.2

52.4

47.8

76.2

76.6

67.7

88.8

83.6

80.6

86.6

49.9

73.2

81.1

58.0

TABLE 11.5.5
SECTORAL PRICE INCREASES IN WP

1998

718

86.8

87.0

87.2

79.0

48.6

54.3

10.7

93.5

66.4

66.7

81.0

59.0

77.9

61.1

70.1

1996

81.9

88.1

86.9

93.4

77.2

91.3

77.1

96.6

52.4

56.7

51.4

38.9

PUBLIC

1997

85.5

77.8

79.9

68.1

84.8

120.9

89.7

79.7

79.1

64.7

47.6

1998

58.4

42.2

52.2

10.7

775

65.1

57.2

96.3

54.6

90.4

54.0

80.6

1996

74.3

86.5

84.5

105.5

119.3

92.4

95.6

92.1

81.8

89.8

68.2

79.2

53.5

70.0

97.4

24.3

PRIVATE

1997

80.7

86.9

90.2

52.4

47.8

67.5

63.6

105.1

62.3

85.9

62.1

1998

75.9

86.8

87.0

87.2

79.0

66.5

60.1

10.6

149.2

66.9

70.0

78.0

59.2

77.6

62.9

66.3



Petroleum Products
Chemical Products
Plastic and Rubber
Non-Metal Minerals
Metal Industry
Metal Products
MachineryVehicles
Electrical Equipment
Vehicles

ENERGY
Electricity

Water

Source: State Institute of Statistics.

(1) Based on 1994 figures.
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[11.1. THE BANKING SECTOR AND CREDIT POLICY

FINANCIAL MARKETS

[11.1.1. The Central Bank of the Republic of Turkey

Total Central Bank loans consist of two main items: loans extended to the public

sector and loans extended to the banking sector. By the end of 1998, the total
central Bank loans had decreased to TL 7.5 trillion from its 1997 level of TL 345.2
trillion. The annual decrease in the total Central Bank loans was 97.8 percent in
nominal terms.

The Undersecretariat of the Treasury abided by the terms of the agreement signed
at the beginning of 1998 between the Central Bank and the Treasury. In line with
the termf the agreement, the Treasury did not use dieont advances during the
first several months of 1998. In later months, the Treasury usedtsirart

advances, but repaid its debts to the Central Bank at the end of each month.
Therefore, the yeagnd balane of the shofterm advance to the Treasury, which
was TL 337.6 trillion in 1997, balanced in 1998. The Central Bank policy of
extending no agricultural support credit continued in 1998. During 1998, no
rediscount credit was extended to the banking séwtor the discount window.

The use of preferential loans extended in previous years through the rediscount
window was continued within restricted limits.

Developments in Central Bank Credit in 1998
Agricultural Loans

The 1997 yeaend balance of the agritural rediscount loans, which were used by
the T.C. Ziraat Bankasé under the |1 mit
September 15, 1996 and amounted to TL 7.2 trillion, remained the same in 1998.

The balance of the loans extended to sugar beetipgoelr s vi a keker ban
beet purchases, under the restrictions limits introduced on December 19, 1991 and
amounting to TL 55 billion by the end of 1997, remained the same in 1998.

Industrial Credits



a) Artisan and Craftsmen Credits

The balancedahec r e d i t extended to the Hal k Ban

needs of artisans and craftsmen, which was TL 472.5 billion by the end of 1997,
decreased to TL 336,5 billion by the end of 1998. The decrease in these loans was
28.8 percent in nominal terms

b) Medium Term Credit

The termination of medium term credit, which had started in the last several years,
was completed by June 1998 and no medium term credit was extended in 1998.

c) Commercial Loans

Credit extended in previous years to meet the ligpigeeds of the banking sector
through the rediscount of shagrm commercial bills was terminated in 1995.
Since then, no such credit has been extended.

d) Acceptance Loans

In order to finance the term receivables of the exporting firms, the Central Bank
extended credit amounting to TL 3.2 trillion, based on the collateral of commercial
bills, the face value of which was US dollar 11.9 million. The balance of these
loans was US dollar 3.2 millions by the end of 1998.

[11.1.2 Banks

[11.1.2.A. Developmentsin the Consolidated Balance Sheet and the Profit and
Loss Account of the Banking Sector

a) Developments in the Consolidated Balance Sheet

The total assets of the banking sector grew by 93.1 percent in nominal and 21.7
percent in real terms with respectie end of the previous year, reaching TL

34452 trillion by November 1998. When the growth in total assets was analyzed in
terms of US dollars, the total assets of the banking sector, which was US dollar
92.2 billion at the end of 1997, was observed tcehagreased to US dollar 113.9
billion. During the same period, the ratio of the total assets of the banking sector to
the GNP was estimated to have risen to approximately 87.5 percent, from its 1997
level of 65 percent. Since the ratio of the bankingos&ctotal assets to the GNP is
one of the indicators of financial deepening, the rapid increase in this ratio may be
interpreted to mean that the financial deepening has intensified in recent years.

The growth in the total assets of the banking sectailtezgsmainly from growth in
the four asset items which had the most significant shares in the total assets. These
items are other assets, loans from other banks, loan portfolios and securities



portfolios. The real increase of 107.3 percent in the @tbet items observed

between November 1997 and November 1998 was considerably significant. The
Increase in this item stemmed from a change in the accounting records of the Ziraat
Bankasé in September 1998. Wi th this <c
recev abl es of the Ziraat Bankasé from th
TL 1.9 quadrillion, was transferred from the credit account to the other assets item

of the bank

h
e

® These receivables are the loansetd ed i n previ ous years by the T.C. Ziraat Bankasé to t
products from producers. The rolling over of the loan caused the loaned amount to grow to TL 1.9 quadrillion. The dethistiarge amount

from | oan portfolio of the T. C. ofchange afthe Baakinksactoes loanipgrtioliof i cant ly affected 1

The securities portfolio of the sector grew substantially in 1998. During the same
time, a significant reduction in theal rate of increase of the loan portfolio was
observed. Between November 1997 and November 1998, the real rates of growth
of the loans and securities portfolios were 9.8 and 41.7 percent, respectively.

Deceleration in the real rate of growth of the loartfplio was largely the result of

the slowdown in economic growth, observed particularly in the second quarter of

1998. The loan portfolio grew by 8.8 percent in real terms during the first half of

1998. When the aforementioned reclassification in ticewus of T.C. Ziraat
Bankasé is considered, the real rate of
sector declined to 0.1 percent for the first three quarters of the year. When all the

|l oans of T.C. Ziraat Bankapmroligthesreale xcl ud
rate of growth of the sector's total credit rises to 13.6 percent for the first three

guarters of 1998. Consequently, the annualized real rate of growth of the total

banking sector crediell from 11 percent in November 1997 to 9.8qamat in

November 1998.

By the end of November 1998, the securities portfolio of the sector grew by 41.7
percent in real terms. This significant increase in the securities portfolio largely
resulted from the increase in the government securities portByliblovember

1998, the real size of the government securities portfolio had grown by 38.9 percent
in real terms, with respect to the same month of the previous year. With this
increase, the share of the government securities portfolio in the total dgkets o
sector rose from 10.2 percent in November 1997 to 11.6 percent in November
1998.

During the same period, a substantial real increase was also observed in the FX
denominated securities holdings of the sector. Despite the significant real increase
in the FX denominated securities, the share of this item in the balance sheet total
increased slightly from 1.3 percent in 1997 to 1.7 percent in 1998.



Various factors underlined the substantial real growth in the government securities
portfolio of the sectorFirst of all, growth in nordeposit liabilities, against which

the banks have to hold eligible securities, forced the banks to increase their eligible
security portfolios, which are comprised mostly of government securities. Second,
the financing of pubd deficits are made mostly from domestic financial markets
through the issuance of government securities, and the banks are traditionally the
most important buyers of the government securities. Third, the adverse economic
conditions arising in the secondlhof the year forced the banks to cut back on

loans which were more risky and place their available funds into riskless
government securities. Fourth, the considerable decrease in the outstanding repo
volume in 1998 led to a decrease in thelzfance keet holdings of securities

used in repo transactions.

The developments summarized above led the total securities portfolio of the sector,
including those securities in the collateral and the securities in thgating

portfolio, to grow to TL 4872 trilon by the end of November 1998. The share of

the securities portfolio in the balance sheet total also rose from 12.7 percent in 1997
to 14 percent in 1998.

The item receivable from banks, the share of which was 14 percent in the previous
year, had incressed by 11.2 percent by November 1998, with respect to the same
month of the previous year. Despite this increase, the share of this item in the
balance sheet total declined to 12.9 in November 1998, as the real rate of growth of
the total assets exceedée growth rate of this item.

The reserve requirements, which is an other important item in the consolidated
balance sheet total, increased by 17.8 percent in real terms, with respect to
November 1997. The increase in the reserve requirements resulted solely from the
Increase in depdsi subject to reserve requirements.

By the end of November 1998, net overdue loans, which is the most important
indicator of a bank's asset quality, increased sharply by 102.1 percent in real terms,
with respect to the same month of the previous yearr&diencrease of 22.4

percent in loan loss reserves, which is lower than the real increase of 61.6 percent
in gross overdue loans, contributed significantly to the increase in net overdue
loans. The new loan loss reserve regulation introduced at the lbepairi 998

also influenced the banks' decision regarding the amount of loan loss reserves.
Since the new regulation allowed banks to consider the amount of collateral for the
overdue loans, banks did not made reserves for those overdue loans whose
collateal is cash or government security. Therefore, the real increase in loan loss
reserves was lower than the real increase in the gross overdue loans.

Although the share of net overdue loans in the balance sheet total is generally
small, the sharp increasethms item reflects the problems in the repayment of
loans. The adverse economic conditions in the international markets, which



intensified particularly in the second half of 1998, may have adversely affected the
loan repayments to those banks lending &y the export firms. Furthermore,

the slowdown in domestic economic activity may also have created problems in
loan repayments to those banks lending mostly teexporting firms, as the
deceleration in the overall economic activity led to a conalerdecline in the

sales of these firms.

Another important item in the consolidated balance sheet, the iréE@Etcome

accruals, also decreased in real terms, with respect to November 1997. This item, in
which income accruals and interest discoungsracorded, comprises basically the
accruals and rediscounts of loans and securities. Thedslomu in the real growth

rate of the loan portfolio was largely responsible for the decline in this item

because as the growth in the loan portfolio gets smalteruals and rediscounts

made to loans decrease as well. The reclassification of the receivabl€s of

Ziraat Bankasé from the Treasury mentio
the decrease in the inter@stdincome accruals item by causiagubstantial

decrease in the total loans.

Several developments were observed in the liabilities side of the consolidated
balance sheet. The share of the total deposits in the balance sheet total rose from
57.3 percent in November 1997 to 58.2 percentamdshber 1998. The negligible
change in the balance sheet share of the total deposits indicates, at a first glance, a
slight change in the total deposits. Nevertheless, between November 1997 and
November 1998 the total deposits increased by 23.6 percesaliterms. This
substantial increase in the total deposits indicates that economic developments
underlying the change in deposits were different from those of the previous year, in
which no change in the real volume of deposits was observed.

The global fnancial crises observed particularly in the second half of 1998

increased the liquidity needs of banks, due to both capital flight and the difficulties
in foreign borrowing encountered by the domestic banks, so banks had to finance
their activities from dmestic financial markets. Consequently, banks increased the
rate of interest that they offered the depositors. The increase in the nominal deposit
rates, coupled with the gradual decline in the rate of inflation, caused the real
deposit rates to climb coiderably. These developments led to an increase in the
deposit flow to the banks. When the cumulative change in the real deposit volume
with respect to the previous year was calculated, the same conclusion was obtained.
The real deposit volume increasedugity after August 1998, when a sharp

increase in interest rates was observed. As a result of these developments, the total
deposits increased by 23.6 percent in real terms by November 1998, with respect to
November 1997. The FX denominated deposits isa@édy 16.4 percent in US

dollar terms.

There were two more developments underlying the increase in deposit volume.
Firstly, according to a new tax amnesty regulation, all unrecorded income was to be



deposited with the banking system by the end of Septeb®®8. Although the
majority of these unrecorded funds were withdrawn from the banking system after
the deadline, some of the them remained in bank deposit accounts. Secondly, the
most important alternative instrument for deposits, repo transactionsadedr
sharply in 1998. According to the available figures, repo transactions shrunk from
TL 2740 trillion in November 1997 to TL 2405 trillion in November 1998. This
decline in repo transactions was equivalent to 44.7 percent in real terms.

The taxation othe interest income from repo transactions in 1998 and the increase
in liquidity in the system particularly in the second quarter of 1998 were the
underlying reasons behind the sharp decline in repo transactions.

Several developments were observed inidi®lity side of the consolidated

balance sheet of the sector. By the end of November 1998, the item payable to
banks had increased by 14.2 percent in real terms and had a 17.5 percent share in
the balance sheet total. This item had had a balance she=b$i.8.7 percent in

1997. Since the real rate of increase in this item was lower than that of the balance
sheet total, the balance sheet share of this item decreased slightly with respect to
November 1997. The underlying reason for the decrease iraldece sheet share

of this item was the decline in FX denominated loans from international financial
markets. The FX denominated loans obtained by domestic banks from international
financial markets increased by 19.3 percent in real terms in the secbnti 1598,
during which both the international and domestic financial markets were relatively
stable. With the beginning of the Russian crisis in the financial markets, a
significant capital flight was observed, causing the amount of FX denominated
loans $sed by the domestic banks to decline.

By the end of November 1998, the total net worth of the banking sector increased
by 36.6 percent in real terms. Increases in the items paid up capital, net profit and
legal reserves contributed to the real increasleariotal net worth.

The net open FX position of banks, which is considered in the nominator of the
legal ratio of the net FX position to the capital base, rose from US dollar 1.9 billion
in November 1997 to US dollar 2.7 billion in November 1998. The natiaFX

position of banks, which is calculated as the difference between FX assets and
liabilities rose from US dollar 4.9 billion in November 1997 to US dollar 7.8 billion
in November 1998.

b) Developments in the Consolidated Profit and Loss Accounts

As of September 1998, the banking sector increased itstaiqarofit by 161.1

percent in nominal and 57.2 percent in real terms and realized an after tax profit of
TL 1001 trillion. A detailed examination of the profit and loss account reveals that
the totl interest income and total interest expenses increased in real terms by 35.2,
and 29.8 percent, respectively. Therefore, with respect to the same month of the



previous year, the most important income of the sector, the net interest income,
increased by @.8 in real terms, rising to TL 2546 trillion. After deducting the
provisions for loans amounting to TL 102.7 trillion, the net interest income of the
sector was realized as TL 2443.3 trillion.

The real rate of increase of the interest income from loarisdd considerably
compared to the previous year. A detailed analysis of accounts indicatdtethat

reclassification of T. C. Ziraat Bankase

decline in the interest income of the sector. With the reclassificatitamest
accrued to the transferred receivabl e
otherinterest and quasi interest income items. Therefore, a significant reduction in
net interest income and a sharp increase in the other interest and quest inter
income items was observed.

As the securities portfolio gets larger due particularly to the growth in the
government securities portfolio, interest income from securities increased
considerably. By November 1998, interest income from the governmenitiescu
portfolio increased by 39.5 percent in real terms, with respect to November 1997,
and reached TL 1587 trillion.

The increase in the volume of interbank transactions in 1998 caused the interest
iIncome from these transactions to increase. Duringrthlyzed period, interest
income from interbank transactions rose by 20.2 percent in real terms, and
contributed to the increase in the total interest income.

Paralleling the real increase in total deposits, the most important component of the
interest expeses, the interests expenses paid to depositors, had increased by 28.4
percent by September 1998, with respect to the same month of 1997, reaching TL
3811.4 trillion. Interest paid to banks was the second largest item in the total
interest expenses. By Sember 1998, interest paid to banks had increased by 45.3
percent in real terms, with respect to the previous year, having risen to TL 814.7
trillion.

Non-interest income is another significant source of profit for banks. By September
1998, the total noimterest expenses of the banking sector reached TL 1153
trillion, TL 632.1 trillion of this amount being the foreign exchange losses.

c) Deposits

The total deposits of the banking sector, excluding interbank deposits, reached TL
20 quadrillion as of Novemibd.998. This represents an annual increase of 101.5
percent in nominal and 27 percent in real terms compared to the previous year, the
growth rate of Turkish lira deposits accelerated in 1998.

0]



All deposit types, other than official deposits and certifeatedeposit, increased

in real terms. Turkish lira deposits rose to TL 9.8 quadrillion as of November 1998,
with an annual nominal increase of 104 percent and a real increase of 29 percent.
During the same period, foreign exchange deposits rose to Tlgdadzillion with

an annual nominal increase of 99 percent and a real increase of 25.5 percent. The
growth rate of foreign exchange deposits in terms of US dollars, which had been 7
percent during the Janua@ctober 1997 period, realized at 15 perceninguihe

same period of 1998.

