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Prefatory Note

This paper was prepared by George Kopits, Senior Economist in the Fund’s
European Department. He received useful comments from several Fund col-
leagues, and in particular from Peter Hole, Mohsin Khan, Donald Mathieson,
Thomas Mayer, Jayanta Roy, and Riisdii Saracoglu. Lan Pham and Peter Woo
provided computational assistance, and Joslin Landell-Mills provided editorial
assistance. The views expressed are those of the author and do not purport to
represent those of the Turkish authorities or of the International Monetary Fund.

It should be noted that the term ‘‘country’” used in this document does not in
all cases refer to a territorial entity that is a state as understood by international
law and practice. The term also covers some territorial entities that are not states
but for which statistical data are maintained and provided internationally on a
separate and independent basis.
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I Introduction

Following a severe balance of payments crisis in the
late 1970s, in January 1980 Turkey embarked on a far-
reaching stabilization and structural adjustment pro-
gram. To support this effort, the International Mone-
tary Fund, the World Bank, and the Organization for
Economic Cooperation and Development (OECD),
together with bilateral donors, provided substantial
financial assistance in what was then one of the largest
operations of its kind. Over the period 1980-85, the
Fund made available SDR 1.7 billion (of which SDR
1.5 billion was utilized) under a series of stand-by
arrangements and the Bank extended US$1.6 billion
in structural adjustment loans (SALs). In addition,
large amounts of debt falling due over several years,
as well as arrears to official and private creditors, were
restructured.

The Turkish adjustment rested on policies to restrain
the growth of domestic demand and on structural
reforms to augment supply through an improved al-
location of resources. The reforms, aimed at opening
up the economy and promoting its reliance on market
forces, consisted primarily of the following: broad-
based price liberalization, including flexible determi-
nation of exchange and interest rates; trade liberali-
zation; liberalization of the exchange and payments
system; financial sector reform; streamlining of non-
financial public enterprises; and tax reform. Thus,
besides moving toward external and domestic stability,
Turkey underwent an outward- and market-oriented
transformation.

Notwithstanding a substantial deterioration in its
terms of trade and generally weak import demand in
industrial country markets, Turkey experienced an
export-led economic recovery. The external current
account deficit, which was equivalent to nearly 6
percent of gross national product (GNP) in 1980, had
fallen to 2 percent of GNP by 1985, as the share of
merchandise exports more than tripled to reach an
unprecedented 15%2 percent of GNP. The rate of
inflation (measured in year-to-year changes in whole-
sale prices) decelerated from almost 120 percent in the
first quarter of 1980 to 34 percent in the first quarter
of 1986. The adjustment appears to have entailed only
small costs in terms of forgone growth and employ-
ment. Following a two-year contraction of output,

during 1981-85 annual real GNP growth averaged 42
percent and more than 0.8 million nonagricultural jobs
(net) were created.

While the Turkish experience is widely seen as a
successful case of economic liberalization and stabi-
lization, the adjustment process has not yet been
completed. The international community is particularly
interested in how far the Turkish adjustment record
justifies the financial assistance provided, in part through
substantial use of Fund resources. This and other
issues, involving the nexus between economic policies
and results, comprise the focus of this study. The
paper examines the policy measures adopted between
1980 and 1985, the context in which they were imple-
mented, and the performance that ensued during that
period. It concludes with a broad assessment of the
adjustment effort and discusses some tentative lessons
for policy formulation.

However, the subject under scrutiny transcends the
case of Turkey. On the one hand, following the
initiative of U.S. Treasury Secretary Baker at the 1985
Annual Meetings of the Board of Governors of the
Fund and the World Bank in Seoul, there has been an
evolving consensus about the need to provide large-
scale financial support by multilateral institutions and
commercial banks to heavily indebted countries which
are ready to adopt economic programs—similar to the
one implemented in Turkey—aimed at the twin objec-
tives of equilibrium and growth. On the other hand,
in the wake of comparable, albeit less successful,
experiments conducted elsewhere—particularly in the
Southern Cone of Latin America in the second half of
the 1970s—some observers have become increasingly
disillusioned with various aspects of liberalization
programs. Apart from those who question such pro-
grams on philosophical grounds, there are those who
are concerned about the magnitude, order, and mix of
liberalization and stabilization measures. and the at-
tendant external financing. Drawing on the case of
Turkey, this paper seeks to shed light on the appro-
priate sequence and content and the suitability of such
policy packages for developing economies. The rea-
sons that set the Turkish case apart from less successful
adjustment experiences should provide a useful input
for future liberalization-cum-stabilization efforts.
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II Background

For half a century, from the advent of the great
depression through the end of the 1970s—except for
a short-lived liberalization in 1950-53—Turkey fol-
lowed an inward-looking economic strategy with heavy
reliance on government intervention. Besides erecting
barriers to trade and financial flows, the Government
assumed a leading role in the economy by creating
public enterprises, both to alleviate the problems
created by the world crisis and to accelerate Western-
style industrialization.'