As had been the case in 1997, the breakdown of deposits by maturity reveals the
fact that savings holders invested for relatively short periods of time in 1998. As of
November, the share of demand deposits in total deposit®3yaercent, whereas

the shares of oamonth, threamonth, sixmonth and ongear deposits were 18.1
percent, 35.6 percent, 15.6 percent, and 8.3 percent, respectively. It can be observed
that almost three quarters of bank deposits had a maturity ofnttareths or less

(Figure 111.1.1).

FIGURE Ill.1.1
BREAKDOWN OF DEPOSITS BY MATURITY
(percent)
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The growth rates as of November for Tigtklira deposits according to type are

given below: savings deposits increased by 104 percent, commercial deposits by
147 percent, official deposits by 10 percent, and other deposits by 104 percent in
nominal terms with respect to the same month of 198%e certificates of deposit
were legally abandoned as of January 30, 1996, the volume of certificates of
deposit decreased by 97 percent as of November. The highest increase as of
November was realized in commercial deposits, which only represent &ipefrce
total deposits. While the shares of foreign exchange deposits and official deposits
in the total deposits decreased in 1998, those of savings deposits and commercial
deposits increased slightly (Table 111.1.1).



TABLE II1.1.1
THE SHARES OF DBPOSIT TYPES IN TOTAL DEPOSITS
PERCENTAGE SHARES
(Excluding interbank deposits)

Other Deposits

Foreign Exchange Deposits Savings Commercial Official
Deposits Deposits Deposits and
Certificates

1992 November 40.0 33.0 10.0 3.0 14.0
1993 November 45.0 29.0 10.0 4.0 12.0
1994 November 52.1 29.4 8.3 2.7 7.5
1995 November 49.2 32.7 8.0 2.3 7.8
1996 November 50.2 317 7.2 35 7.4
1997 November 515 29.3 5.8 5.0 8.3
1998 November 49.1 314 7.6 2.9 8.9

Source: Central Bank.

d) Credit

The total loans of the banking sector reached TL 12.3 quadrillion as of November
1998, with an annual nominal increase of 74 percent and real increase of 9.8
percent. The loans to deposits ratio, which shows the amount of deposits channeled
to credit, deched to 61.5 percent in November 1998. This was caused mainly by

the slowdown in economic activity due to the decline in both domestic and foreign
demand, the increase in uncertainty stemming from the unfavorable developments
in internal and external cortains, and in turn, the decline in both supply and

demand of credit. These unfavorable developments were also effective in the
decline of the loans to assets ratio to 35.8 percent in November 1998 (Table

1.1.2.)

TABLE [11.1.2
DEVELOPMENTS IN BANK CREDIT

Loans/Total Assets (percent)

Loans Loans/Deposits
(percentage increase) (percent)
1992 November 92.0 718 38.9
1993 November 103.9 88.8 42.6
1994 November 61.2 56.7 354
1995 November 118.4 62.0 39.4

1996 November 129.6 61.5 41.8



1997 November 101.3 69.3 39.7

1998 November 74.1 61.5 35.8

Source: Central Bank.

The share of private banks in the total loans of the banking sector was 63 percent as
of November while the shares of public banks, development and investment banks,
and foreign banks were realized as 28 percent, 5.5 percent and 3.6 percent,
respectivelyWhile the share of private banks increased, the share of public banks
decreased as of November 1998, when compared to the same period of 1997. One

of the reasons for this development was the change in the accounting practices of a
major state bank. Asoite b egi nning of September, Zi
(Agriculture Bank) transferred some of its past claims on central government from

the "credit account" to the "special duties account".

The annual nominal increase in private bank loans was 82.2 percent in November
1998, whereas those of public banks, development and investment banks and
foreign banks were 57.2 percent, 77.7 percent, and 78.4 percent, respectively. In
real terms, these figures correspond to a 15 percent increase for private banks, 12
percent for foeign banks and 12.5 percent for development and investment banks,
whereas there is a 1 percent decrease for public banks (Figure 111.1.2).

FIGURE I1I.1.2
BREAKDOWN OF LOANS BY BANK GROUPS
(percent)
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The share of export loans was 28 per@ndf November 1998, whereas the shares
of special loans, fund loans, consumer loans and other loans were 10 percent, 6
percent, 5.5 percent and 38 percent, respectively.



When the composition of loans is analyzed, it is observed that there was no
significant change in the share of foreign currency loans, expressed in Turkish Lira
terms, in the total loans in 1998, when compared to the previous year. The share of
Turkish lira loans was 51 percent in November, whereas that of foreign currency
loans was 49 peent as of November. The annual nominal increase in foreign
currency loans amounted to 73.5 percent in November.

When the average maturity of loans is analyzed, it is observed that the share of
shortterm loans was 79 percent and that of medierm loansvas 21 percent as
of November 1998.

[11.1.2.B. Legal and Administrative Regulations
The 1998 regulations related to banking are summarized as follows:

a) Communi qu® Concerning the Procedures
Evaluation of the Capital Adequacy of Banks

Communi qu® No. 12 of the Banking Law pub
dated February 9, 1995 was voided with
Official Gazette dated June 30, 1998 by the Undersecretariat of the Treasury.

The new Communi qu® ai med at <clarifying
taking into account afteiax currertperiod profits. For the first time, calculations

of the supplementary capital will take into account general reserves against

potential ri&s, the securities revaluation fund and the residual amount obtained

after deducing the net balance of the account receivables to be subtracted from the
amount of general loan reserves. Moreover, the betterment levy and the activated
expenses were includédthe values deducted from the capital. Only the-non
consolidated financial subsidiaries, associated companies and other financial
participations will be deducted. While calculating the-fisdighted assets and

values deducted from the capital, assatgtathe risk of depletion and devaluation

will be included in the calculations over the net amounts after deducting the related
depreciation values and provisions. In addition, the method of calculating the

amounts subject to credit risk in foreign cug@nd interest rate transactions was
changed. Pursuant to the new Communi qu®
weighted with the credit conversion factors specified in the addendum to the
Communi qu® and wi || be pl atemncasm t he r e
liabilities. Then these amounts will be weighted, a second time, according to their

ri sk categories. The Communi qu® defined
procedures and principles related to reckoning the market risk in the calcufation o

the said ratio will be announced by the Undersecretariat of the Treasury when
deemed necessary. The Communiqu® introd
which was defined as loAgrm bank borrowings whose qualifications, except



those of subordinated Ing, would be determined by the Undersecretariat of the
Treasury.

The new Communi qu® stated that the capi
on the bank basis (as noonsolidated) and on the consolidated basis upon the
introduction of the related rea@itlons by the Undersecretariat of the Treasury. The

banks should fill in the tables related to the said ratio and forward them to the

Central Bank and the Undersecretariat of the Treasury not later than one month
following the month of issue. The said mefiof time was one and a half months
according to the old communi qu®. |l n cas
both cases (bank basis and consolidated basis), the capital base should be increased
SO as to be the lowest ratio within six months.

Mor eover, the Communi qu® provided that ]
to partners holding 10 percent or more of the bank capital and to the real and legal
entities who have indirect credit relationship with those persons, except for the

public legalpersons, will be deducted from the capital for 1999 and the following

years. The said ratio was decreased to 50 percent for 1999. For 2000 and the

following years, it was fixed at 100 percent.

b) Decree on Accounting and Evaluation of Bank Loans in Compliace with
their Qualifications and Loan Reserves

With Decree of the Board of Ministers published in Official Gazette N0.23227

dated January 11, 1998, Board of Ministers Decree related to Reserves to be

Provided by the Banks which had been published in thiei® Gazette
No.88/12937 dated May 4, 1988 was voide
Banking Law N0.3182 published in Official Gazette N0.19820 dated May 23, 1988
was repealed with the 1st Communi qu® r e
this decsion, banks were required to set aside as general reserves 1 percent of the
total of the their cash loans and the dischargeable account receivables that are
secured by the 1st group of collaterals and 0.2 percent of letters of guarantee,
guarantees and athnonrcash guarantees. In addition, after the net balance of

account receivables to be discharged is netted against the balances recorded in the
General Loan Reserves Account, the remaining portion of this account will be

recorded in the net worth in tlealculation of ratios specified by Article 56 of the

Banking Law.

With this new regulation, receivables in default will be transferred to the "Account
Receivables to be Discharged" and classified according to the groups of collaterals
specifiedinthesaideci si on and Communi qu®. The sa
subject to specific reserves to be determined according to the length of the time

they have been kept in the account.



The Communi qu® introduced a once only f
receivabés in default due to lack of liquidity. On condition that the required

guarantees are provided, the said receivables shall be repaid under a payment
schedule or be renewed by opening a new line of credit, if necessary. No reserves
shall be built up as longs the credit is collected at maturity in compliance with the
payment schedule.

c) The Minimum Capital Required for Establishing Banks

With the 18th Communiqgu® on the Banking
N.23243 dated January 27, 1998, the minimurd-pa capital required for

establishing a bank or opening a branch was increased from TL 3.6 trillion to TL 6
trillion.

d) Principles for Opening Bank Branches

According to the Regulations concerning the principles for opening bank branches
published in Clicial Gazette N0.23375 dated June 17, 1998, the number of
branches to be opened by banks that have achieved the standard ratios stipulated by
Article 56 of the Banking Law was limited to 10. Accordingly, the number of
branches to be opened in a calendsaryshall be subject to the consent of the
Undersecretariat of the Treasury provided that the said number shall not exceed the
figure which will be obtained by dividing the Turkish Lira equivalent of 1 million

US dollars by their capital increase in cdsattyear. Moreover, new regulations

were introduced for the opening of new branches by banks that have failed to
achieve the standard ratios stipulated by Article 56 of the Banking Law. The

number of branches to be opened by these banks in a calendsinglebe subject

to the consent of the Undersecretariat of the Treasury on condition that the said
number shall not exceed the figure to be obtained by dividing the Turkish Lira
equivalent of 2 million US dollars by their capital increase in cash foy#aat

e) Regulations on Bank Shareholders

Pursuant to the Banking Law, acquisition of shares representing 5 percent or more
of the bank capital by a person, or acquisition of shares exceeding 5 per cent, 20
percent or 50 percent of the bank capital sdigiypne partner shall be subject to

the permission of the Undersecretariat of the Treasury. Share transfers causing a
partner's shares to fall below the said percentages shall also be subject to the
consent of the Undersecretariat of the Treasury. Furthregrtiee partners who will
acquire 5 percent or more of the capital should have the same qualifications
expected of the founders of a bank. These qualifications shall also be required of all
partners, whether they are real or legal persons. Therefor@ thehl Co mmu ni q u ¢
related to the banking Law published in Official Gazette N0.23409 dated July 21,
1998 established that in the event that legal persons are in the capacity of bank
partners, those who are authorized to manage and supervise them shouletlso me



the related legal requirements. In addition, any share acquisitions and transfers by
such partners, at the permitted ratios, which imply a change in management and
control shall be subject to the consent of the Undersecretariat of the Treasury prior
to the completion of legal transactions thereof.

f) Regulations on Required Reserves

11 member states of the European Union participated in the Economic and

Monetary Union as of January 1, 1999 and the EURO was introduced as bank

money starting on the sametelalherefore with Central Bank Circular No.98/4

published in Official Gazette N0.23497 dated October 18, 1998, the EURO was
included in the foreign currencies exchanged by the Central Bank of Turkey.
Accordingly, the 2nd paragraph of the 3rd Articleoh@mu ni qu® No. 96/ 1
amended by Communigu® No. 98/ 1 on Requir
Gazette No.23529 dated November 20, 199
reserves to be held against foreign exchange deposits.

g) Regulations on Liquidity Requrements

Paragraph (e) of Communiqu® No. 96/ 1 on
published in Official Gazette N0.22704 (repeated issue) dated July 22, 1996, was
amended by Communi qu® No.98/1 on Liquid
Official Gazette No2 3529 dated November 20, 1998.
established that free (sight) deposit accounts to be opened in the Central Bank in
terms of Euro would be included in the Foreign Exchange Deposit Accounts at the

ratio of 11 percent to be held for ndeposit foreign exchange liability accounts.

h) Amendments in Regulations Concerning the Standard Ratio for Foreign
Currency Net General Position/Capital Base

With Communiqu® concerning Principles o
Standard Ratios for "Feign Currency Net General Position/Capital Base" and

"Foreign Currency Net Forward Transactions Position/Capital Base" published in
Official Gazette N0.23388 (repeated issue) dated June 30, 1998, some changes
were introduced to t lueencgNen@enaral qu® f or F
Position/Capital Base. The Standard Ratio for Foreign Currency Net General
Position/Capital Base was decreased from 50 percent to a maximum of 30 percent.

It was decided that the new standard ratio would be reduced gradually in order to

be effective as of January 1, 1999. While 100 percent of foreign cusaheyed

securities and 50 percent of other foreign currandgxed assets and liabilities

had been taken into consideration in calculating foreign currency assets and

liabilites,t he Communi qu® of June 30,-nde¥e®8 i nc
assets and liabilities in the foreign currency assets and liabilities. However, it was
decided that 100 percent of foreign curreimayexed credit would gradually be

reckoned in the caldation within 6 months. Moreover, limitations were made on



banks' forward foreign currency transactions and the "Standard Ratio for Net
Forward Foreign Currency Transactions Position/Capital Base" was set at a
maximum of 15 percent.

Wi th the CaeemiagPrirgipled focttee Calculation and Application
of the Standard Ratio for "Foreign Currency Net General Position/Capital Base",
which was published in Official Gazette N0.23448 dated August 29, 1998, the
Standard Ratio for Net Forward Foreign Cuaay Transactions Position/Capital
Base was repealed.

I) The 1998 Regulations on Resource Utilization Support Fund

With Decree N0.98/11498 of the Board of Ministers published in Official Gazette
No0.23445 dated August 26, 1998, an article was added to Oredis.88/12944

dated May 12, 1988 concerning Resource Utilization Support Fund. The new
article established that the Special Finance Institutions (SFI) would be included in
the expression "bank”, loans extended by the SFI (except Leasing) included in
"credt" and profits from the activities of funds extended by SFI in "interest". Thus,
the SFI were included in the Resource Utilization Fund in addition to banks and
finance corporations.

With the 21st Communi qu® concerding the
published in Official Gazette N0.23363 dated June 5, 1998, the 1st and 5th
paragraphs of the 3rd Article of the 6t
dated May 12, 1998, which governed "Loans Exempt From Fund Deductions",

were amended. Accordingtoe new communi qu@ptoTagdr i cul t
billion extended by any bank, except T.
members of the agricultural cooperatives were exempted from deduction along with
those loans which, pursuant to the amendmeneicr&e on Reserves, were placed

in theAccount Receivables to be discharged instead of being subject to

administrative or legal follow up (excluding th& Group of Collateral)

With the 22nd Communi qu® concerning the
published in Official Gazette N0.23556 dated October 17, 1998, the 1st paragraph

of the 2nd article of the 6th Communiqu
12, 1998, which governed "Fund Deductions", was amended. According to the new
regulation, fund deducin ratios were fixed at 8 percent for consumer loans and 3
percent for other types of loans extended by finance corporations, O percent for

loans received from abroad by banks and finance corporations, 3 percent for credit
received from abroad by residemisTurkey other than the banks and finance

corporation as well as 3 percent for imports against credits, imports against

deferred letters of credit and imports against goods.

Moreover, the 16th and 20th paragraphs of the 3rd Article, which governed
"Credits Exempt from Fund Deductions", were revised. Accordingly, the average



maturity of 2 years, which was stipulated for exemption from fund deductions, was
reduced to 1 year for the portion of loans obtained by banks in the capacity of
debtor to be used imfancing imports realized within the credit guarantee

programs of foreign export credit institutions and export credit institutions and the
foreign currency credit obtained from abroad by the residents in Turkey.

]) Regulations on the Ratio for Foreign Curency Position

11 member states of the European Union participated in the Economic and
Monetary Union on January 1, 1990 and the "EURQO" was introduced as bank
money. Therefore, the "EURO" was included in the foreign currencies exchanged
by the Central Bankf Turkey with Central Bank Circular N0.98/4 published in
Official Gazette N0.23497 dated October 18, 1998. Parallel to this application, the
first paragraph of section-& of Article 7, entitled "Ratios for the Management of
Foreign Currency Position",as revised. According to this revision in the Central
Bank Circular, the Foreign Currency Position Ratio will be calculated by dividing
the total of foreign currency and gold liabilities by the banks' and SFIs' total value
in US dollars, the total value tie Euro equivalent of the currencies of the

member states of the European Monetary Union, including the Euro, the total value
of the US dollar equivalent of the other convertible currencies, including gold, in
each category and also the US dollar eqgenibf the total value of foreign

currency and gold assets and the total of foreign currency and gold receivables.

k) Regulations on Required Foreign Currency Transfers

The ratios for required foreign currency and foreign exchange transfers and sales
are pecified in the section entitled “Required Foreign Currency and Foreign
Exchange Transfers and Sales", in the
and Providing I nformationo -Mltangemiegr o f
which was published with the scope of Decree N0.32 concerning the Protection

of the Value of the Turkish Lira. The ratios were fixed at O percent for foreign
currency and foreign exchange transfers and sales realized in June, July, August,
September, October, November and Ddoenof 1998 as well as January of 1999,

pursuant to Central Bank Circulars N0.98/1, 98/2, 98/3 and 98/6.
l) Regulations on Risk and Clearing Transactions

With Decision N0.44799 of the Executive Committee dated 18 November 1998,
the minimum amount of credit and risk statement was increased from TL 1 billion
to TL 3 billion as of January 1, 1999. Banks, SFIs and Central Bank branches were
informed of this deision. Due to the fact that the minimum amount of a protest bill
that could be declared by banks was determined as TL 400 million for 1999, banks
and SFls were notified that the declaration of protests within or above the said limit
should be made on a bdasis, while protested bills below this limit should be
declared globally to the Central Bank of Turkey.

n
C



m) Regulations on the Uniform Reporting Package Concerning Special
Finance Institutions

By the introduction of the Banking Monitoring System UnifdRaporting Package

on January 1, 1997, the "SFI Monitoring System", which had been in effect since
1986, was abandoned in order to ensure consistency between SFIs and banks and to
exercise an effective supervision over institutions. A new "SFIs Monitogate®

Uniform Reporting Package was introduced on

July 1, 1998.

n) Regulations on Special Finance Institutions

Article 15, entitled "Minimum Requirements in the Contracts", of the 1st Central
Bank Communi qu® concerning SFIs, which
N0.18348 dated March 21, 1984, was revised several times by a sequence of
Communi qgu®s .1cénoeningliemntd be Mentioned in the Contract

for Profit and Loss Participation Accounts”, Amendment 3 concerning "ltems to be
Mentioned in the Contract for Special Current Accounts”, and related Articles No.

2,3 and 4 were revised by the 6th CdntraBank Communi qu®, whi c
published in Official Gazette N0.23363 dated June 5, 1998 and became effective on
the same date. The new communi gqu® estab
participation accounts and contracts for special current accehatild be opened

as bearer accounts. Moreover, the names and clear titles of both parties as well as

the addresses and signatures of the Institution and the account holders should be
provided with the contracts for the newly opened accounts.

The transfeof the shares of SFIs weremegulated according to the provisions

i ntroduced in the 4th Article of the Un
concerning the section on the Establishment of SFIs, which was amended to

Decision N0.83/7506 published @fficial Gazette N0.23474 dated September 25,

1998. In this context, the transfer of shares would be subject to the approval of the
Undersecretariat of the Treasury prior to the completion of legal transactions. With
amendments to the 17th, 20thand 28tht i cl es of the same <co
Central Bank of Turkey was authorized to regulate the ratios and conditions for
blocking funds accumulated in current and participation accounts and to determine

the amount of loans to be extended to all enterprisedich the institution or its
partners participated, from the said ac
established that the amount of cash andcash loans to be extended to real or

legal persons should be determined by the Central Bank of Turkey.

Witht he 7t h Centr al Bank Communi qu® publi
dated 6 November 1998, the 9th Article
on Loans from Current Account s o, the 10

the 11th Article entitledMaximum Amount of Loans to be Extended from
Participation Accounts" were changed. Consistent to the Banking Law, new



regulations were introduced for determining the maximum amount of cash and non
cash loans extended by institutions to a real or legabpeto all real and legal

persons having indirect fund allocation relationship with them and to their
subsidiaries and for establishing transactions that would not be subject to any
restrictions in fund utilization. With the 3rd Article of the 7th Comnouni ®
concerning SFls, which became effective with the table dated November 27, 1997,
the distinction between current accounts and participation accounts was removed,
being replaced by the principle of distinction between Turkish Lira and US dollar
as regard the required liquidity. The ratio of required liquidity to be maintained by
SFls with the Central Bank, excluding domestic banks and accounts opened by SFl,
was set as 8 percent for the Turkish Lira current and participation accounts, and 11
percent fothe foreign exchange current and participation accounts. The practice
requiring a liquidity of 6 percent for the cash and current accounts was
discontinued.

The 12th Article of the Decision amended to Decree N0.83/7506 on the
Establishment of SFlIs, entitle’Public Bodies Authorizal to Supervise" was

changed by the Decree of the Board of Ministers published in Official Gazette
N0.23540 (repeated issue) dated December 1, 1998. The new decision introduced a
number of regulations concerning sanctions to beogag on institutions which

were proven to have acted contrary to the purposes and principles of enterprise.

[11.1.2.C. Special Finance Institutions

As of September 1998, six special finance institutions (SFI) were actively operating
in the financial market

The balance sheet total of the SFls, which was TL 462.1 trillion by the end of 1997,
had risen to TL 770.3 trillion by September 1998 increasing by 66.7 percent in
nominal and 19.2 percent in real terms. As of September 1998, the market shares of
the SHs were as follows: Al Baraka Turk had the largest share in the market with

31 percent while Ihlas Finans and Kuveyt Turk had the second and third largest
market shares with 30 percent and 15 percent respectively. The market shares of the
remaining three Bs, namely Asya Finans, Anadolu Finans and Faisal Finans were
less significant and constituted 24 percent of the total.

In the consolidated balance sheet of the SFls, the largest share in the balance sheet
total (70.8 percent) belonged to the placemeftinds. The fixed assets and the

item "banks" had the second and the third largest shares in the balance sheet total of
the SFIs with 8.9 percent and 8.6 respectively. The item "Placement of Funds" rose
to TL 545.5 trillion from TL 332.1 trillion, increasg by 64.3 percent in nominal

terms and 17.5 percent in real terms compared to the end of 1997. While 80.6
percent of the funds were extended in terms of foreign currency, 3.2 percent of the
funds was turned into the overdue receivables. A sum of TL dlidntwas

reserved against overdue receivables amounting to a gross of TL 18 trillion.



The total net worth of the SFIs rose from TL 24.1 trillion to TL 41.5 trillion
increasing by 72.2 percent in nominal terms and 23.2 in real terms compared to the
end d 1997 due to increases in the paiol capitals of the institutions. 66.1 percent

of the said increase in the net worth resulted from the increase in theppaid

capitals and 24.6 percent from the increase in the fixed assets revaluation fund.

Special curent accounts and participation accounts and funds provided for special
projects, which constituted 79.5 percent of the balance sheet, rose from TL 361.5
trillion to TL 612.5 trillion increasing by 69.5 in nominal terms and 21.2 in real
terms during the Dexxnber 1997September 1998 period. By September 1998, the
breakdown of total assets and the liabilities of the SFIs by currency denomination
was as follows: foreign currency and Turkish Lira denominated funds comprised
89.4 percent and 10.6 percent of thialk liabilities, respectively. The shares of the
foreign currency and Turkish Lira denominated assets were 80.6 percent and 19.4
percent, respectively.

The share of the foreign currency assets in the balance sheet total, which was 71.4
percent in Decembdr997, had risen to 74.1 percent in September 1998. During the
same period, the share of the foreign currency liabilities in the balance sheet total
had increased from the previous yearo0s
the fact that the inease in assets realized above the increase in liabilities, the short
(open) position of TL 21.5 trillion in December 1997 decreased to TL 16.7 trillion

in September 1998.

In the first nine months of 1998, the net profits of the SFIs rose to TL 7.4 trillion
from its previous yeaend level of TL 6.8 trillion. Despite an increase of 66 percent
in profits in nominal terms when compared to the profit of TL 4.5 trillion of the
September 1997 period, the increase in real terms was only 0.1 percent. Thus
during the said periods, the return on assets of the SFIs decreased to 0.96 percent
from 1.2 percent, and the return on equity went down to 17.8 percent from 27.6
percent.

When compared to the banking sector, the total assets of the SFIs constituted 2.3
percent othe total assets of the banking sector. Moreover, the total loans extended
by the SFlIs constituted 4.7 percent of the total bank loans. The total funds collected
by the SFIs constituted 3.1 percent of the comparable total deposits. Finally, the
total net vorth and the profits of the SFIs constituted 1.3 percent and 0.7,
respectively, percent of the banking sector's net worth and profit.

[11.2. MONEY MARKETS

The impact of the Southeast Asian crisis that arose in the second half of 1997
decelerated relativein the beginning of 1998. Nevertheless, the outbreak of the
Russia crisis in August and the eventua
confidence in the emerging markets brought about an outflow of foreign capital



from these markets and resultedailow of funds to the developed markets. These
factors also affected Turkish financial markets. The opportunities for emerging
markets, including Turkey, to borrow from the international markets dwindled.

In connection with the monetary program implemdntethe first half of the year,

the Central Bank followed a strategy that included the creation of liquidity as a
counterpart of rising foreign assets. In this regard, OMO stock, cruising at high
levels since the second half of 1997 due to intensivetrapeactions, declined on

a parallel with reduced funding requirements as a result of the rapid rise in net
foreign assets. Markets were liquid as of March 1998 parallel to the decrease in the
I nfl ationary expectati onsessthanmatifilgeasur y
amounts in April and May, the improvement in the primary deficit, and the

resultant decrease in the government securities interest rates. This conjuncture in
the second quarter of the year required the Central Bank to withdraw the excess
liquidity via reverse repo transactions within the limits of reserve money. As a
result, reserve money was realized as programmed in the first half of the year.

As of July, the most important development that affected the markets was the Staff
Monitored Pogram signed with the IMF. In line with this agreement, the Central

Bank announced a six monfihonetary Program. According to this program, a new
definition of the Anet domestic assetso

to the IMF memorandum,infored t he mar ket s t hat it WO L
domestic assetso item consistent with t
Areserve money ( X) o. Il n addition, 1t wa

foreign assets would not be targeted anthtensive sterilization would be
undertaken within the daily liquidity management. The most important point of the
Treasury Program was the policy of domestic borrowing less than the maturing
amounts and the reduction of interest rate pressure via fdyeigowing.

Nevertheless, from the second half of July, daily liquidity developments as well as
the uncertainty as to the consequence of debates on public salary increases and an
early election date had driven the interest rates upwards. In August, tteodicf

the markets was determined by controversies concerning the witholding tax,
deviations in the Treasuryo6s borrowing
caused by the Russian crisis. In this period, the volatility of the secondary market
inteest rates was mitigated somewhat by t
the overnight repoeverse repo transactions. Moreover, intense government
securities sales in the secondary market and the liquidity squeeze resulting from the
excess demand fdoreign currency that was satisfied by the Central Bank

increased already rising secondary market government securities interest rates still
further. On August 26, 1998, the Central Bank quotations on the interbank money
market were increased again, andhis way, by narrowing the margin, a reduction

in the volatility of the interest rates as well as the mitigation of the intense foreign
currency sales was intended. The Central Bank had implemented the highest

foreign currency sales interventions of ffear within this month. OMO stock,



which had shown the Central Bank as a debtor to the market since the beginning of
July, rapidly decreased, and as of August 25, the market had become a net debtor to
the Central Bank, and the stock continued to increat®sg direction.

Al ong with the prevailing |iquidity squ
foreign borrowing targets due to unfavourable conjuncture in foreign markets

caused high interest rates to persist in September and October. In theseg tnenths
Centr al Bankds interventions by selling
and especially after the third week of September, interventions by purchases had
begun to rise.

I n October, the Central Bankodssalesnt ense
aimed at eliminating the liquidity squeeze in Turkish Lira and foreign exchange

markets that had resulted from the fact that unfavourable conditions in the

international markets affected our financial markets as capital outflows. In addition,

as ofJuly, failure to achieve the foreign borrowing planned in the Staff Monitored
Program required that Anet domestic ass
substantial part of the foreign debt service was performed by using Central Bank
reserves in JuNDecember period justified this decision.

I n the |l ast two months of the year, alo
short term funding, the Treasuryods borr
sustained the liquidity squeeze in the markets. Espganathe second half of

December, the banksd demands for foreig

open positions amplified the squeeze. Although the realization of the inflation rate
below the expected level, the favourable news about the foresim and the
Treasuryds success in maintaining domes
somewhat towards the positive at the beginning of November, rising political
uncertainty as of November 11 brought increases in OMO repo and secondary

market inteest rates. The average monthly weighted compound interest rate in
Treasury auctions did not exhibit a marked change in December in comparison
with November. The Treasuryods accompl i s
December created a favourable environmesbime periods within the month and

inspired the banks to sell foreign exchange. These developments are some of the
factors accounting for the Central Bank
target.

MONETARY CALENDAR AND IMPORTANT DEVELOPMENTS
AFFECTING THE MARKETS



December 29, 1997 The Treasury announced its borrowing program and
budget targets for the Janudviarch period.

January 8 : The Central Bank announced its monetary program for the first
quarter of 1998

February 5 : The Central Bank increased quotations by 2 percentagespoint
in the interbank money market for O/N, T/N, T/W transactions.

February 11 : The Central Bank increased quotations by 3 percentage
points in the interbank money market for O/N, T/N, T/W transactions.
March 4 : The Central Bank decreased quotations byr8grgage points in
the interbank money market for O/N, T/N, T/W transactions.

March 27 : The Treasury announced its borrowing program for the April
June period.

April 1 : The Central Bank announced its monetary program for the second
quarter of the year.

May 4 : The Central Bank, by increasing the lower O/N quotation bounds by
2 percentage points and decreasing upper bounds by 3 percentage points,
narrowed down the quotation margin in the interbank money market and
cancelled O/N quotation in the ISE repverse repo markets except in
obligatory situations.

May 30 : The Central Bank announced the rates for compulsory transfers
and purchases of foreign exchange as 0 percent in June and July, effective as
of 1°' June.

June 2: The Central Bank decreased quotations by 3 percentage points in
the interbank money market.

June 8: The Central Bank decreased the lower bounds of quotation in the
interbank money market by 10 percentage points.

July 1 : The Treasury announced the beviog program and budget targets
for July-December period.

July 1 : The Central Bank decreased the lower bounds of quotation in the
interbank money market by 10 percentage points.

July 2 : The Central Bank announced its monetary program for the second
half of the year.

July 22 : The tax law was ratified in the general committee of the national
assembly

( Published in the official gazette on July")9

August 17 : The Russian Federation declared ad8§9 moratorium.

August 26: The Central Bank increasdtketpurchase quotation by 5 and
sales guotation by 3 percentage points in the interbank money market.
September 1 :The net weighted compound interest rate in the Treasury
auctions on this date was realized as 143 percent, which was a significant
increase.

September 30 Financial Millennium.



1 October 1 : The witholding tax on Treasury bills and government bonds was
lifted and as of October, the Treasury applied a muipieing system in
the auctions.

1 October 12 :The tension that was created by the Sydases began to
diminish.

1 October 26 : The Central Bank stopped operating in the ISE Hreperse
repo market.

1 December 17 The air strike against Iraq was carried out by the USA and
Great Britain.

9 December31The Eur o was i ncl uskcendertiblen t he C
currencies list and the European Currency Unit (ECU) was removed from
this list.
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[11.2.1. Government Securities

During 1998, the Treasury issued securities totalling TL 17 400 trillion, TL 17 300
of which were sold through auctions. Sales other than auctions totalled TL 98
trillion. The total issue was primarily composed of bills. (Table 111.2.1).



TABLE 111.2.1
THE COMPOSITION OF TOTAL ISSUES
(Percent)

Auctions Other® Share in the total

Bonds 18.6 100.0 19.1
Bills 814 0.0 80.9

Share in the total 99.4 0.6 100.0

(1) This includes public offers in terms of Turkish Lira and direct sales.

In the Treasury auctions, although generally the planned amounts were sold, sales
were restricted to less than the programmed amount from time to time to avoid a
rapid increase irhe interest rates. The auctions on Augu&t Qctober &, and
September ZBwere of this kind. The maturity of the auction on August 4@s
shortened from 1 year to three months in order to ease the unfavorable environment
created by the Russia crisis. Due to government decisions taken to serve the same
purpose, the withholding tax on interest returns from treasury bills and government
bords to be issued after October 1, 1998 was rescinded. As a result, the Treasury
started to apply a mulpricing method in the auctions as of October.

The Treasury borrowed less than the domestically maturing amounts in the
JanuarySeptember period exceptdanuary and March. In October, November and
December, more than the domestically maturing amounts was borrowed, raising
further the liquidity squeeze that had been prevailing since August.

In 1998, the Treasury carried out one @Rlexed government seties auction

every month up to September. These new securities were different from those
issued in 1997 as they were eydar maturity and with endf-maturity coupon
payments. In addition, the evaluation rate used in the determination of payments
was &t as the rate of change of the CPI on the date of payment to provide investors
with full protection from inflation risks. The real rate of return on the-GBéxed
auctions decreased by 13 percentage points in January as a result of positive
inflationary expectations; increased rapidly due to controversies on tax reform and
the Iraq crisis in February; amhtered into a declining trend from March due to the
alleviation of the inflationargxpectationsHowever, in August and September, the
unfavourable mvironment in international markets and internal politics contributed
to the increase in realized real rates of return (Figure 111.2.2).