The inward-oriented approach was formalized under
the first two five-year plans (1963-72) setting ambitious
targets for industrial growth to be achieved through
stepped-up capital formation and import substitution.
Nonfinancial public enterprises (known in Turkey as
state economic enterprises or SEEs), which accounted
for a large share of productive capacity, were primarily
responsible for realizing these targets and had virtually
unlimited access to financial resources and protection
from foreign competition. The trade regime had be-
come, in fact, a major instrument of industrial devel-
opment; restrictions proliferated in the form of import
and export licensing, quotas, and high customs duties,
supplemented with numerous surcharges and advance
import deposit requirements. As partial relief for these
levies and domestic indirect taxes, rebates were granted
on selected exports. The exchange rate was fixed and
multiple rates were provided for certain basic imported
inputs.? The emergence of a balance of payments crisis
in 1968-70—much like the preceding one in 1954-58—
was met with a tightening of quantitative import
restrictions, followed by a devaluation of the Turkish
lira. The subsequent easing of the foreign exchange
shortage again led to some relaxation of restrictions.

Broadly in accordance with the plan, Turkey entered
the 1970s with rapid economic growth, a low rate of
inflation, and an external current account surplus. This

! Unlike in many other countries where modern economic nation-
alism emerged in reaction to the world depression, in Turkey it also
reflected a much deeper feeling of mistrust toward foreigners, rooted
in the capitulations established during the Ottoman Empire. See,
for example, Okyar (1979).

* For an analysis of Turkey’s trade policies until the early 1970s,
see Krueger (1974).

2

performance was interrupted in 1974 by the first oil
crisis, as Turkey persevered with its growth strategy
during the third five-year plan (1973-77) through con-
tinued high, albeit increasingly less efficient, rates of
capital formation and a refusal to pass the deterioration
in the terms of trade onto domestic prices of energy
and other key SEE products. During 1973-76 real GNP
growth rate averaged 7.2 percent and real fixed in-
vestment increased 16.2 percent yearly, but at the cost
of progressively severe internal and external imbal-
ances over the rest of the decade. The deterioration
in public finances was particularly acute by 1977 when
the public sector borrowing requirement was estimated
to have reached the equivalent of 11.3 percent of GNP
(Table 1), compared with 2.0 percent of GNP in 1973.%
Excess demand, fueled by expansionary fiscal and
monetary policies, contributed to a considerable weak-
ening in the balance of payments and to rising infla-
tionary pressures. The current account of the balance
of payments moved from a surplus of US$0.7 billion
in 1973 to a deficit of US$3.1 billion (6.5 percent of
GNP) in 1977, reflecting a sharp rise in the oil import
bill coupled with stagnation in exports and workers’
remittances. The deficits were financed mainly with
short-term borrowing in part under the convertible
Turkish lira deposit (CTLD) scheme.* With rapidly
falling external reserves, Turkey was not able to meet
mounting import and debt service payments, which
resulted in the accumulation of arrears and a virtual
drying up of normal sources of financing. At the end
of 1977, the stock of external debt totaled US$11.3
billion (more than three times the amount outstanding

¥ An exact measure of the public sector borrowing requirement
is not available at this time because of uneven accounting practices
and coverage. In principle. it encompasses the consolidated financing
requirement, on a cash basis, of the Central Government (consoli-
dated budget, revolving funds and extrabudgetary funds). the local
governments, and nonfinancial SEEs.

+ Between 1975 and 1977, international banks extended substantial
short-term credits to the Central Bank, as well as commercial banks,
mainly for trade financing. The most popular form of foreign
borrowing was the CTLD scheme which authorized Turkish com-
mercial banks to accept deposits from foreign banks and Turkish
nationals working overseas under an exchange rate guarantee
provided by the Central Bank. The local banks, in turn, used these
deposits largely for medium-term domestic lending.
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Background

Table 1. Turkey: Selected Domestic Economic Indicators, 1977-85
1977 1978 1979 1980 1981 1982 1983 1984 1985
(Annual percentage change, unless otherwise noted)

Real GNP 39 2.9 —-0.4 =11 4.1 4.6 33 5.9 5.1
Real domestic demand 4.5 -5.4 -2.2 —1.2 1.6 2.8 4.7 5.5 4.5
Real private fixed investment - 1.5 —6.1 -11.6 —-17.3 —-8.7 5.5 4.7 8.8 7.8
Real foreign balance' ~1.4 9.2 2.0 0.2 2.5 137 ~-1.3 0.3 0.5
Nonagricultural employment 4.2 24 - — 2.5 2.2 2.4 3.7 33
Unemployment rate (percentage of

domestic civilian labor force)? 12.1 12.4 13.6 14.8 15.2 15.6 16,1 16,1 16.3
Broad money (M2) 25.3 32.5 53.7 57.8 72.5 69.7 37.7 49.8 61.5
Expanded broad money (M2X)* anE ; & e s i e ¢ e 56.7 71.9
Quasi-money 8.0 19.5 65.0 73.8 248.4 154.4 338 81.3 78.0
Domestic bank credit* 57.4 493 62.1 89.0 87.1 54.5 30.9 33.0 56.5
Reserve money 33.5 41.2 55.1 47.4 47.8 48.7 38.3 46.9 54.2
Central Bank credit 1o the

public sector® 53.5 41.0 40.6 46.4 35.3 16.1 6.0 6.9 23.0

Reserve money multiplier with
respect to M2 (average annual ratio) 1.82 1.71 1.69 1.81 2.11 2.41 2.40 2.45 2.56
Income velocity (GNP with

respect to M2) 3.2 11.5 11.0 278 —14.3 -21.4 -4.0 6.1 6.5
Interest rate (average annual rate)® 4.8 6.6 9.0 10.8 34.5 37.5 30.0 44 8 459
Implicit GNP deflator 24.5 43.8 711 103.8 41.9 27.5 28.0 50.1 43.6