The discounted auction interest rates, with small fluctuations from the beginning of

the year, decreased to 70 perdantuly. After this month, rates increased to levels

around 140 percent due to the impact of the uncertainty created by debates on early
elections, increases in the civil serva
from the controversies on taxfieems. The Russian crisis in August accelerated this



upward trend. (Table 111.2.2)
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FIGURE 111.2.2
REAL RETURN RATES IN CPHNDEXED AUCTIONS
(Percent)
TABLE 111.2.2
AUCTIONS

Compound Weighted Average
Interest Rate¥

120.0

126.6

1135

104.0

92.6

91.3

77.3

92.3

137.3

141.3

145.2

145.2

370.9

788.4

1510.2

363.2

705.4

1125.9

920.0

681.4

1195.8

169.8

923.2

1128.2

Net Amounts Sold (Trillion
TL)

Average Maturity
(In terms of montHy

7.4
5.7
5.7
10.3
10.5
9.3
9.6
6.5
6.1
8.2
7.3

8.9



Source: Central Bank.
(1) The table is prepared according to auction dates. In cases where more than one auction is held in the same mautimthiatevest rate for

that month is calculated by weighting the amounts in each auction.
(2) Average maturity is calculated by weighting the net amounts in each auction.

Besides auctions, the Treasury also borrowed via public sales and direct sales. For
the first time in 1998, on August 6, the Treasury sold-G&¢xed government
securities having 2percent interest rates with egear maturity, and borrowed net
TL 81.3 trillion. On August 28, CHAhdexed government securities having

guarterly interest payments and a 5.5 percent interest rate wijeanenaturity as

well as USD denominated governmiagecurities having quarterly interest

payments and a 3 percent interest rate withy@ae maturity were put up for direct
sale. In this way, the Treasury borrowed TL 89.8 trillion, converted with the
exchange rate prevailing on the date of sale on 8dy@e10. The Treasury

borrowed USD 202.8 million through the public sale of USD denominated
government securities having quarterly interest payments and a 3 percent interest
rate with oneyear maturity and another TL 11.5 trillion through the sale of iirgas
bills having a 21 percent interest rate with thneenth maturity. Finally, on

October 27, USD denominated securities having 12 percent annual interest rate
with 1-year maturity were sold through public sales totalling USD 161 million.

[11.2.1.A. Secordary Markets

Liquidity, which was affected by the foreign and domed&eelopments, shaped

the developments in the bond and bill market and repo and reverse repo market of
the ISE. As a result, interest rates exhibited an upward trend till March, ptrallel
the liquidity in the market, and started to decrease thereafter. In May, after the
Central Bank announced that it would not declare overnight quotations except in
essential situations, overnight interest rates in this market started to fluctuate, and
the sensitivity of interest rates in this market to liquidity increased relatively.

Moreover, the excessive liquidity in the markets after sterilisation, the expectation

of a reduction in the pace of devaluation as a result of declining inflation, and a
reduction in interbank money market quotations supported the downward trend of
secondary market interest rates and the interest margin between the two markets
started to narrow. Thus, in June, the direction of interest rates had been determined

by TreasuryAat i ons and the Centr al Bankds | iqg
of July, besides liquidity, a number of developments helped to push interest rates

into an upward trend. Among these were increases in the inflationary expectations,
uncertainty createdy t he controversies over civil
election dates, and decisions concerning the withholding tax, which would affect

the banksdé cost structure. This trend c
impact of developments fioreign markets and the liquidity squeeze originating

from the demand for foreign exchange and the sale of government securities. The
Syrian crisis in October and the air strike against Irag carried out by the USA and



Great Britain in December also sup@atthis upward trend in interest rates.
(Figure 111.2.3)

FIGURE I111.2.3
INTEREST RATES IN THE INTERBANK MONEY MARKET AND
SECONDARY MARKET
(Compound Weighted Average)
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(1) As of December 29, 1998.
[11.2.2. Open Market Operations

The open market portfolio limit was increased in January 1998 from TL 650 trillion
to TL 1 500 trillion. At the end of 1998, the valueasisets was TL 828 trillion,
measured at purchasing prices. In 1998 as in previous years, open market
operations were used together with the foreign exchange market and the interbank
money market to determine the liquidity in the economy in line with thieey

program in effect and to maintain stability in the markets.

In the first half of the year, except for the squeeze during January and February,
markets opened generally with positive reserves. As of March 1998, liquidity

squeezes were not observed tluthe decrease in inflationary expectations, the
Treasuryodés policy of borrowing | ess tha
improvement in the nemterest budget deficit, and the resultant decrease in

government security interest rates and intensgidn exchange conversion.

However, the Russian crisis, which peaked on Augu&tarmd related

developments in foreign markets increased the anxiety especially of foreign

investors, provoking them to purchase foreign exchange by selling their assets.

Intense treasury bill sales as well as the need to satisfy the demand on the Central
Bank for foreign exchange created a liquidity squeeze. The globalization of the
Russian crisis, the Treasuryodos borrowin
October,andteur ns on t he Centr al Bankds injec



and interbank money market sustained this squeeze with an increasing trend until
the end of the year.

In this regard, the Central Bank tried to regulate liquidity in the market via reverse
repo transactions in the Apguly period, when there was relatively excess

liquidity, and via repo transactions thereafter (Table [11.2.3). While transactions
carriedout in the ISE were generally overnight, repo transactions performed
through auctions usually hadwleek while reverse repo transactions h&8lrionth
maturity.

Compound interest rates on the reverse repo auctions which were carried out
intensively in theApril-July period had averaged about 107.5 percent, but declined
to 74 percent in July due to excessive liquidity in the markets. Compound interest
rates on repo auctions were maintained at 129 percent from the beginning of
January until November, with gnimoderate fluctuations. However, they increased
gradually afterwards due to the liquidity squeeze, reaching 200 percent by the last
week of the year.

As of August, the continuous and increasing injection of Turkish lira into the

system by the Central Batkplies an increase in OMO stock; in other words, in

the debt of the system to the Central Bank. This situation entailed the revision of
the net domestic assets target, which had been set according to the IMF agreement
negotiated in July, at the end oftOler. (Figure I11.2.4)

TABLE 111.2.3
OPEN MARKET OPERATIONS
(TL trillion)
gg?ccr:ase @) Dlre(CZt)Sale iivpe:e R;?;%r:tim (Rsipo Eepo CBRT (7) z\;t(*E)ffect
(3) eturn
(6)
January 0.0 0.0 1.9 0.0 3064.0 3243.4 0.0 -181.3
February 0.0 0.0 0.0 1.9 3571.3 3646.8 0.0 -73.6
March 0.0 93.5 29.0 29.1 2008.0 2386.0 97.2 -374.2
April 0.0 27.0 984.8 691.1 133.1 292.3 46.5 -433.5
May 0.0 16.8 217.2 0.0 0.1 6.5 16.3 2241
June 16.2 24.6 191.3 0.0 0.0 0.0 23.6 -176.1
July 0.2 1.8 214.2 459.4 0.0 0.0 0.0 243.6
August 0.0 3.4 34.6 391.0 2454.6 1785.6 0.0 1022.0
September 0.0 34.9 15 235.7 4384.3 4344.7 26.5 265.5
October 30.0 0.1 0.0 0.0 3521.2 3387.2 0.0 164.0
November 0.0 55.9 0.0 0.0 4971.0 4738.1 52.0 229.0
December 0.0 69.7 0.0 0.0 6607.4 6400.1 375 175.1

Total 46.4 327.6 1674.5 1808.1 30715.0 30230.5 299.6 636.5



Source: Central Bank.

() ®)=(1)-(2)-(3) + (4) + (5)- (6) + (V)
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[11.2.3. Interbank Money Market

The number of banks dealing on the interbank money market in 1998 reached 75
with the paticipation of 2 new banks. The total transaction volume was realized as
TL 32400 trillion, 91 percent of which was composed of O/N transactions. 5.3
percent of the total transaction volume was composed of T/N (next day value;
overnight transactions) tramstions and 2.6 percent of the total transaction volume
was composed of Central Bank deposit purchase auctions-wieR maturity

(Table 111.2.4).
TABLE l11.2.4
1
INTERBANK MONEY MARKET®
TOTAL OIN TIN TW®
Total Total Average Total Average Total
MONTHS Transaction Interest Rate Transaction Interest Rate Transaction
Volume Transaction Volume Volume
(TL Trillion) Volume (TL Trillion) (TL Trillion)

(TL Trillion)

Average
Interest
Rate



January 869,3 720,4 72,8 1474 78,6 15 79,8

February 1557,7 1123,7 82,1 413,6 82,9 19,9 82,8
March 1724,1 1388,3 80,6 322,7 81,1 13,1 82,0
April 1308,4 1233,7 73,5 54,6 80,5 20,1 81,8
May 2196,2 2013,6 74,2 28,3 78,7

June 2563,8 1993,0 65,8 7,2 74,7

July 2096,9 1873,1 54,8

August 3498,7 3413,3 76,4 66,0 77,5 6,0 79,0
September 3934,4 3783,0 78,9 127,4 78,9 9,3 82,0
October 3291,2 3154,4 78,2 136,7 78,7

November 3887,3 3638,4 78,9 210,3 78,9 18,9 82,0
December 5428,1 5193,2 79,0 213,8 79,0 4,6 82,0

Source: Central Bank.
(1) Transaction volume is orsided.

(2) T/W: Next day value; oneeek maturity.

The Central Bank had been the net seller in the interbank money market during the
year, except in June and July. Turkish lira injection by the Central Bank through
this market (particularly overnight) started to increase rapidly as of August (Table
[11.2.5).

The Centr al Bankds purchases constitute
the Januanduly period, while its sales constituted 23 percent. In the August

December period, on the other hand, while the purchases realized by the Central

Bank constuted 0.2 percent of the total transactions, its sales transactions rose
remarkably to constitute 78.4 percent of the total transaction volume.

TABLE 111.2.5
THE CENTRAL BANKO®&S TRANSACTI ONS I N THE
MARKET
(TL Trillion)
O/N TIN TIW
Purchase Selling O/N Net? TOTAL NET
PURCHASE?
MONTHS Amount  Average Amount Average
Interest Interest

Rate Rate



Net Purchase Net
Purchase

January 109.5 60.0 95.0 80.0 145 -25.9 -0.5 -11.9
February 12.1 65.0 531.5 83.7 -519.4 -174.7 -16.1 -710.6
March 26.5 62.0 502.5 82.4 -476.0 -62.9 -7.1 -545.9
April 119.3 62.0 197.1 82.0 -717.8 -11.5 -3.2 -92.5
May 193.1 64.0 602.5 79.0 -409.4 -3.7 - -258.8
June 410.4 54.9 441.1 76.2 -30.7 -3.6 - 529.3
July 246.4 41.0 132.9 76.0 1135 - - 337.3
August - - 2778.4 76.7 -2778.4 -58.1 -6.0 -2847.5
September 8.0 46.0 2933.0 79.0 -2925.0 -55.1 -9.3 -3004.0
October 205 46.0 1985.3 79.0 -1964.8 -20.7 - -1985.6
November - - 2887.9 79.0 -2887.9 -152.7 -18.9 -3079.2
December - - 4521.6 79.0 -4521.6 -213.8 -4.6 -4756.6
TOTAL 1145.8 55.7 17608.8 79.3 -16463.0 -782.5 -65.6 -16426.0

1. Net purchases are calculated by subtracting total sales from total purchases. Negative values indicate that saletharemrestases.

2. These figures include other transactions as well as O/N, T/N and T/W transactions.

Furthermore, through the\Reek transactions it carried out in May, the Central

Bank intended to urge the banks to conceive a letegar perspective when

forming their maturity structure and aimed at being more effective in liquidity
management. In ordén withdraw the excess liquidity in the market effectively, 2
week quotations were abolished on May 20, and deposit purchase auctions-with 14
day maturity were initiated. These auctions continued to be performed in June and
July. During 1998, the CentrallBk altered its quotations eight times: in February,
March, May, June, July, and August (Table 111.2.6). The Central Bank tried to keep
the foreign exchange market under control by raising its quotations in February,
when there was excess demand for foreagchange. In March, quotations were
reduced parallel to the course of interest rates. In May, the bid quotation rate was
increased and the offer quotation rate was reduced, so that the margin between the
two rates was narrowed. In June and July@betal Bank planned not to carry out
extensive sterilization while supporting thewnward trend in interest rates. In
addition, the upper bounds of quotations were kept the same, so that theofender
lastresort policy was maintained. Moreover, in the lasek of August, the upper

and lower bounds of quotations were raised and the margin between them was
narrowed, so as to decrease the volatility of interest rates and to mitigate the
intervention of the Central Bank through foreign exchange sales.



The averge overnight interest rate realized in the interbank money market

exhibited a downward trend until July following its rapid increase in February.
However, it did not change markedly after August, when it had rapidly increased

for the second time in the yealthough it had moderate fluctuations. As of August
26", when the quotations were altered for the last time in 1998, direct sale and
purchase market compound interest rates were above the interbank offer quotations
(Figure 111.2.3) However, interesttes on repo transactions carried out through

OMO were higher than interest rates in the interbank money market.

TABLE I1l.2.6
CENTRAL BANK QUOTATIONS IN THE INTERBANK MONEY MARKET
(Percent)
Period OIN
Bid Offer
Simple Compound Simple Compound
January 2 February 4 60.0 82.1 80.0 122.3
February 5 February 10 62.0 85.7 82.0 126.7
February 11 March 3 65.0 90.7 85.0 133.6
March 4i May 1 62.0 85.7 82.0 126.7
May 41 June 1 64.0 89.5 79.0 120.1
June 2 :June 5 61.0 83.9 76.0 113.6
June 8 June 30 51.0 66.5 76.0 113.6
July 17 August 25 41.0 50.6 76.0 113.6
August 26/ December 31 46.0 58.3 79.0 120.1
TABLE 11l.2.7

INTEREST RATES
(Compound Weighted Average)

ISE Auctions Interbank Money
Market (O/N)
Bond and Bill Market RepceReverse Repo
Market (O/N)
January 108.8 121.6 120.0 106.9
February 119.4 129.8 126.6 127.1

March 113.3 125.8 1135 123.7



April 98.6 1175 104.0 108.4

May 94.2 113.0 92.6 109.8
June 86.7 99.3 91.3 92.9

July 76.7 76.9 77.3 72.9

August 101.3 129.4 92.3 1145
September 125.6 126.4 137.3 119.8
October 132.4 122.0 141.3 1185
November 141.6 130.6 145.2 120.0
December 140.5 149.3 145.2 120.1

[11.3. FOREIGN EXCHANGE AND FOREIGN CURRENCY MARKETS

In 1998, the largest volume of transactions in foreign exchange and foreign
currency markets was realised in the Turkishfimeign exchange markets, with

US $46 billion representing 72.5 percent of the total transactions. In second and
third place werghe foreign exchange deposit markets with US $14.4 billion
representing 22.9 percent and the Turkishftir@ign currency market with US

$1.5 billion representing 2.5 percent of the transactions. The transaction volume in
Turkish liraforeign exchange mkets followed a stable pattern during the January
August period while it accelerated in August due to developments in the foreign
markets. After this date until the end of the year, with the exception of December,
even if the transaction volume decreaseddayed at a high level (Table 111.3.1)

TABLE [11.3.1
FOREIGN EXCHANGE-FOREIGN CURRENCY MARKET TRANSACTION
VOLUMEw®
(US $ million)

TL TL FX FX Deposits ~ FC FX Total

FX FC FC TL Deposits FC Deposits
January 1005.5 146.7 0.9 0.0 0.0 628.5 1781.5
February 3770.6 634.1 459.2 0.0 0.0 654.6 5518.5
March 2841.9 166.4 7.6 0.0 0.0 675.2 3691.1
April 2129.0 150.7 13.3 0.0 1.1 807.2 3101.3
May 1753.4 131.2 6.0 0.0 0.0 1105.2 2995.7
June 3166.7 78.2 12.2 0.0 0.4 1239.3 4496.9

July 3982.2 37.9 7.7 0.0 0.0 1179.1 5206.9



August 10020.9 20.7 9.6 0.0 0.0 963.6 11014.8

September 5552.1 25.4 47.0 11.6 0.0 1165.5 6801.6
October 3266.7 2.2 440.2 7.3 13.3 1457.1 5186.8
November 5456.4 96.7 216.2 0.0 4.3 2116.0 7889.7
December 2716.2 54.1 63.7 0.0 0.0 2423.8 5257.9
Total 45661.6 1544.2 1283.6 18.9 19.2 14415.1 62942.6

Source: Central Bank.
(1) The transactions in the table are tsided.

The Central Bank was in a net buyer position in the foreign exchange and currency
markets for Turkish lira, except when it was in a selling position due to the
increasing foreign exchange demand resulting from developments related to the
lragcrisisandta r ef orms. This situation was th
transferrals of foreign exchange because of decreasing inflationary expectations
together with expectations of a lower rate of devaluation, assuming these would
bring about a reduction in tle®st of funds. After the compulsory foreign
exchangeeffective transfers stopped on the first of June, a gbort uncertainty

was created in the markets and the volatility in the foreign exchange markets
increased and a revaluation in the foreign exghdrasket was observed.

Therefore, the Central Bank had to intervene by making relatively more purchases
in the first week of June. However, purchase and sales interventions followed a
stable pattern for the rest of June and July.

The purchase and salesarvention of the Central Bank in the second half of the

year was affected by the foreign exchange targets of the Central Bank, the cash and
foreign exchange management of banks, and the purchase and sales of foreign
exchange by banks to adjust their slpar$ition towards the end of the yeAs

aresult of the change in the portfolios of foreign investors who had sold their
domestic assets following the announcement of the Russian moratorium, the largest
olume of sales intervention was realised in theifpr exchange markets in August.
However, as a result of the policy publicly known as the financial millennium,

which was put into effect on September 30 as part of the tax reform, some of the
increase in foreign currency deposits in the first half of Rettevas transferred to

the Central Bank. Beginning in August, as a result of the tightness in the liquidity,
banks financed liquidity through sales of foreign exchange towards the end of the
year, especially in December.

The Central Bank continued to detene the monthly nominal devaluation rate in
the foreign exchange basket parallel to inflation forecasts during 1998. In this
framework, the Central Bank aimed at both controlling inflation and curbing
negative effects on the foreign trade balance. Agt@ldpments in 1998, it was



observed that except for January, August, September and October, monthly
increases in the average foreign exchange basket were above the monthly increases
in the wholesale price index. The minimum increase in the monthly avieraggn
exchange basket was realised in August with 2.4 percent and the maximum

increase was realised in February with 5.7 percent. According to the end of the
month figures, however, the minimum increase in the foreign exchange basket was
realised in Jyl with 2.4 percent and the maximum increase was realized again in
February with 6.0 percent. (Figure I11.3.1).

According to the monthly averages, the annual depreciation of the Turkish lira
against the US dollar was 53.7 percent in 1998 whereas it wap&0eht in 1997.
As of the end of the year, the annual increase in the monthly average foreign
exchange basket was 58.2 percent, whereas the average annual increase in the
wholesale price index was 54.2 percent.

FIGURE I11.3.1
THE FOREIGN EXCHANGE BASKET AND THE WHOLESALE
PRICE INDEX
(Monthly Percentage Change)
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Source: Central Bank, State Institute of Statistics.



[11.4. THE SECURITIES MARKET

The financial sector undertook an important role in the efficient use of resources,
ensuring the optimum allocation amongst economic units by keeping demanders
and suppliers of funds in balance.

The financial sector has been improving in Turkey. The cdtautstanding

securities to the GNP was 38.9 percent in the Jarbepyember period of 1998.

This ratio had become 23.6 percent by the end of 1997. Although the share of
outstanding securities in the GNP has always had an inclination to rise, except in

1994 due to the crisis, it had not yet reached the level of countries with well
developeemarkets in which their outstanding securitiesvaedl over their GNP.

When the public sector entered the market in need of funds, it became difficult to
financethepi vate sectords needs due to the s
interest rates went up considerably in Turkey. The share of the public sector in the

total outstanding securities was 87 percent in 1998 and that for the private sector
decreased to 13 perdein 1991, this ratio was 56.1 percent for public sector and
43.9 percent for the private sector. Th
over the years (Table 111.4.1).

[11.4.1. Primary Market
[11.4.1.A. The Public Sector

The issuance of pulglisector securities reached a total of TL 10.9 quadrillion for
the JanuanBeptember period of 1998. The total issuance of treasury bills was TL
7.3 quadrillion and the total issuance of government bonds was TL 3.6 quadrillion.
This representan increasef 11.5 percent in the amount of government bonds and
a 111.8 percent in that of treasury bills compared to the end of 1997. Revenue
sharing certificates and foreign exchange indexed bonds were not issued in 1998.

As seen above, the issuance of publicaestcurities has continued to increase

over the years. The issuance of government bonds had an increase of 84 percent in
1995 in comparison with the previous year and it then increased 2.6 fold in 1996.

As for 1997, it increased 1.5 fold compared to 1886 reached TL 3.1

guadrillion. Parallel to this event, the issuance of treasury bills showed a tendency

to increase continuously except in 1997
loans has increasingly continued. The ratio of the public sectomving

requirement over the GNP was 12.2 percent on average in theL299@eriod.

The PSBR/GNP ratio was predicted to be 8.8 percent for T988ratio was

rather high in comparison with European standards.



TABLE [11.4.1
SHARES OF OUTSTANDING SECURIES IN TOTAL

(Percentage)
1991 1992 1993 1994 1995 1996 1997 1998/09

Private Sector 43.9 31.0 29.3 18.0 19.7 134 13.3 13.0
Shares 40.6 251 18.7 15.0 14.9 12.9 12.9 13.0
Corp. Bonds 2.0 0.9 0.4 0.2 0.2 0.1 0.1 0.0
Commer. papers 0.7 0.4 0.3 0.0 0.1 0.1 0.0 0.0
Asset Backed Sec. - 4.6 9.6 2.7 45 0.2 0.2 0.0
Bank Bills 0.6 0.0 0.3 0.0 0.1 0.0 0.0 0.0
Prof.Loss Sha.Cer.
Real Estate Cer. - - - - - 0.1 0.0 0.0
Public Sector 56.1 69.0 70.7 82.0 80.3 86.6 86.7 87.0

Govern. 31.0 44.2 49.6 319 34.2 38.0 50.8 44.9

Bonds
Treasury Bills 22.9 216 16.9 41.7 42.1 46.4 33.8 41.4
Rev. Sharing Cer. 0.1 - - 2.8 0.8 0.1 0.0 0.0
FX Indexed Bonds 2.1 3.2 4.2 5.6 15 0.4 0.0 0.0
Privatization Bond - - - - 1.7 1.6 21 0.7

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Capital Market Board.

[11.4.1.B. Privatization

The Privatization Law no 4046, which was amended by Law no 4232 dated April

3, 1997, arrangetthe procedures for auctions and value determination. It also

terminated technical obstacles and exerted effort to strengthen the transparency
principle of privatization. Within this
public shares, 12.3 percenttotal, was sold to individuals through public offerings

and the other 7.4 percent was privatized through international institutional offerings
The amount raised from this privatization was US dollars 625.5 million.

Furthermore, 51 percent of POAkOs share
and was expected to earn US dollars 1160 million. The procedure for the

privatization of the Telecommunication company was carried out within the

framework of Law no 4161, whichag put into effect August 5, 1996. After the

approval of the Cabinet and the State Council, two license acts, which had been
prepared by the Ministry of Communications for the transfer of US dollars 500



million each according to the 4 article of the lawmn@ened above, were signed by

Turkcell and Telsim on April 28, 1998. Block sales and two more GSM 1800

|l icenses in total were planned for sale
SOYTEK Elektrik Santral Tesisleri Kkl et
Te-dtilzar é Kmal até Tesi sat A.wkhKayseMeT Ak M
Civareé Elektrik TAKk, which had particip
were removed from the overall program and restored to their previous status.

Bakak and OYQokpahias,svhich &ad been included in the program
in September 1997, were restored to their old status by being removed from the
program in October 1998.

The total income from privatization, including GSM licenses, realized at US dollars
2.1 billion in the JanuarOctober period of 1998. There are 76 institutions and
some real estate still in the program. 35 of these institutions have more than 51
percent of public shares.

[11.4.1.C.The Private Sector

The total issues registered with the Capital Markemsr@oeached TL 705 trillion

in the JanuarnOctober period of 1998, increasing by 86.3 percent. This amount
included issuances for increasing capital. This amount was raised by including the
assets with their market offering prices. The share of equitibe itotal private

sector issues was 92 percent. It was 80.8 percent in 1997. The issues related to
intensive capital increases played an important role in the increase. The equities
market was badly affected by the Far East and Russian crises, whicth cause
uncertainties in the world markets. As a result of these events, share prices were
volatile throughout the year.

Commercial papers, profit and loss sharing certificates, bank bills, foreign mutual
fund participation certificates and real estate certidfisavere not issued in the
mentioned period.

The issuance of mutual fund participation certificates came in second place and
reached TL 49.6 trillion, increasing by 44.5 percent compared to the end of 1997.
Due to the effectual utilization of savings, whiequires an analysis of

information about alternative investment instruments, an increasing number of
individuals made the effort to capitalize their savings via institutional

investors The earnings on savings were naturally higher institutionally than
individually. The formation of portfolios became institutional through mutual
funds. The more comprehensive the approach to the importance of institutional
investors, the greater the demand on mutual fund participation certificates. Parallel
to this, the ¢tal portfolio value of mutual fund types A and B increased TL 397
trillion in the first 10 months of 1998, increasing by 108.8 percent in comparison
with the end of 1997. The value thie portfolio consisted of 59.5 percent in



reverserepo; 27.0 percenhitreasury bills; 7.7 percent in shares; 4.9 percent in
government bonds; 0.8 percent in foreign government bonds, foreign treasury bills,
gold, foreign shares together with other assets. Mutual funds had more treasury
bills in their portfolio than equitedue to the high earnings on treasury bills and

the low credibility of shares in the light of general economic situations.

Tax Law no 4369 was published in the Official Gazette on July 29, 1998. This Tax
Law amended the Tax Procedure Law so that shatesatual fund participation
certificates belonging to funds in a portfolio, 51 percent of which comprised shares
in companies established in Turkey, would be valued at their purchasing price and
the rest of the securities, such as treasury bills and goeatrbonds, would be
evaluated on their current values. This regulation established that a mutual fund
type A could only become a beneficiary of tax exclusiveness provided that shares
made up 25 percent of its portfolio, rather than the 51 percent regua@dusly,

and that these shares were held in the portfolio for only 3 months instead of a year.

[11.4.2. Secondary Market

In the secondary market, the total trading volume rose to TL 197.5 quadrillion in
the JanuanSeptember period of 1998. The volunfeublic sector securities that
were traded dropped slightly in comparison with 1997 and its share in the total was
92.6 percent. The remaining 7.4 percent consisted of private sector securities. The
TL 116.8 quadrillion in treasury bills continued to megent the biggest share in the
public sector securities, which was TL 182.8 quadrillion in total. Government
bonds were next with TL 66 quadrillion and a 36.1 percent share in the total.

Private sector securities were composed of private sector bonédjitteand
shares, which madgp the largest percentage. The shares reached TL 14.6
guadrillion in the Januar$eptember period of 1998, followed by bank bills with
TL 46.6 trillion. Commercial papers and asbatked securities were not traded on
the seondary market in 1998.

STOCK MARKET'S EFFECT ON OVERALL ECONOMIC G ROWTH

There are different views in the literature concerning the-teng effect of the
liquidity of the stock exchange on economic growth.

Some analysts maintain that stock markets may affect economic activity through
the creation of liquidity. Many praéble investments require a lotgrm

commitment of capital, but investors are often reluctant to relinquish control of
their savings for long periods. Liquid equity markets make investment less risky



and more profitable and liquid markets may improveatteration of capital. By
facilitating longerterm transactions, stock market liquidity can also lead to more
investment and enhance prospects for {terghn economic growth

Some analysts argue that very liquid markets encourage investor myopia. Because
they make it easy for dissatisfied investors to sell quickly, liquid markets may
weaken investorsd commitment and reduce
control by overseeing managers and monitoring firm performance and potential.
According to thisview, enhanced stock market liquidity may actually hurt

economic growth.

Three measures of market liquidity are used as indicators of how easy it is to buy
and sell equities.

1. One measure used is the total value
exdhanges as a share of the GDP. This ratio does not directly measure the costs of
buying and selling securities at posted prices. If the value of equity transactions is
very costly or risky to trade, there will not be much trading. This ratio was used to
andyze 38 countries by the liquidity of their stock markets; the countries that had
relatively liquid stock markets tended to grow much faster than countries with

illiquid markets.

2. The second measure of liquidity is the value of traded shares as agquradnt
total market capitalization. This turnover ratio measures trading relative to the size
of the stock market. It indicates that greater turnover predicts faster growth.

3. The third measure is the valtraded ratio divided by stock price volatility.
Markets that are liquid should be able to handle heavy trading without large price
swings. It is said that countries with higher trading to volatility ratios grew faster
than countries with less liquid markets.

The strong link between stock market liquyditind economic growth continues to
hold when controlling for other economic, social, political factors that may affect
economic growth, and when using various periods and different country samples.
Empirically, it is not the size or volatility of the stootarket that matters for

growth but the ease with which shares can be traded.

[11.4.2.A. The Equities Market

In the Istanbul Stock Exchange (ISE) natiomalrket, the value of traded equities
reached TL 16.8 quadrillion in the Janu&gtober period of 1998. This showed an
increase of 88.6 percent compared to 1997. Equities were traded intensively on the
national market and equities traded on the regiaméinew company markets were
comparatively lowThe trade volume for equities in the regional market was TL



104 trillion and TL 55 trillion in the new company markets. In spite of the short
past of these two markets, trade volumes showed upward trenks.dqutities
market, the daily trading volume increased TL 75.4 trillion in the January
November period of 1998 from TL 35.9 trillion at the end of 1997, an increase of
110 percent. In the same period, the daily trading volume hit its peak point of TL
116 tillion in April and then fell to TL 65.5 trillion starting in August as a result of
the Russian crisis and internal political uncertainties.

[11.4.2.B. Bonds and Bills Market
Outright Purchases and Sales Market

In the outright purchase and sales marlet,ttading volume of public sector

securities had realized atTL 15.6 quadrillion by November 1998. It had increased
considerably, by 182.8 percent, compared to the previous year. The trading volume
of public sector securities increased in the first threaths of the year, dropped in
April, and then started increasing again until June. Whereas the trading volume of
public sector securities in the outright purchase and sales market reached TL 2387
trillion in June, it fell to TL 2054 trillion in July, a dezase of 14 percent. Due to

the impact of the Russian Crisis on Turkey, the traded volume of public sector
securities decreased by 56.7 percent, falling to TL 1164.8 trillion in August. In the
period after August it had a fluctuating trend.

In the public sctor securities market, interest rates fluctuated until July. These
fluctuations were the result of liquidity in the market, a fall in inflation rate, and
external and internal economic situations. Starting in August, the interest rates
continued to incrase until the end of the year owing to the effect of salary
increments, the uncertainties created by putting the discussion of early general
elections on the agenda of the Parliament and the effect of the newly enacted
regulations concerning withholdingxtéTable 111.4.2).

The RepoReverse repo Market

Trading volume in the repeverse repo market reached TL 87.3 quadrillion in the

first 11 months of 1998, increasing by 50 percent whereas it had reached TL 58.2
qguadrillion annually in 1997 (Table 111.4.2). In the refverse repo market the

trading voume increased until August, except for April. Then it rose to TL 11.1
guadrillion in August in contrast to the public sector securities market. High

interest rates brought this aboDecreasing in the next three months, the trading

volume declined by 24 percent in the Augusgtiovember period. A rapid decline

was oObserved after September due to the
October, and the interpellation discuss
Bank in November, and the US and UK'®eks on Iraq in December, which

caused a war atmosphere.



TABLE 111.4.2
BILLS AND BONDS MARKET

Public Sector

Interest Rated RepoReverse Repo Repo Market

Securities % Trading Volume Interest Raté¥

Trading Volume (TL Trillion) %

(TL Trillion)
1997 5503.6 58192.0
1998 15565.7 87308.5
January 728.8 85.7 5627.5 79.8
February 1053.3 91.2 6608.9 83.4
March 1404.6 90.3 7084.2 81.3
April 997.6 81.2 5896.9 77.6
May 1457.9 83.1 6804.7 75.5
June 2387.0 79.2 7987.6 67.9
July 2053.6 68.6 8637.5 56.7
August 1164.8 81.6 11138.5 82.4
September 1323.0 96.0 10502.8 81.9
October 1046.7 106.1 8616.8 80.8
November 1948.3 109.9 8402.9 83.9

Source: Istanbul Stock Exchange.

(1) The Interest rates were calculated from ISE monthly bulletins by weighting with trading volumes.

[11.4.2.C. International Market
Depository Receipts Market

The international depository receipts market commenced on July 25, 1997, with the
trading of the shares of ANnKazkommertshba
certificates at the ISE International Securities Free Region. On the market,

transactions havieeen carried out in the continuous auction system by using the

Amar ket maker o methodol ogy.

In the international depository receipts market, the total trading volume was USA
dollars 2.9 million in the Januaifyovember period of 1998. The trading volume



stated decreasing in January and there were no transactions at all in some months
of the year.

International market
Bonds and Bills Market

In the international bonds and bills market, outright purchase and sale transactions
commenced on February 24, 1997. In this market, only one transaction was
realized. This was based on a contract having an annual yield of 8.085 percent on
Eurobonds as onght purchases and sales transaction at a value of US dollars 2.0
million. There were no transactions at all in the remaining months of the year.