(In percentage of GNP)
Gross domestic investment 25.0 18.5 18.3 21.4 21.4 20.1 19.7 19.5 20.0
Gross national savings 18.5 16.1 16.2 15.6 18.1 18.4 16.0 16.7 18.1
Central government operations’
Tax revenue 17.3 18.9 18.4 16.9 18.1 17.9 16.7 12.9 13.9
Expenditure 24.7 26.3 27.0 24.2 22,9 21.6 21.9 20.3 19.2
Overall balance —5.3 —4.0 —-4.0 -5.3 -2.7 -2.1 ~3.3 -4.9 ~-2.2
Fiscal impulse® 1.3 - 1.0 —-0.5 0.3 —2.2 —0.6 0.8 2.1 - 1.5
Public sector borrowing requirement” 11.3 10.5 8.5 10.2 6.5 6.1 6.4 8.1 5.2

Sources: Undersecretariat of Treasury and Foreign Trade, State Institute of Statistics, State Planning Organization. Central Bank: and
Fund staff estimates,

! Contribution to real GNP growth.

* Includes disguised unemployment in agriculture, which averages some 4 percentage points.

' M2 plus foreign exchange deposits with commercial banks—virtually nonexistent prior to 1984,

* Calculated in reference to M2 in the preceding year.

* Calculated in reference to reserve money in the preceding year.

® After-tax six-month time deposit rate,

7 Consolidated budget, excluding extrabudgetary and revolving funds. Prior to 1982, fiscal year data (from March through February of the
following year); for 1982 original data (March through December) has been multiplied by 1.2: from 1983 onward. calendar year data—on an
accrual basis.

* Calculated by the annual change in the difference between the cyclically neutral budget balance and the actual budget balance. The
cyclically neutral budget balance is equivalent to the difference between revenue that bears a constant proportion to actual nominal GNP
and expenditure that bears a constant proportion to potential (trend) GNP at current market prices: the proportions are measured in reference
o 1982, the base year.

¢ Estimate of the consolidated borrowing requirement of the Central Government. local governments. and nonfinancial SEEs—on a cash
basis.

three years earlier), one half of it in short-term obli-
gations, and including US$1.7 billion in payments
arrears (Table 2).

From early 1978 onward the authorities made several
attempts to arrest the deterioration in economic con-
ditions, relying mostly on stricter demand manage-
ment. Also, devaluations (of 23 percent in March 1978
and 44 percent in June 1979) and increased export tax
rebates were intended to improve the country’s export
competitiveness. These policies were supported by

two consecutive stand-by arrangements with the Fund,
under which purchases totaled SDR 310 million in
1978-79.° Subject to implementation of the second
arrangement, at the January 1979 summit meeting of
major Western government leaders in Guadaloupe,

*In April 1978, a two-year stand-by was approved for SDR 300
million (150 percent of quota). which was replaced in July 1979 by
a one-year arrangement for SDR 250 million (125 percent of quota).
Neither of the two arrangements was fully utilized.

LIS
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I1 « BACKGROUND

Table 2. Turkey: Selected External Economic Indicators, 1977-85

1977 1978 1979 1980 1981 1982 1983 1984 1985
(Annual percentage change, unless otherwise noted)
Merchandise exports, f.0.b.! —~10.6 30.5 —-1.2 28.7 61.6 25.2 0.3 25,1 11.7
Merchandise imports, f.o.b.' 13.0 —-20.7 10.2 56.0 14.0 0.6 4.4 16.1 8.7
Export volume -19.0 26.1 =20.1 -0.8 61.2 24.0 14.6 23.6 10.1
Import volume 4.3 ~35.2 ~131 14.7 20.7 -0.1 12.1 15.4 8.4
Terms of trade’ —0.6 -7.0 -0.3 -22.7 —8.6 -0.6 -6.0 0.6 1.2
Real efffective exchange rate® 1.1 -3.8 12.7 —22.8 1.9 —-11.4 -1.9 —2.1 =0.1
Real GNP/GDP of partner countries’ 5.1 3.5 34 2.1 1.1 0.6 1.4 2.6 1.6
Share of Turkish exports in ex-
ports of non-oil developing coun-
tries to (percentage of total):
Industrial countries 1.1 14 1.0 0.9 1.1 1.2 1.3 1.3 1.6
Middle Eastern countries* 2.6 3.7 3.7 4.0 9.9 14.6 14.8 19.0 20.3
(In billions of U.S. dollars, unless otherwise noted)
External current account balance —-3.1 -1.3 -1.4 -34 -1.9 -0.9 -1.9 -1.4 =1.0
Merchandise exports, f.0.b. 1.8 2.3 2.3 2.9 4.7 5.9 5.9 7.4 8.3
Workers' remittances 1.0 1.0 L7 2.1 2.5 2:1 1.5 1.8 1.7
Other receipts from invisibles 0.5 0.5 0.7 0.8 1.3 2.0 2.0 2.4 3.1
Balance of payments assistance®
IMF - 0.3 0.6 0.5 0.3 0.4 2 —
IBRD (SALs) —_ — 0.2 0.3 0.3 0.2 0.4 0.1
Other official — — 0.2 — 0.6 0.2 0.3 0.1
External debt at year-end 11.3 14.7 15.8 16.2 16.9 17.6 18.4 213 254
Of which: Emigrants’ deposits } 6.1 75 1.0 0.9 0.9 1.4 2.0 24 34
Other short-term debt * ? 2.6 1.6 1.3 0.8 1.0 2.1 3.2
Payments arrears at year-end 1.7 2.0 2.3 1.6 —_ — — = ™
Gross foreign exchange reserves
(in weeks of imports) 6.8 10.7 9.1 9.5 11.4 12.3 15.6 12.1
(In percentage of GNP, unless otherwise noted)
External current account balance —6.5 —-2.4 2.0 -5.8 —-3.3 —=1.7 -3.7 -2.8 -1.9
External debt at year-end 23.2 27.6 B2 25.0 28.6 32.8 35.9 43.1 48.1
Debt service ratio (in percentage
of foreign exchange earnings)® 23.3 26.2 23.5 24.0 22.4 25.2 28.0 248 29.3

Sources: Undersecretariat of Treasury and Foreign Trade, State Institute of Statistics, State Planning Organization, Central Bank: and

Fund staff estimates.

" Including transit trade, valued in U.S. dollars, on a balance of payments basis.
* Weighted by the geographic distribution of Turkey's 1980 merchandise exports to major industrial countries. An increase indicates

appreciation.

! Weighted by the geographic distribution of Turkey's 1980 total merchandise exports.

* Islamic Republic of Iran, Iraq, Libya, and Saudi Arabia.

* Gross disbursement of general purpose balance of payments loans from official sources.
% Amortization of medium- and long-term debt plus interest payments, after debt relief.

OECD member countries pledged US$1.0 billion in
economic assistance. In addition, in the course of the
year, US$2.7 billion in short-term obligations (of which
US$2.3 billion consisted of CTLDs) to foreign banks
and US$2.5 billion in official debt in various maturities
were restructured under OECD auspices, contingent
on arrangements with the Fund; commercial banks
also extended a syndicated loan of US$0.4 billion.
These efforts met with little success owing to in-
adequate restraint on domestic demand and severe

4

limitations on supply. In spite of some SEE price
adjustments® and a reduction in the fiscal deficit, the
public sector borrowing requirement remained at 8.5
percent of GNP in 1979. The high level of public sector
borrowing was accompanied by excessive wage set-
tlements. In 1979, in certain cases collective bargaining
resulted in wage increases in excess of 100 percent for

¢ Prices of all important product categories were subject to
regulation by the Price Control Commission, established in 1978,
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the first year of two-year contracts—considerably
above the rate of inflation—in addition to improve-
ments in fringe benefits and bonus payments. The
devaluations and small adjustments in selected interest
rate ceilings were insufficient to compensate for the
rapid acceleration in the rate of inflation. As deposit
rates became highly negative in real terms, financial
disintermediation proceeded apace. The competitive-
ness of exports was quickly eroded, and the reduction
in the current account deficit to less than one half of
its 1977 level was accomplished chiefly through the

Background

curtailment of imports (compensated to some extent
by unrecorded imports entering through an active
parallel market), as payments arrears accumulated
further to US$2.3 billion. Widespread shortages of
essential imports and domestic commodities led to a
drop in industrial output and exacerbated the rate of
inflation. In the fourth quarter of 1979, wholesale
prices were almost 80 percent above their level a year
earlier, while real GNP fell for the first time in more
than a decade.
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III Context of Adjustment

In order to evaluate the impact of the 1980-85
adjustment program on economic performance, it is
necessary to examine the external conditions, as well
as the assistance provided during the program period.’

External Environment

In 1980, with the doubling of the price of oil, Turkey
suffered a considerable deterioration in its terms of
trade, followed by smaller losses in 1981-83 due mainly
to a softening in commodity export prices. The cu-
mulative loss in the terms of trade through 1985 was
more than 30 percent, two thirds of which took place
in 1980. Meanwhile, international interest rates peaked
in 1981, declining steadily thereafter. This development
was relatively less significant since a large portion of
Turkey’s liabilities had been contracted on conces-
sional terms. More recently, however, with increasing
recourse to commercial sources, and including short-
term financing partly in the form of high-interest
emigrants’ foreign currency deposits, the actual cost
of external funds has fallen less than international
market rates.