111.4.3. Intermediaries

When the ISE was first established, some institutions acted as agents, but they were
transformed compulsorily into intermediaries in 1991. The majority of ISE

members were banks. With the exception of two banks, each one was obliged to
separate its iIintermediary activities an
intermediaries are active omet markets. The breakdown of security transactions on

an intermediary basis showed that TL 165.9 quadrillion was realized by banks and

TL 31.6 quadrillion by notbank intermediaries. Accordingly, ndoank

intermediaries realized 16 percent of the totaideations.

[11.4.4. Istanbul Stock Exchange (ISE)

The Istanbul Stock Exchange composite index fell to 2598 at the end of 1997, a
decrease of 25 percent in nominal terms compared to the previous year (Table
[11.4.3). In the same period, the financial indexd the industrial index decreased
by 28 and 27 percent, respectively.

The composite, financial and industrial indices decreased by 51.53 and 52 percent
in terms of US dollars, respectively. While the decrease in the composite index
realised at 51 perceint real terms, the financial and industrial indices both realized
at 53 percent in real terms.

According to the enadf-themonth data, the highest increases in the composite
index were realized in April and November, the highest decreases in the composite
index were realized in August and September.

The Istanbul Stock Exchange composite index increased 3 percent in January but
decreased 8 percent in February. The index fell sharply at the beginning of the
month due to the problems between the US and IrtteiGulf. The index

increased slightly because of the agreement between the US and Iraqg at the end of
the month.



The composite index did not change in March. The average daily trading volume
was TL 64 trillion in the Januaiylarch period.

The composite idex increased 29 percent because of the drop in inflation
expectations, the increased belief in the monetary policy being applied, capital
inflows, and the drop in interest rates in April. The average daily trading volume,
which had increased significantiseached TL 116 trillion compared to the first
quarter of 1998.

The composite index decreased by 11 percent as a result of the negative
developments concerning the Russian and Japanese economies. However, the
average daily trading volume remained at #eord level of the previous month
and realized at TL 111 trillion in May.

Since all interest rates decreased significantly, the ISE composite index increased
by 10 and 5 percent in nominal terms in June and July, respectively. In these
months, the averaghaily trading volumes decreased slightly and realized at TL 88
and TL 87 trillion. After seeing a record high level on July 16, the composite index
started to decrease because of political uncertainties.

In August, the composite index decreased 39 pebmause of the financial crisis
which had occurred in Southeast Asia and Russia and uncertainties about the
Turkish Tax Reforms. Just like other exchanges around the world, the ISE was also
negatively affected by the crisis. The average daily trading \@hliggreased
significantly to TL 65 trillion compared to April and May.

The international financial crisis, which hit Brazil's economy in September,
negatively affected stock exchanges all around the world. Since a liquidity squeeze
and an increase in reakerests occurred as a result of this development, the ISE
composite index fell 14 percent in September.

The composite index decreased by 2 percent in October. In the first half of the
month, the composite index decreased 12 percent because of the proétemen
Turkey and Syria. In the second half of the month, the index started to increase due
to the fact that Turkey and Syria had reached an agreement, developed countries'
central banks lowered their interest rates, and #fee@nouncement on Septembe

30, 1998 made it public that financial aid would be forwarded to the countries in a
vulnerable position, especially Brazil. The average daily trading volume continued
to fall and reached TL 57 trillion in September and October.

In November, internationalolicies applied against global crises positively affected
the ISE just like stock exchanges all around the world. The ISE composite index
was up 16 percent in that month. The average daily trading volume increased
slightly to TL 66 trillion compared tdhe previous year.



In December, while stock exchanges around the world continued to increase, the
ISE composite index did not change significantly and increased 1 percent because
of political uncertainties. The average daily trading volume, affected by the
liquidity squeeze, fell to TL 46 trillion.

It can be observed that risk significantly increased as of August (Table 111.4.4). In
the table, risk was defined as the standard deviation of daily returns. Whereas the
highest risks were observed in Septembler return was also realized as a negative
iIn the same month. The relationship between risk and return was negatively
realized in August and September. In these months, while the risk was higher,
returns turned out to be negative. The highest risk peptireturn was realized in
March and October.

While the total trading volume increased 100 percent in nominal terms, the total
market capitalization of stock market companies decreased 17 percent in 1998
(Table 111.4.5). In terms of US dollars, while thedbtrading volume increased 22
percent, the total market capitalization decreased 45 percent in the same period. In
addition to this, the number of companies at the ISE increased to 262 from 244 of
the previous year. While the average price/earningsdaatoeased 21 percent, the
average dividend yield ratio increased 4 percent in the same period.

TABLE 111.4.3
ISE INDICES

Composite Financial Industrial

1988 3.74Y

120°

1989 22.18

561
1990 32.56 2.56 32.56
643 643 643
1991 43.69 33.55 49.63
501 385 570
1992 40.04 24.34 49.15
273 166 335

1993 206.83 191.90 222.88



833 773 898

1994 272.57 229.64 304.74
413 348 462
1995 400.25 300.04 462.47
383 287 442
1996 975.89 914.47 1045.91
534 500 572
1997 3451 4522 2660
982 1287 757
1998 2598 3270 1944
484 609 362

Source: Istanbul Stock Exchange Monthly Bulletins.
(1) According to closing prices in terms of Turkish lira. Composite index January 1986= 1.

(2) According to closing prices in terms of US dollars. Composite index January 1986= 100. All-afeyeadfigures.

TABLE 111.4.4
ISE COMPOSITE INDEX ACROSS MONTHS IN 1998

Months Index® Monthly Chang&’ Daily Chang&’ Daily C\c/)ef_ﬁci_ents)of
Risk® ariatiorf
January 3547 2.8 0.23 4.01 17.4
February 3272 -7.8 -0.31 4.35 -13.9
March 3259 -0.4 -0.01 1.60 -262.3
April 4195 28.7 1.65 3.46 21
May 3728 -11.1 -0.56 2.57 -4.6
June 4100 10.0 0.47 2.82 6.0
July 4 322 5.4 0.25 2.02 8.1
August 2,672 -39.0 -2.22 4.61 -2.1
September 2 266 -14.0 -0.48 6.63 -13.8
October 2219 -2.1 0.00 4.83 -4 225.5
November 2578 16.2 0.88 5.82 6.6

December 2598 0.8 0.07 2.75 39.6



All Months 3230 -0.9 0.00 3.79 -370.2

(1) Data according to the end of the month ISE composite index; (2) Monthly change according to the end of the moragdpeent
Average daily change (percentage); (4) Standard deviation of observations of average daily change (percentag@jief&) aoeff
variance, daily standard deviation divided by average daily change, shows risk per unit of return.

TABLE 111.4.5
ISE FIGURES
italizatiof? ; i i iald®)
Trading Market Capitalizatioff Number of Pncsél;gz?lngs Dividend Yield
Volumée? Companie¥
1986 9 709 80 5.1 9.2
13 938 3.7 131
1987 105 3182 82 15.9 2.8
118 3125 134 4.9
1988 149 2048 79 5.0 10.5
115 1128 6.4 8.4
1989 1736 15553 76 15.7 34
773 6 756 6.6 10.8
1990 15313 55 238 110 24.0 2.6
5854 18 737 23.3 2.6
1991 35487 78 907 134 15.9 4.0
8502 15564 13.6 4.7
1992 56 339 84 809 145 114 6.4
8567 9922 10.7 5.8
1993 255 222 546 316 160 25.8 17
21770 37 824 154 4.2
1994 650 864 836 118 176 24.8 2.8
23203 21785 18.2 4.3
1995 2371832 1251797 193 9.2 3.6
52 311 20 565 13.1 3.6
1996 2 940 865 3225 269 213 12.2 2.9
36 698 30329 10.7 3.9

1997 8 907 402 12 545 684 244 24.4 1.6



57178 61 348 16.7 2.8

1998 17 851 368 10 454 834 262 8.8 3.4

69 696 33473 13.2 2.9

Source: Istanbul Stock Exchange Monthly Bulletins.

(1) Total trading volume. The upper and lower figures are in terms of billion Turkish liras and million US dollars, r&gpectiv
(2) The total market capitalization of companies whose common stocks were traded on the ISE. The upper and lowerifigenss are

of billion Turkish Liras and million US dollars, respectively.
(3) The number of companies whose common stocks were traded on the IS&hf)ear

(4) Price/Earnings ratio. The upper and lower figures showem@wralue and monthly average, espvely.
(5) Dividend value (percentage). The upper and lower figures shovegdaralue and monthly average, respectively.

[11.4.5. Volatility at the ISE

The average daily volatility at the ISE was calculated for the period between 1988
and 1998 (Tald 111.4.6). Volatility was defined as the absolute value of daily
returns. The ISE composite index showed high daily volatility like other stock
exchanges in the developing countries in this period.

TABLE 111.4.6
VOLATILITY AT THE ISE

Averagé” Risk? Coefficient of Variatior®
1988 1.76 1.69 0.96
1989 2.22 2.02 0.91
1990 2.68 2.28 0.85
1991 2.54 2.36 0.93
1992 1.68 1.48 0.88
1993 2.13 1.69 0.79
1994 2.81 2.36 0.84
1995 1.98 1.71 0.86
1996 1.59 1.37 0.86
1997 2.22 2.13 0.96
1998 2.93 2.80 0.95

(1) Average daily volatility of the ISE Composite index (percentage). Volatility has been defined as the absolute vijjuetafiis

(2) Standard deviation of daily volatility observations of the ISE Composite index (percentage).
(3) Coefficient of variation, risk divided by average, shows the risk per unit of volatility.

Average daily volatility differs over the years (Table [11.4.6he ISE composite



index showed its highest volatility in 1998, when the global financial crisis
occurred. Financial markets were partially stable due to the monetary and fiscal
policies applied in the first half of 1998. As a result of uncertaintiestabeuNew

Tax Reforms, early election debates and most importantly the international
financial crisis, which occurred in August and continued to affect the markets in the
following months, average daily volatility tended to be high in the second half of
the year.

The years when the average daily volatility realized at significantly high levels
were 1997 which saw a financial crisis in the Southeast Asian markets, 1994 which
saw a financial crisis and lower economic growth in real terms in the domestic
econany, and 1990 and 1991 which experienced recession in the world economy
and the Gulf Crisis.



CENTRAL BANK BALANCE SHEET

IV

IV.1. ANALYSIS OF THE BALANCE SHEET

The major items on the 1998 Balance Sheet of the Central Bank are shown below;

Assets

1. Gold

2. Foreign Exchange

3. Coins

4. Domestic Correspondents
5. Securities Portfolio

6. Domestic Credits

7. Open Market Operations
8. Foreign Credits

9. Share Participations

10. Fixed Assets

11. Claims Under Legal Proceedings

12. Accounts to be Redeemed

and Activated Claims

13. Miscellaneous Receivables
14. Other Assets

TL Assets

Regulating Accounts

Liabilities

1. Currency Issued

2. Liabilities to Treasury

3. Foreign Correspondents

1997

236,683,063,842,50(

3,771,626,989,985,00(

485,359,516,500

76,469,925,086,92¢

1,315,312,839,433,00(

346,875,211,855,34(

746,851,732,177,50(

247,977,598,427,00(

940,174,050,000

15,150,599,932,74¢

4,825,560,700

25,427,232,789,82¢

53,482,836,621,23¢

6,837,288,389,278,27:

15,081,448,763,347,58!

758,878,047,072,80(

63,607,148,061,121

10,873,126,501,00C

1998

325,317,374,052,50(

6,167,530,445,751,00(

787,403,779,800

274,039,540,549,45¢

2,385,789,667,766,00(

9,098,359,901,74C

1,830,590,872,422,50(

395,516,833,359,50(

1,526,872,335,00C

29,088,806,241,83<

4,825,560,700

79,000,747,145,367

119,878,162,568,41:

11,618,169,911,433,81(

30,796,311,898,121,40(

1,328,542,400,922,80(

60,942,363,335,214

4,226,742,567,00C



4. Deposits
5. Open Market Operations
6. Foreign Credits

7. Advances, Collaterals and

Deposits Collected againts
Letters of Credit and Import

8. Notes and Remittances Payable
9. Capital

10. Reserves

11. Provisions

12. FX Revaluation Differences
13. Miscellaneous Payables
14. Other Liabilities

15. Profit

TL Liabilities

Regulating Accounts

ASSETS :

1. Gold

4,463,923,807,210,94¢
728,312,968,592,00(

2,989,689,073,00C

56,191,172,444,89¢
913,458,677,000
25,000,000,000
39,016,070,733,331
1,933,842,687,80C
290,796,387,281,00(
9,059,891,339,18¢€
279,395,264,631,00¢
131,372,514,973,18¢
6,837,288,389,278,27

15,081,448,763,347,58!

7,083,336,551,214,54¢

1,557,599,954,905,50(

4,026,109,587,50C

112,129,027,950,04¢

3,571,558,409,00C

25,000,000,000

85,701,244,190,11¢€

1,957,865,840,30C

499,635,979,046,75(

13,112,762,906,29C

564,938,704,178,77¢

298,423,646,379,97(

11,618,169,911,433,81(

30,796,311,898,121,40(

The value of the gold stock on the balance sheet was calculated on the basis of 1 ounce of
gold=300 US dollars throughout 1998 and at the end of 1997. However, due to the decline in
gold prices on international markets, the value of the gold stock omldngck sheet is shown

at the rate of 1 net gram of gold = TL 2,714,626.9712 calculated on the basis of 1 ounce of

gold = 270 US dollars.

Net Gram Turkish lira

International Standard 116,589,408,70 316,496,753,412,500
Non - International 3,249,293,82 8,820,620,640,060
Total 119,838,702,52 325,317,374,052,500

During 1998, the value of the international standard gold holdings showed an increase of TL
27,439,049,500 equal to gold holdings of 10,564.18 net grams. This is the balance resulting
from a gold purchase of 98,605.22 net grams amounting to 932,139.84llaiSadd gold

sales of 88,041.04 net grams amounting to 826,682.19 US dollar. Another net increase of

TL 86,242,634,907,000 represents the balance between a positive exchange rate difference of
TL 167,700,147,381,000 due to the depreciation of the Ttk against the US dollar and



a negative exchange rate difference of TL 81,457,512,474,000 due to the revaluation of gold
prices parallel to the international markets.

In 1998, compared to the previous year, the gold holdings dfiimemational standds

increased by TL 2,423,240,854,000 in value due to the exchange rate difference amounting to
TL 2,278,328,693,000 caused by the revaluation of the gold price parallel to international
markets and the exchange rate difference amounting to TL 4,701,3@064lue to the
deprecation of the Turkish lira against the US dollar even though the gold stock decreased by
TL 59,004,600,500 equivalent to 19,996.40 net grams, which was used for the golden medals
to be given to our staff on the basis of their tenaraccordance with the Board decision.

2. Foreign Exchange

This item consists of the accounts opened by the Central Bank with foreign correspondents
against convertible and nibconvertible foreign exchange, and the foreign currencies

avail abl e vauis. TthénbalanBesohttkistascount calculated at thegredhr

evaluation rates amounted to TL 6,167,530,445,751,000, of which TL 6,167,144,669,785,500
and TL 385,775,965,500 were the convertible and convertible amounts, respectively.

A) Convertible:

This item includes the convertible foreign exchange accumulated in the Foreign

Correspondents Account amounting to

TL 6,019,556, 440, 050,000 and the foreign cur
147,588,229,735,500 as of the end of the year.

B) Non - Convertible:

This item includes the Foreign Correspondents Accounts denominated in Agreement Dollars
in accordance with bilateral agreements, and oonvertible foreign currencies available in

the vaults. TL 39,439,933,000 of this item was in theelgm Correspondents Account and

TL 346,336,032,500 was in the Foreign Currency Vault.

3. Coins

This item consists of the coins availabl e in
787,403,779,800 at the end of the year.

4. Domestic Correspondents

Thisitem reached TL 274,039,540,549,458 at theadrte year. It consists of both
Correspondents Accounts opened at T.C. Ziraa
Correspondent Agreement, which totaled TL 549,458 and the foreign exchange deposit

accounts at dosastic banks, which amounted to TL 274,039,540,000,000 at the end of the

year.

5. Securities Portfolio

This item consists of the Government Debt Securities bought pursuant to Article No. 52 of
Central Bank Law No. 1211, Government Securities given by thaslry in accordance with



Article 61 and provisional Article 9 of the Central Bank Law to compensate for exchange rate
differences arising from the revaluation of gold, foreign exchange and foreign currency assets,
the liabilities of the Bank and shotérm advances. The Government Debt Securities replace

the claims capitalized from the Treasury and other public institutions in accordance with
Arbitration Laws No. 2974 and No. 3836. It also includes the special Issue Government Debt
Securities taken from éhTreasury against the debt of the Agricultural Products Office to the
Central Bank and the government debt securities taken in accordance with the 1996 Budget
Law No. 34, the 1997 Budget Law No. 31, and the 1998 Budget Law No. 36 against the
interest rate of the aforementioned government debt securities, and the amount deposited to
the Government Bonds Account by the Central Bank as the legal reserves requirement in
accordance with Article No. 33 of Banking Law No. 3182. Government Securities and
Governmat Bonds are recorded at the purchasing cost pursuant to the Law on Tax Procedure.