External demand conditions provided a generally
unfavorable environment for Turkey's merchandise
exports and labor outflow. Real GNP growth in trading
partner countries slowed in the wake of the second oil
crisis from a yearly average of 3.5 percent in 1977-80
to 1.5 percent in 1981-85 (Table 2).* As a further
indication of overall market conditions, the annual
increase in the value of imports of industrial and oil-
exporting Middle Eastern countries—Turkey’s largest
trading partners—from non-oil developing countries
was 2.4 percent in 1981-85; in contrast, the corre-
sponding increase was 20.4 percent in 1977-80. Thus,
while Middle Eastern markets increased more or less
at the same pace as those in industrial countries, the

7 Although the policy measures adopted between 1980 and 1985
were not components of a formal program, they are treated here as
parts of the same program for presentational convenience.

* Weighted by each country’s share in the value of Turkey’s 1980
merchandise exports.

6

growth rates in both regions were considerably lower
during the adjustment program than in the pre-program
period. Furthermore, owing to domestic recession as
well as to the success of the Turkish export drive,
several European countries and the United States
imposed quantitative restrictions on specific imports
(principally textiles, and iron and steel products) from
Turkey. Although difficult to quantify, the impact of
these restrictions on Turkey’s trade performance is
believed to have been significant.

Cyclical developments in Europe and the Middle
East also had an adverse effect on Turkish labor
migration. In response to the rise in unemployment,
several European countries, which had been major
importers of labor from the Mediterranean region since
the 1960s, began to restrict the inflow of workers and
their dependents and induce them to return home.”
This trend was only partly offset by the increase in
the demand for labor in several neighboring countries
in the Middle East, where many Turkish workers were
employed on construction contracts. The net stock of
Turkish labor abroad, determined principally by de-
mand conditions in host countries, increased 3.8 per-
cent yearly in 1981-85 (with reductions recorded in
both 1982 and 1985), as opposed to a yearly growth
rate of 6.5 percent in 1977-80.1°

Balance of Payments Assistance

The bulk of balance of payments support loans was
provided by the Fund and the World Bank. Turkey
also received sizable official assistance from OECD
member countries, Saudi Arabia, and the European
Resettlement Fund. Additional indirect financing was
provided through a number of debt restructuring agree-
ments. The financial package did not involve any
concerted commercial bank lending, but voluntary

?In particular, Germany provided cash incentives for workers
returning to Turkey.

" The actual deceleration in the yearly increase was probably
much more pronounced as data on the net stock of workers abroad
are biased upward due to incomplete coverage of returning workers.
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syndicated balance of payments financing has been
forthcoming since 1983.1

In June 1980, the Fund approved a three-year stand-
by arrangement for SDR 1,250 million (625 percent of
quota)'?> which succeeded the one-year arrangement
extended a year earlier and was fully utilized. The
arrangement was provided in connection with the
adjustment program launched at the beginning of the
year. It buttressed structural policies that were already
under way or planned for the arrangement period,
specifically: flexible pricing, including exchange rate
and interest rate determination, trade and payments
liberalization, SEE reform, and tax reform. Consistent
with macroeconomic targets, underlying policies, and
external forecasts, the arrangement contained the fol-
lowing quantitative performance criteria: quarterly
limits on the net domestic assets of the Central Bank
and on net Central Bank credit to the nonfinancial
public sector; annual limits on short-term external debt
and on the contracting of nonconcessional public and
publicly guaranteed medium-term and long-term ex-
ternal debt; and an understanding about the mainte-
nance of a flexible exchange rate policy.'* These criteria
were supplemented by annual limits on budgetary
transfers to the SEEs from 1981 onward.'

In June 1983, an additional one-year follow-on stand-
by arrangement was approved for SDR 225 million (75
percent of quota). Since the latter was viewed iIn
essence as a continuation of the previous arrangement,
it endorsed further adjustment measures, and in par-
ticular, import liberalization. Hence, in addition to the
above performance criteria, it provided for: reduction
of import licensing in the context of a five-year phase-
out period to begin at the end of 1983: shift of a
substantial number of imported commodities from less
liberalized to more liberalized lists: and elimination of
advance import deposit requirements. However, at the
end of 1983, the newly elected Government announced
several major policy changes, and requested cancel-
lation of the existing arrangement—under which a
single initial purchase, equivalent to one fourth of the
total, had taken place.

' See page 22 below. However, the 1979 syndication—extended
prior to this package—can be regarded as concerted lending.

12 Calculations in percent of quota relate to Turkey’s quota at the
time of approval of each arrangement: SDR 200 million prior to
December 1980; SDR 300 million between December 1980 and
December 1983; and SDR 429 million since December [983.

¥ Other criteria included: unchanged legal liquidity and reserve
requirements applicable to commercial banks: settlement or elimi-
nation of existing payments arrears, and avoidance of new arrears;
avoidance of new multiple currency practices, bilateral payments
agreements with Fund members, and payment and import restric-
tions for balance of payments reasons; and prevention of broken
cross exchange rates.

4 All criteria were set six to twelve months in advance and
modified when warranted by changing circumstances.

Balance of Payments Assistance

In April 1984, a final one-year arrangement was
approved for SDR 225 million (52 percent of quota) to
replace the cancelled arrangement. Following the sub-
stantial import liberalization undertaken at the begin-
ning of the year, the trade-related performance criteria
incorporated in the previous arrangement were sub-
stituted by one that envisaged the elimination of import
deposit requirements by the end of 1984. All other
quantitative criteria were calibrated to the annual
program assumptions and objectives. Purchases
amounting to three fourths of the total value were
made under the arrangement.

Between 1980 and 1985, the World Bank extended—
besides sizable project lending—five consecutive one-
year SALs totaling US$1.6 billion to promote a wide
range of structural measures at the macroeconomic as
well as sectoral levels. SAL 1 provided support for
studies on the rationalization of industrial protection,
external debt management and accounting, and finan-
cial sector restructuring, laying the groundwork for
future policies in these areas. SALs II and I1I focused
mainly on public finance issues: adjustment of income
tax rates; introduction of a value-added tax; reform of
SEE operations, investment and employment, on the
basis of market principles: and rationalization of the
public investment program. SALs IV and V concen-
trated on financial sector reform, including elimination
of the transactions tax; improved accounting standards
and development of financial markets; trade liberali-
zation, notably elimination of quantitative import re-
strictions and rationalization of the tariff structure;
improvement of resource allocation in the agricultural
and energy sectors through the phase-out of subsidies
and initiation of medium-term action programs: and
adoption of a medium-term macroeconomic policy
framework.

Because of their structural nature—which made their
implementation institutionally and technically more
complex—these measures often did not lend them-
selves to the same form of conditionality as the
performance criteria contained in Fund stand-by ar-
rangements. However, the disbursement of SALs was
contingent on broad compliance with declared policy
intentions and with certain quantitative targets (such
as the magnitude and number of projects included in
the public investment program, the reduction of taxes
affecting financial intermediation costs, and the phase-
out of quantitative import restrictions) which were
continuously monitored by the Bank staff.'”

During the adjustment period, Turkey also received

" Close collaboration between the Bank and the Fund ensured

compatibility of the policy content of the SALs and the stand-by
arrangements. Besides cross-participation of staff members in mis-
sions, the two institutions jointly sponsored technical assistance for
the installation of a computerized external debt management system.
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11 » CONTEXT OF ADJUSTMENT

concessional balance of payments loans totaling about
US$1.5 billion from official sources under OECD
auspices, and from the Saudi Arabian Monetary Agency.
Between 1980 and 1985, balance of payments assist-
ance from the Fund, the World Bank, and bilateral
sources amounted to about US$5.1 billion.

Debt Relief

In addition to the above disbursements, Turkey was
granted debt relief under the OECD consortium and
by private creditors. The OECD agreement concluded
in July 1980 covered obligations to official creditors
due through June 1983 as well as maturities restruc-
tured in 1978-79 and related arrears. Under the agree-
ment, involving about US$3.0 billion in principal and
interest, 10 percent of previously nonrestructured
obligations were repayable during a five-year grace
period, and the remainder in the following five-year
period. The previously restructured debt, originally
repayable over five years after a three-year grace
period, was further restructured by allowing two ad-
ditional years of grace, with 10 percent repayable
during the grace period. In effect, the agreement
provided for a multiyear debt restructuring with five-
year grace and ten-year final maturity from the initial
due dates.'®

* Although formally not a multiyear agreement, effectively it
covered a consolidation period of several years beyond the date of
the agreement, subject to compliance with policy understandings
reached with the Fund under the three-year stand-by arrangement.

Commercial claims were settled under three separate
agreements. The most important one was the March
1982 agreement to improve the maturity profile of the
US$2.7 billion debt restructured, as well as the US$0.4
billion loan contracted, in 1979. The original grace
period of these obligations was extended from three
to five years, and the maturity from seven to ten years.
In addition, in August 1981 third-party reimbursement
claims amounting to US$0.1 billion were restructured
over three years. Finally, nonguaranteed supplier ar-
rears for a total of US$1.4 billion at the end of 1979,
accumulated due to the inability of the Central Bank
to make foreign exchange transfers on behalf of im-
porters, were settled in early 1980 by offering claimants
two currency options that could be exercised until
February 1984. Suppliers who chose to be paid in
Turkish lira could use the proceeds to make various
current payments or investments in Turkey. Claims of
suppliers who opted for repayment in foreign currency,
amounting to less than US$0.4 billion, would be repaid
over ten years with four and a half years’ grace.
Interest rates on most restructured commercial obli-
gations were set 1.75 percent above LIBOR (the
London interbank offered rate), except for currency
specific rates on nonguaranteed trade arrears restruc-
tured under the foreign currency option.

Overall, during the adjustment period, Turkey re-
ceived more than US$6.5 billion in multilateral debt
relief, covering short-term obligations as well as me-
dium-term and long-term debt—some of it consolidated
previously—including interest payments. However,
starting in 1985, Turkey faced a bunching of external
debt payments.
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IV Structural Reform

Beginning in 1980 Turkey embarked on a funda-
mental economic transformation, breaking with the
inward-looking etatist strategy of the past. Although
by no means exhaustive, this section focuses on the
main areas of structural reform: prices, foreign trade
and investment, exchange and payments, the financial
sector, nonfinancial public enterprises, and taxation.
The measures under scrutiny were, for the most part,
mutually reinforcing and often overlapping.'’