Due to the repurchase and reserve repurchase operations between the Central Bank and other
banks, increases and decreases inrfihiesiotem
portions of @AThe Repurchase Agreementso item
assets and the liabilities sides of the balance sheet. The balance of the Securities Portfolio

was
TL 2,385,789,667,766,000 at the end of the year.

6. DomesticCredit

Domestic loans amounting to TL 346,875,211,855,340 in 1997 decreased by a total amount of
TL 337,776,851,953,600, resulting from a decline of TL 337,640,144,553,600 in the public
sector and a decrease of TL 136,707,400,000 in the banking seasarediching TL
9,098,359,901,740 in 1998. The breakdown of the item is as follows :

Turkish lira

A) Public Sector: 1,559,260,244,740

a) The Treasury

i- Shorti term Advances to the Treasury

b) Public Sector Institutions

c) State Economic Enterprises 1,559,260,244,740
B) Banking Sector

a) Commercial 7,539,099,657,000
b) Agricultural

¢) Industrial

d) Advances Against Bonds

e) Other

9,098,359,901,740



7. Open Market Operations

This item reached TL 1,830,590,872,422,500 at the end of the year, with an increase of TL
1,083,739,140,245,000 compared to the previous year. Of this total, TL
1,587,950,872,422,500 represents the debt arising from securiipdramusactions of the

banks made to the Central Bank in cash. The cash debts of the banks due to money market
operations was TL 242,640,000,000,000.

8. Foreign Credit

This account shows the credit extended in accordance with the Banking Agreements between
the Central Bank of the Republic of Turkey and the Central Banks of Iraq and Sudan. It also
includes the credit extended against the bills that were issued by the Vnescheconombank of
the Russian Federation against the wheat exports made by the Soilt&foffice to that

country and bought by the Central Bank, as well as the credit extended by the banks abroad so
as to finance the claims of exporters who sell in installments. At the end of the year, the
balance of this account was TL 395,516,833,359,6Q0al to 1,264,763,473 US dollars.

9. Share Participations
The balance of this account was TL 1,526,872,335,000 at the end of 1998.

In accordance with Article 3 of Central Bank Law No. 1211, this item consists of the Central
Bankbébs accounts of 5,000,000 swiss francs ag
Settlements in Basel and 385,000 Belgian francs in the Bank for Worldwideanke

Financial Telecommunication (SWIFT). The value of these participations is calculated at the

rate of 1 gold Swiss franc = TL 304,676 and 1 Belgian franc = TL 9,071.

10. Fixed Assets
This item consists of the buildings, plots, furniture and fixtures owned by the Central Bank.

The total réappreciated cost of the real estate of the Central Bank, except for the plots, was
TL 25,791,139,011,014. After deducting the accumulated deprecatiounts over the cost
value of the buildings and the accumulated depreciation amounts, which are subject to a
yearly reappreciation amounting tdL 1,865,548,955,614, the net value of the real estate
was TL 23,925,590,055,400. This real estate is etstor TL 13,258,256,955,000.

After deducting the rappreciated depreciation amount of TL 2,603,815,561,784 from the
cost value of

TL 7,767,031,748,217, including the-appreciation made in previous years as of 1990, the
net cost value of the

Furnitureand Fixtures was TL 5,163,216,186,433, and they were insured for TL
2,296,295,106,827.

11. Claims under Legal Proceedings

The balance of this account at the end of the year was TL 4,825,560,000. This account shows
the Claims in Prosecution arising froneth debt s of KK - | Kredi Bank:



Bankaséodo to the Centr al Bank, whose bankrupt
March 12, 1986 respectively, together with the principal, interest and tax.

12. Accounts to be Redeemed and Activated &ms

This item was in balance, and its breakdown is shown below :

A-Claims Activated in Accordance with Law of Consolidation No. 3836:

This item was settled through Government Securities given by the Treasury in 1993.
B-The Revaluation Difference in Accora&nce with Article 61 of the Central Bank Law:
a) Liquidated:

The positive exchange rate difference has been listed under the liabilities column since 1996;
therefore, no balance could be observed.

b) To be Liquidated:

The positive exchange rate differeres been listed under the liabilities column since 1996;
therefore, no balance could be observed.

13. Miscellaneous Receivables

This item, which shows the balance of the claims amounting to TL 79,000,747,145,367 at the
end of the year, consists of the aglént of TL 924,509,768,500 in foreign exchange, and TL
78,076,237,376,867, the breakdown of which is as follows:

-Advances and Deposits 126,841,884,712
-Temporary Tax and Income Tax and Fund Share 77,429,464,317,500
-Other 519,931,174,655
TOTAL 78,076,237,376,867

14. Other Assets
This item shows various claims of the Bank, amounts to a balance of TL 119,878,162,568,412

at the yearod6s end, and consists of TL 115, 99
3,884,697,752,000 in foreign exchange. The breakdown is as follows:

TL Foreign Exchange



Accounts Accounts

inTL inTL Total TL
a) Convertible TL
Debtors
15,822,900 - 15,822,900
b) Transitory 115,993,448,993,512 3,884,697,752,060 119,878,146,745,512
Debtors
Accounts
115,993,464,816,412 3,884,697,752,060 119,878,162,568,412
LIABILITIES:

1. Currency Issued

The yearend balance of banknotes in circulation, issued in accordance with Article 36 of the
Central Bank Law, amounted to TL 1,328,542,400,922,800.

2. Liabilites to Treasury
A- Gold :

The gold claims of the Treasury, 345,574.68 net grams, amountedX®8T106,346,000, an
increase of

TL 255,645,378,000 compared to last year. This increase is due to the devaluation of the
Turkish lira against the US dollar, amounting to TL 497,114,014,000, and the revaluation of
gold prices on a parallel with internatedrmarkets, amounting to

TL 241,468,636,000.

B- Other :

This item, which shows the liabilities to the Treasury, amounted to TL 60,004,256,989,214 at
the end of 1998.

3. Foreign Correspondents

This account represents the sum of TL 4,226,742,567,000 daltaathe yeaend

evaluation rates. It denotes the Central Bank's debt to Correspondents abroad and consists of
TL 2,328,027,572,000 in convertible rates and TL 1,898,714,995,000 ioomwertible rates.

A- Convertible:

Convertible foreign exchange lidéibes reached TL 2,328,027,572,000 decreasing by TL
3,853,677,831,000 compared to the year before and consisting of the amounts of the foreign

correspondents with the Central Bank.

B- Non-Convertible:



This is the total of the credit balances of the foreign correspondents' accounts opened in
Agreement dollars in accordance with bilateral agreements. The nostro accounts amounted to
TL 1,898,714,995,000 at the end of the year, the equivalent of 6,071,613 .8ollars.

4. Deposits

The breakdown of this account, which showed a-gearbalance of TL
7,083,336,551,214,546, is as follows:

A) Public Sector

a) Treasury, General and Annexed
Budget Administrations

i) Treasury

li) Gen. Budget Adm.

lii) Annexed Budget Adm.
b)Publ éc Economic
c) State Economic Enterprises

d) Other

B) Banking Sector

a) Free Deposit of Domestic Banks

b) Foreign Banks

¢) Required Reserves
(Article 40 of the Central Bank Law)

i) Cash

ii) Gold (Net gram)
d) Other

C) Miscellaneous

a) Foreign Exchange Deposits by

Citizens Abroad

b) Other

D) International Institutions

E) Extrabudgetary Funds

a) Savings Deposit Insurance Fund

b) Other

Institut

Turkish Lira

228,909,418,835,761

212,895,263,642,458

173,430,967,864,778

13,751,586,046,718

25,712,709,730,962

14,114,214,550

22,182,792,784

15,977,858,185,969

782,586,330,039,817

88,190,356,329,574

134,605,016,243

694,261,368,694,000

694,261,368,694,000

2,032,904,164,338

2,032,904,164,338

2,063,501,585,786

16,547,215,315,844

6,686,758,000

16,540,528,557,844

Foreign Exchange

519,755,968,531,000

518,793,644,405,560

291,170,155,804,000

227,623,488,601,560

921,112,296,500

41,211,829,000

1,375,261,044,165,500

421,501,542,846,560

953,759,501,319,000

953,759,501,319,000

4,008,498,480,976,500

4,005,515,931,389,000

2,982,549,587,560

147,681,687,600,000

124,064,789,231,500

23,616,898,368,500



Total 1,032,139,369,941,546 6,051,197,181,273,000

5. Open Market Operations

The balance of this account, which represents the debt of the Central Bank to banks arising
from money and securities market transactions, increased by TL 829,286,986,313,500 and
reached TL 1,557,599,954,905,500 at the end ofehe.

6. Foreign Credit

This account shows the Central Bank's debits consisting of the short, medium atetriong

debts obtained from foreign sources in accordance with credit agreements and the convertible
Turkish lira deposit accounts which were trans@ into the Central Bank's liabilities. It

amounted to TL 4,026,109,587,500 at the end of the year.

7. Advances, Collaterals and Deposits Collected Against Letters of Credit & Import
The balance of this item was TL 112,129,027,950,046 at the end afaheOf this total, TL
4,324,512,046 represents the goods, equivalents and guarantees deposited at the Bank

pursuant to import regulations. The equivalent of the credit transactions of foreign exchange
sales amounted to TL 112,124,703,438,000.

8. Notes andRemittances Payable

The yearend balance of this account amounted to TL 3,571,558,409,000. It consists of
payment orders to be paid to beneficiaries and amounts to TL 255,698,500 in Turkish lira: TL
3,564,851,019,500 in convertible and TL 6,451,691,00mconvertible foreign exchange.

9. Capital

Under Article 5 of Central Bank Law No. 1211, the capital consists of 250,000 shares, each

with a nominal value of
TL 100,000. The breakdown of the stocks is as follows:

Number

of % of
Category Shares Total Total TL
A 136,832 54,73 13,683,200,000,
B 58,002 23,20 5,800,200,000,
C 6,833 2,73 683,300,000,
D 48,333 19,34 4,833,300,000,
250,000 100,00 25,000,000,000,

10. Reserves



The total of the reserve funds retained in accordance with the relevant laws amounted to TL
85,701,244,190,116 and the breakdown is as follows:

A. Ordinary Reserve Fund (Article 60 of Law No. 1211) 45,287,661,106,400
B. Extraordinary Reserve Fund (Article 60 of Law No. 1211) 18,115,566,420,160
C. Special Reserves (Article 59 of Law No. 1211) 8,756,311,685

D. Reserve for Future Losses
(Article 32 of Banking Law No. 3182)

25,000,000,000

E Valuation Adjustment Fund (Laws No. 2791 and 3094). 22,229,512,363,396

F. Cost Adjustment Fund
(General Communi qu® on Corporation Tax No

34,747,988,535

85,701,244,190,116

11. Provisions

Provisions are retained out of the Bank's gross profit to meet various risks and this account
amounted to

TL 1,957,865,840,300.

A. Provisions for the decrement of bonds 11,936,200

B. Provisions for the Transport Insurance of Valuables such as banknotes, 1,952,778,189,600

foreign exchange, etc.

C. Provisions for contingencies due to the yed exchange adjustments 250,153,800
of Foreign Exchange Holdings
D. Provisiongsfor bad and doubtful debts 4,825,560,700

1,957,865,840,300

12. FX Revaluation Differences
The yearend balance of this account amounted to TL 499,635,979,046,750.

A-Revaluation Differences as per Articl
a) Liquidated:

This item was settled as of the end of 1997.

b) To be Liquidated:



The beneficiary exchange rate difference of TL 499,635,979,046,750 which is due to the
revaluation of gold, foreign exchange and foreign currency assets and liabilitieBahthan
1998 will be liquidated in accordance with Article 61 of Central Bank Law No. 1211.

13. Miscellaneous Payables

This account amounted to TL 13,112,762,906,290 at the end of the year and consists of the
Centr al Bankds debts of
TL 2,130,737,509,790h Turkish lira and TL 10,982,025,396,500 in foreign exchange.

14. Other Liabilities

This item amounted TL 564,938,704,178,778 at the end of the year, consisting of the Central
Bankoés debts of
TL 519,396,211,213,778 in Turkish lira and TL 45,542,492,965,000 in foreign exchange.

IV.2. PROFITS FOR THE 1998 ACCOUNTING YEAR AND THEIR
DISTRIBUTION

T h e n edfthepQemral Bank for 1998 was TL 298,423,646,379,970. The distribution of
this profit, pursuant to Article
of the Central Bank Law No. 1211, is specified as follows:

DISTRIBUTION OF THE 1998 PROFIT

Net Profit of 1998 298,423,646,379,970
A. Reserve Funds
Ordinary Reserve Fund 59,684,729,276,000

Extraordinary Reserve Fund 23,873,741,710,400 (-) 83,558,470,986,400

B. Shareholders

First Dividends 1,500,000,000
Second Dividends 1,500,000,000 (-) 3,000,000,000
C. Bonus to Personnel 821,050,000,000 (-) 821,050,000,000

D. Taxes and Funds

Corporation Tax 62,106,814,500,000
Income Tax 37,020,133,132,060
I.T. Fund Share 9,912,694,763,000 (-)109,039,642,395,000

Remainder 105,001,482,998,570



Each share has a nominal value of TL 12,000, derived by dividing the total dividends of
TL 3,000,000,000 by the number of allotments, 250,000.

We hereby present this report to the General Meeting of the Central Bank and submit for your
approval the distribution of the profit to the shareholders in conformity with the framework
outlined above as of April 6, 1999 and also request the authorizditibe Board to

determine the method and the date of payment for bonuses to be accorded to the personnel. As

a final remark, we deem it our duty to express our gratitude to all of the personnel of the
Central Bank for their successful performance.

THE REPORT OF THE AUDITORS COMMITTEE FOR 1998,
THE SIXTY -SEVENTH ACCOUNTING YEAR OF
THE CENTRAL BANK OF THE REPUBLIC OF TURKEY

The Auditors Committee has thoroughly examined the activities and the resulting statements
of the 1998 Accounting Year of tligentral Bank of the Republic of Turkey, within the
framework of the provisions of the related legislation and concluded that:

1- The cash, gold holdings, effective stock and securities in the service and reserve vaults of
the Head Office and Branches, winiwere inspected at random, are in conformity with the
records, and the legal books and these values are kept and administered in accordance with
regulations,

2-The | egal books and the books subject to
goad order and in confirmity with the law as well as the main contract, the direct and indirect
domestic loans extended by the Bank are kept within the limits set forth,

3- The Balance Sheet and the Profit and Loss Statement as of December 31, 1998 are
desigred to give comprehensive and correct information in confirmity with the honest and
systematic principals of accounting and the rules of assessment stated in the Law;
classification, registration and the summary of the financial transactions, operatidissand
tables are in conformity with the widely accepted rules and standards of accounting; the
accounts are true and explicit so as to satisfy evaluations having various views and purposes,

4- The table related to Net Profit Distribution is prepared in accordance with Article 60 of
Law No0.1211,

5- The Bank has performed its duty and carried out its authority as specified by the laws and
as economic conditions deem necessary and followedcasafal and harmonious monetary
policy despite the hard and negative economic conditions,

6- Transfering the deposit accountsat T.C. Zik@n kas & whi ch i1 s our c
as the Central Bank of the Northern Cyprus Republic of Turkey hasveossults,

7- The Incentive for Early Retirement so as to be in conformity with the staff norm
determined according to the current needs of the Bank has positive consequences and
economizes resources even in a very short period,

or



8- Legal actions regardingabilities which were referred to courts by the Bank have not yet
been concluded,

In conclusion, we hereby submit the Balance Sheet and the Profit and Loss Statement,
arranged according to the principles and procedures upon which we have mutually agreed

with the Board of Directors, for the approval of the General Assembly.