Commodity and Factor Prices

In line with the market orientation of the adjustment
program, the Turkish authorities adopted flexible com-
modity and factor pricing.'®

Commodity prices. Faced with mounting shortages
and erosion of supply incentives, in early 1980 the
Government freed private sector prices and sharply
adjusted the prices of basic commodities and services
produced by the SEEs and state monopolies.!? Except
for a few items whose prices continued to be controlled
and subsidized (in particular, bread, coal, fertilizer,
and sugar), SEEs were instructed to adjust prices on
the basis of cost developments. This policy has been
broadly followed since 1980, with the exception of a
temporary slowdown in SEE price adjustments prior
to the November 1983 elections. The market-oriented
approach was applied increasingly to agricultural sup-
port prices as well. In a departure from previous
agricultural pricing policies involving relatively high

7 A number of policy changes under discussion can be viewed
as involving either structural or stabilization measures. In principle,
a policy change intended to increase supply by altering the allocation
of resources, or the incentives to produce, work, save, or invest,
can be regarded as a structural measure; in contrast, a change
undertaken to achieve better balance between domestic demand
and supply can be treated as a stabilization measure.

'8 For a general discussion of the role of prices, including the
exchange rate, in adjustment programs, see Loser (1983).

* The Price Control Commission was abolished and the prices of
major commodities were increased as follows: gasoline by 45 percent;
cigarettes, beverages, and cement by 55 percent; steel and telecom-
munications by 75 percent; fuel oil, coal, lignite, rail transport,
shipping, and textiles by 100 percent; electricity by 120 percent;
paper by 300 percent; and fertilizer by 400 percent.

subsidization of input and output prices, agricultural
support prices were to be determined on the basis of
the following considerations: world commodity prices,
input prices, cross-price elasticity of supply of substi-
tutes, and the domestic inflation rate.?® In all, the
authorities made an effort to reduce the subsidization
of agricultural products and inputs (notably fertilizer
and diesel fuel), to keep within budgetary constraints.

Interest rates. To arrest the pervasive financial
disintermediation that had taken place in previous
years, due to unrealistically low ceilings on interest
rates on bank deposits (for example, 12 percent before-
tax annual rate on 6-month to 12-month deposits) while
inflation had reached triple-digit rates, the authorities
lifted the ceilings in July 1980. Following decontrol,
time deposit rates were determined through a ““gentle-
men’s agreement’’ among commercial banks, which
permitted a rise in nominal rates that, in combination
with rapidly falling inflation rates, resulted in positive
real time deposit rates between late 1981 and mid-
1983.

Owing to intense competition among banks as well
as brokers in the unorganized financial market, rates
offered on time deposits and on newly introduced
certificates of deposit (CDs) often exceeded the rates
(50 percent on 6-month to 12-month deposits) sanc-
tioned under the agreement. To avoid such excesses,
during 1983 the nine largest commercial banks were
legally bound to observe agreed-upon time deposit
rates, while the others were allowed to pay a small
premium above these rates—which led again to de-
pressed real deposit rates. In view of the reluctance
of major banks to reinstate positive real rates, from
December 1983 onward the Central Bank was author-
ized to review and to determine ceilings on deposit
rates at least every three months, taking into account
fluctuations in the rate of inflation and other relevant
economic developments. Immediately, interest rate
ceilings on time deposits (including commercial time
deposits, which until then had been treated like com-

* For some export crops, support prices have been adjusted 1o

reflect fully world prices (cotton and raisins); others (such as
hazelnuts) were removed from the support list altogether.
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mercial sight deposits and yielded no interest) were
raised above the prevailing rate of inflation; however,
the interest rate increases proved to be insufficient
against the reacceleration of inflation during 1984.
Higher interest rates were set for faster maturing time
deposits than long-term deposits on the assumption
that the actual inflation rate would decline toward the
official target rate. As this assumption failed to ma-
terialize, in July 1985 a more traditional yield structure
was reinstated, with higher rates allowed on long-term
maturities (56 percent on one-year deposits). Since
mid-1985, most time deposit rates have been positive
in real terms.

On the lending side, until the middle of 1980 interest
rates were also subject to very low ceilings, circum-
vented in part by the obligation imposed on the
borrower to hold interest-free commercial sight de-
posits with the lending bank. In 1980 nonpreferential
lending rates were raised substantially, often surpass-
ing 70 percent in nominal effective cost—including
various taxes and bank charges—while preferential
credit schemes proliferated. Since 1984, commercial
banks have been allowed to set nonpreferential rates
freely and preferential rates were raised significantly,
but with a relatively small impact on average effective
borrowing costs.2!

Wages. Wage negotiations had become increasingly
confrontational in the late 1970s and through most of
1980. In many sectors, agreements were reached only
after lengthy collective bargaining (often involving
prolonged strikes and lockouts), and many contracts,
when finally agreed, were made substantially retro-
active. In September 1980, the authorities reinstated
labor discipline and effectively introduced an incomes
policy to be enforced by the High Arbitration Council.
Since then, at the national level, wage determinations
by the Council have been mandatory for the public
sector and were to be used as guidelines in the private
sector.”2 The Council sets annual wage increments
taking into account fringe benefits and dependency
allowances, as well as income tax changes (such as
reduction in marginal rates and introduction of tax
rebates). In effect, wage increases are determined in

1 The increase in nominal lending rates was at least partly offset
by large cuts in the financial transactions tax rate on interest
payments on nonpreferential credits, and in the contribution to the
Interest Rate Rebate Fund paid by banks on interest income from
nonpreferential credits.