Auditors Committee Member Auditors Committee Member
Hi | mi Ok - u Mete ¥kte
Auditors Committee Member Auditors Committee Member

M. Saim Uysal Aydemir Ko-



THE CENTRAL BANK OF THE REPUBLIC OF TURKEY

BALANCE SHEET AS OF DECEMBER 31, 1998

Amount of Amount of Total of Turkish Total of Foreign
Turkish Currency Foreign Currency  Currency Accounts Currency Accounts Total
ASSETS Accounts (in TL.) Accounts (in TL.) (inTL.) (inTL.) (in TL.)
|- Gold

A- International St. (Net 316,496,753,412,5
Gr a msl)6489.408.70 0

B- Non-International St (Net 8,820,620,640,00( 325,317,374,052,5
Grams).3.249.293.82 0

Il - Foreign Exchange

A- Convertible

a Foreign Banknotes 147,588,229,735,50

éééééeée. . é
b- Correspondent Accounts 6,019,556,440,050, 6,167,144,669,785,
ééé. . ¢ 00 00
B- Non Convertible

& Foreign Banknotes 346,336,032,50(C

ééééeeée. . é. ..
b- Correspondent Accounts 39,439,933,00C 385,775,965,50C 6,167,530,445,751,
éé. . éé 00

Il - Coins 787,403,779,80C 787,403,779,80C

IV - Domestic Correspondents 549,458 274,039,540,000,0 274,039,540,549,4
0 8

V- Securities Portfolio
A- Government Securities

a Bonds 1,261,402,261,293,0C

6. é6é6é6éééééé.
b- Treasury Bills 1,124,362,406,473,0C 2,385,764,667,766,
é. éééééé. . 00

B- Other 25,000,000,00C 2,385,789,667,766,

. eéeéeeéeée. 00

VI - Domestic Credits
A- Public Sector
a Treasury

i- ShortTerm Advances to the
Treasury

ii- Other (Net)

. 6. 6é6éééecé
b- Public Economic Institutions

i- Commercial

.é. . éé6¢é6é66eéé. ..
c- State Economic Enterprises

i- Treasury Guaranteed Bills
é. ééé.
ii- Commercial Bills

é. . 66éé¢é. .



iii - Other 1,559,260,244,74(

e. . eeeeee. .

B- Banking Sector
a Commercial

i- Export

é. . 6é6é¢ééeééé.

ii- Other 7,539,099,657,00(

.éééeééeééeé. .
b- Agricultural

i- Agricultural Credit
Cooperatives ¢

ii- Unions of Agricultural

Sales Cooperatives

eeeeeecee

iii - Other
é.6é6ééééeé. .. éé
c- Industrial

.é. . éé6éééééé.

d- Advances against Bond
Collaterals

e- Other
é.é.6é¢ééééééé.
VII - Open Market Operations

A- Repurchase Aggreements
é. . éé.
a.Cash

i- Foreign Exchange

. 6. é6éééé. ..

ii- Securities 1,587,950,872,422,5(
é.é66..6¢é¢éé¢é¢é¢é

b- Securities

ééééeéeée. ééé

B- Other

é. . é6é¢ééeeeée. é¢

VIII - Foreign Credits

IX - Share Participations
X- Fixed Assets

A- Building and building sites 25,791,139,011,01:

Depreciation allowance for (1,865,548,955,61+«
Real Estate ()

B- Furniture and fixtures 7,767,031,748,21°
Depreciation allowance for (2,603,815,561,78¢
Furniture and Fixtures (-)

XI- Claims under Legal
Proceedings

XIl - Consolidated Claims &
FX Revaluation
Differences

A- Claims under Consolidation
Law

1,559,260,244,74(

7,539,099,657,00( 9,098,359,901,74(

1,587,950,872,422,

00
242,640,000,000,0 1,830,590,872,422,
0 00

395,516,833,359,5 395,516,833,359,5
0 0

1,526,872,335,00C 1,526,872,335,00(

23,925,590,055,40(
5,163,216,186,43! 29,088,806,241,83!
4,825,560,70C 4,825,560,700



No. 3836

B- Revaluation Differences as

per
Art . 61 of the
Law

a Liquidated

éééééeée. . é. 6. ..

b- To be Liquidated

Xl - Miscellaneous
Receivables

XIV - Other Assets

Regulating Accounts

Buildings insured for TL:
ééé. . éé613,258,256, 955,00

Furniture and Fixtures insured for TL....
2,296,295,106,827

TOTAL
éééé. .

78,076,237,376,86°  924,509,768,50C 79,000,747,145,36.

115,993,464,816,4 3,884,697,752,00( 119,878,162,568,4
2 2

4,458,250,259,055, 7,159,919,652,378,
10 00

11,618,169,911,43¢
810

) 30,796,311,898,12:

THE CENTRAL BANK OF THE REPUBLIC OF TURKEY

BALANCE SHEET AS OF DECEMBER 31, 1998

Amount of Turkish

Currency Accounts

LIABILITIES (in TL.)

I- Currency Issued

11 - Liabilities to Treasury

345.574,68
B- Other (Net)

eeeeeeee. . .

11l - Foreign Correspondents

A- Convertible

ééeeeée. é.

B- Non-Convertible

é. 6é6é6ééé.
IV - Deposits
A- Public Sector

a Treasury, General and

Annexed Budget Administratior 212,895,263,642,45!
éé. .

b- Public Economic Institutions 14,114,214,55C

Amount of

Foreign Currency  Currency Accounts

Accounts (in TL.)

518,793,644,405,5
0

400
Prevailing rediscount and advance rates:
Against bills to mature max. in 3 months:
-Rediscount rate............cceeevriennene % 67.00
-Advance rate...........
Total of Turkish Total of Foreign
Currency Total
Accounts
(in TL.) (in TL.) (in TL.)
1,328,542,400,922, 1,328,542,400,922,
00 00

938,106,346,00C

60,004,256,989,21« 60,942,363,335,21+

2,328,027,572,00(

1,898,714,995,00C  4,226,742,567,00(



éé. .

c- State Economic Enterprises 22,182,792,784 921,112,296,50(

. é. . é.
d- Other 15,977,858,185,96¢ 41,211,829,00C 228,909,418,835,7€ 519,755,968,531,0

0

B- Banking Sector
a Free Deposits of Domestic 88,190,356,329,57: 421,501,542,846,5
Banks éé 0
b- Foreign Banks 134,605,016,24%
éeé. .. ééée. é
c- Required Reserves
(Central Bank Law, Art. 40)
éé. . é..
i-Cash 694,261,368,694,000 953,759,501,319,0

.éééeéeééée. é 0
ii-Gold (Net Gr)
.éééééeéeeée. é.
d- Other 782,586,330,039,81 1,375,261,044,16¢
ééééeéeée. . ééeé. é 500
C- Miscellaneous
& Foreign Exchange Deposits 4,005,515,931,389,
by Citizens Abroad 00
b- Other 2,032,904,164,33¢ 2,982,549,587,50( 2,032,904,164,33¢ 4,008,498,480,97¢

. 6. éé6eéeééeéé 500
D- International Institutions 2,063,501,585,78¢
E- Extrabudgetary Funds
& Saving Deposits Insurance 6,686,758,00C 124,064,789,231,5
Fund. 0
b- Other 16,540,528,557,84« 23,616,898,368,50( 16,547,215,315,84« 147,681,687,600,0 7,083,336,551,214,
. éééééééééééeé 0 46
éé. .
V- Open Market Operations
A- Repurchase Agreements
é.é6é6éééé. . 6. .
a Cash:
i- Foreign Exchange
ééé. . ééé. ééeé.
ii- Securities
.é. . ééééééééeé
éé
b- Securities 1,557,599,954,905,5( 1,557,599,954,905,
.ééééééeéécéceé 00
éé
B- Other 1,557,599,954,905,

00

VI- Foreign Credits
A- Short-Term 156,386,909,00C
éééééééé.  eééé
é. .
B- Medium and Long-Term 3,869,722,678,50( 4,026,109,587,50(
éééée. . eéé. . ¢

VII - Advances, Colleterals and



Deposits Collected

Against Letters of Credit &
Import

A- For Letters of Credit

B- For Import 4,324,512,046
VIII - Notes and Remittances 255,698,500
Payable

IX - Capital 25,000,000,00C
X- Reserves

A- Ordinary and 63,403,227,526,50(
Extraordinary Reserves
ééé.

B- Special Reserves (Central 8,756,311,685
Bankodés Law, Ar

C- Reserve for Future

Losses (Art. No.32 of 25,000,000,00C

Banking Law)

éééééeeeece. . é
é

D- Valuation Adjustment
Fund

22,229,512,363,39¢

eeeeeee. . e.

E- Cost Adjustment Fund 34,747,988,53¢

.ééé. . ééééé. e

Xl - Provisions 1,957,865,840,30(

XIl - FX Revulation
Differences

A- Revaluation Differences as

per.
Art. 61 of Central Bank Law

a) Liquidated
ééééééééeééeéé

éé

b) To be Liquidated

eeeeeeeeee. .

499,635,979,046,75! 499,635,979,046,75

éé

Xl - Miscellaneous Payables 2,130,737,509,79(

XIV - Other Liabilities 519,396,211,213,77

XV - Profit 298,423,646,379,97

T O T A 5,386,499,353,496,

10

Regulating Accounts ~ € E GG 666666 EEEEEEEEEE6666666E6

112,124,703,438,0
0
112,129,027,950,04
3,571,302,710,50C  3,571,558,409,00(

25,000,000,00C

85,701,244,190,11¢

1,957,865,840,30(

499,635,979,046,75

10,982,025,396,50 13,112,762,906,29(

45,542,492,965,00 564,938,704,178,77

298,423,646,379,97

6,231,670,557,93"
500

11,618,169,911,43:
810

30,796,311,898,12:
400



THE CENTRAL BANK OF THE REPUBLIC OF TURKEY

Profit and Loss Account as of
December 31, 1998

DEBIT
Turkish Lira
Interest Paid 664,098,819,146,15
Non-Interest Paid 381,992,642,035,73
Staff Expenses 51,887,248,337,95
Other Expenses 10,723,217,872,98

Net Income 298,423,646,379,97



TOTAL

CREDIT

Interest Income

Non-Interest Income

Permanent Participations

1,407,125,573,772,7¢

Turkish Lira

832,430,930,058,13

574,123,437,714,65

571,206,000,00



TOTAL 1,407,125,573,772,7¢



THE CENTRAL BANK OF THE REPUELIC OF TUREEY

ORGANIZATION CHART
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STATISTICAL TABLES

TABLE 1
Macro Balance ( at current prices )

(in billions of TL)

1994 1995 1996 1997 1998(1)
GNP 3887 90¢ 7 854 887 14 978 067 29 393 26: 52 985 02¢
Foreign resources -57 323 253 72¢ 722 322 1117 08¢ 2 455 94¢
Total resources 3830 58( 8108 617 15 700 38¢ 30510 35: 55 440 97"
Total investment 839 69t 1988 49¢ 3690 31( 7 389 743 13 677 35¢
Public 141 42C 299 57¢ 796 97¢ 1866 021 3337247
Private 698 274 1688 92« 2893 33t 5523 72¢ 10 340 10¢
Fixed capital investment 952 322 1882 22¢ 3757 81z 7728 37: 13 753 57¢
Public 192 052 329 51¢ 764 42¢€ 1 733 05( 3262 06(
Private 760 27C 1552 71( 2993 38¢ 5995 327 10 491 51¢
Changes in stocks -112 627 106 274 -67 502 -338 62¢ -76 222
Public -50 632 -29 940 32549 132971 75 187
Private -61 995 136 214 -100 051 -471 59¢ -151 40¢
Total consumption 2990 88¢ 6120 117 12 010 07¢ 23120 60: 41 763 62:
Public disposable income 372 154 743 95E 1211481 3 383 09¢ 4980 72z
Public consumption 414 743 750 61¢ 1 466 84: 3 140 44¢ 5938 38t
Public savings -42 589 -6 664 -255 362 242 64% -957 665
Public investments 141 42C 299 57¢ 796 97t 1866 021 3337 247
Public (SI) -184 00¢ -306 23¢ -1 052 337 -1 623 37¢ -4 294 91(
Private disposable income 3515 74¢ 7 110 93: 13 766 58 26 010 16¢ 48 004 307
Private consumption 2 576 14: 5 369 49¢ 10 543 23¢ 19 980 15« 35 825 23¢
Private savings 939 60€ 1741 43¢ 3223 35( 6 030 01¢ 12179 07:
Private investments 698 274 1688 92« 2893 33t 5523 72¢ 10 340 10¢
Private (SI) 241 33z 52 510 33001t 506 287 1838 96:
Private savings ratio 26.7 245 23.4 23.2 25.4
Total domestic savings 897 017 1734 77(C 2 967 98¢ 6 272 65¢ 11 221 40¢

Fixed capital invest./ GNP 245 24.0 25.1 26.3 26.0



Domestic savings / GNP

Source: State Planning Organization.

(1) Estimate.

GNP
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Total resources

Total investment

Public

Private

Fixed capital investment
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Public
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Public disposable income
Public consumption
Public savings

Public investments
Public (SI)

Private disposable income
Private consumption
Private savings

Private investments
Private (SI)

Private savings ratio
Total domestic savings
Fixed capital invest./ GNP

Domestic savings / GNP

Source: State Planning Organization.

(1) Estimate.

23.1
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TABLE 2

19.8

MACRO BALANCE (at 1994 PRICES)

(in billions of TL)

1994
3887 90:
-57 323
3830 58(
839 69E
141 42(
698 274
952 322
192 052
760 27C
-112 627
-50 632
-61 995
2990 88¢
372 154
414 745
-42 589
141 42(
-184 00¢
3515 74¢
2 576 142
939 60€
698 274
241332
26.7

897 017
245

23.1

1995
4197 09t
75 260
4272 35¢
1094 91«
174 78t
920 12¢
1037 78¢
190 87¢
846 907
57128
-16 094
73222
3177 441
421 047
424 962
-3917
174 78t
-178 70z
3 776 04¢
2752 47¢
1023571
920 12¢
103 44z
27.1
1019 65¢
24.7

24.3

TABLE 3

1996

4 495 95¢
80 465

4 576 42¢
1148 09¢
255 142
892 95:
1168 72¢
245 19¢
923 52¢
-20 629
9947

-30 576

3 428 32¢
349 662
441 521
-91 858
255 142
-347 001
4 146 29¢
2986 801
1159 48¢
892 95%
266 53€
28.0
1067 631
26.0

23.7

21.3

1997

4 868 69:
105 684
4974 37¢
1281 16¢
332031
949 13¢
1338 091
309 67¢
1028 41:
-56 922
22 352
-79 274

3 693 20¢
506 857
461 38€
45471
332031
-286 55¢
4361 83¢
3231 82(
1130 01¢
949 13¢
180 87¢
25.9
1175 48t
275

24.1

1998(1)

5 087 78:
125 70¢
5213 49(
1374 56
341 11¢
1033 44t
1381 99:
333 78¢
1048 20¢
-7 432
7331
-14 763
3838 93¢
399 581
506 161
-106 58¢
341 11¢
-447 69F
4 688 201
3 332 76¢
1355 43;
1033 44t
321 987
28.9
1248 85;
27.2
245



Agriculture

Industry

Construction

Commerce
Transportation

Financial institutions
Home ownership
Professions and services
(-) Imputed bank services
Government services
Non-profit private services
Import tax

GDP

Net foreign income

GNP

Gross National Product (at current producer prices)

(in billions of TL)

Source: State Institute of Statistics.

(1) Provisional (as of the end of September 1998).

Agriculture

Industry

Construction

Commerce
Transportation

Financial institutions
Home ownership
Professions and services
(-) Imputed bank services

Government services

1994 1995
598 168.¢ 1218178.1
1019 767 .« 2042394.8
263 719.¢ 426 214.9
760 918.7 1587 690.8
514 110.C 981 069.9
115011 322 589.9
127 918.( 249 169.5
142 794.¢ 287 000.2
163 471.2 270 343.6
344 529.¢ 619 784.7
9 069.¢ 14 576.7
135 892.( 284 130.0
3868 429.: 7762 456.1
194731 92431.1
3887 902.¢ 7 854 887.2
TABLE 4

1996

2489 773.¢
3716 528.«
857 761.¢
3022 314.%
1941 574.:
732 340.1
442 934.¢
554 079.¢
709 234.7
1238 527.:
26 922.4
458 588.¢
14772 110.:
205 957.1
14 978 067.

1997

4170 001.:
7293 185.¢
1743 240.«
5985 402.
4018 612.¢
1474 426..
850 331.¢
1067 451.c
1371 710.(
2579910 .(
53020.€
972 011.c
28 835 883.:
557 379.(
29393 262.:

Gross National Product (at 1987 producer prices)

(in billions of TL)

1994
14 358.2
24 775.C

6144.4
18 455.2
11835.1

2416.€

5116.7

2098.4

2 066.1

4 370.€

1995

14 640.2
27 765.9
5857.5
20586.7
12511.0
2424.2
5224.2
2251.9
2 059.5

4481.5

1996
15284.4
297435

6200.1
224129
13458.1

2476.3

5351.9

2398.7

2072.6

4 468.7

1997

14 927.2
32835.¢
6511.C
25024.
14 485.1
2572.¢
5474.¢
2564.4
2112.¢
4472.¢

1998 (1)

6 365 287.¢
8382759,
2076 452.¢
7273286
4917 3354
2447 397..
1149 617.t
1365 847!
2486 328.(
3294409
42 553.€
1105 162.¢
35933 781.;
930 515.(

36 864 296..

1998 (1)
12 595.¢
25 091.¢€
47955
19 272.¢
11 288.¢
2018.7
4190.7
1998.4
1644.2

33714