22 At the enterprise level, the Council acts as a court of law in
the settlement of labor disputes. About one third of wage negotiations
have been refereed by the Council whose decisions are legally
binding. Arbitration could be initiated by either party (usually done
so by the employees) to a negotiation, by applying to the Council
for a decision. Since the beginning of 1985, when the collective
bargaining process was liberalized, the arbitration role of the Council
has been limited to areas where work stoppages are forbidden by
law.
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reference to the official annual inflation target; in the
course of the year, wages are only partially adjusted
for the actual inflation rate, as contracts can be
renegotiated if the actual inflation rate significantly
exceeds the target rate. While general wage increases
thus tend to fall short of price rises, private enterprises
are allowed to exceed the guidelines to reflect gains
in labor productivity.

Foreign Trade and Investment

By the end of the 1970s, the acute foreign exchange
scarcity had led to an intensification of import restric-
tions. Foremost among them was a complicated system
of quantitative barriers. Under annual import pro-
grams, commodities were classified in the Quota List
(imports subject to user-specific semi-annual quanti-
tative limits), Liberalization List I (freely imported),
or Liberalization List II (subject to license), supple-
mented by less important specialized lists. Importation
of goods not enumerated in any of these lists was
prohibited. In fact, only a fraction of imports—less
than one sixth of the total value—was exempt from
quantitative restrictions. Importers were further re-
quired to place an interest-free advance deposit guar-
antee with an authorized commercial bank to obtain a
six-month import permit. In 1979, deposit requirement
rates were set at 20 percent on the value of imports
for industrial uses and 40 percent for commercial
purposes. In addition, most imports were subject to
tariffs and tariff-like charges (averaging about three
fourths of the basic tariff rate) comprised of a municipal
tax, stamp duty, wharf charge, and production tax.
For the manufacturing sector, the weighted average
nominal rate (tariffs plus tariff-like charges) of protec-
tion was about 50 percent and the effective rate of
protection was 68 percent.?* However, given the in-
tensity of quantitative restrictions, the relatively high
level of tariffs had in fact become redundant.?* The
import regime was instrumental in limiting not only
imports but also, indirectly, export activity. By arti-
ficially raising the rate of return in import-competing
industries, import restrictions were biased against
exports; this bias was exacerbated by a grossly over-
valued exchange rate and to an extent compensated
for unevenly by tax rebates, preferential credits, and
foreign exchange allocation and retention schemes.
Meanwhile, export price controls and licensing were

% Nominal rates averaged 53 percent under the general tariff

schedule and 44 percent under the EEC tariff schedule; average
effective rates were 75 percent and 58 percent, respectively. See
World Bank (1982), pp. 53-59.

* See the analysis by Yagci (1984), chapter 5.
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imposed on most primary commodities and various
industrial products.

Import regime. In 1980, in conjunction with a sub-
stantial depreciation of the lira and the adoption of a
flexible exchange rate policy (discussed below), the
authorities engaged in a concerted effort to dismantle
trade restrictions. As a first step, advance deposit
requirement rates were cut to 10-15 percent for in-
dustrial and 20-30 percent for commercial imports.
Import regulations were simplified and commercial
banks were allowed to retain a higher proportion of
foreign exchange receipts. Exporters were granted
tariff exemptions on imported inputs and increased
foreign exchange allocations. In January 1981 the
Quota List was abolished and a large number of items
was transferred from Liberalization List II (including
one third of those previously subject to quotas) to List
I. The value of liberalized imports (shifted from List
II to List I and from the Quota List to the other lists)
was equivalent to 18 percent of the value of restricted
imports or 12 percent of total imports in the preceding
year.? Deposit requirement rates were lowered further
to 10 percent and 20 percent for industrial and com-
mercial imports, respectively. However, in 1982 and
1983 import liberalization slowed down considerably.
The effect of a negligible reduction in the number of
items subject to import licensing was more than offset
by delays in the issuance of licenses. Deposit require-
ment rates were reduced to 7.5 percent and 10 percent
for the respective categories of imports, and customs
duties on a dozen or so commodities were reduced or
eliminated, but a new commodity-specific import sur-
charge was also introduced.

At the beginning of 1984 import liberalization was
resumed. The two principal lists were abolished and
three new lists created: the Prohibited List (enumer-
ating explicitly the banned import categories), the List
of Imports Subject to Permission (replacing former
List II), and the Fund List (covering luxury goods
imported upon payment of a specific levy in addition
to tariffs). Commodities not contained in these new
lists were automatically imported freely provided tar-
iffs had been paid. Roughly 60 percent of imports
previously subject to licensing, or 45 percent of the
total value of imports, was transferred to the Fund List
or became freely importable.?¢ The reduction in quan-
titative restrictions was accompanied by cuts in the

* This, of course, is not a reliable indication of the liberalizing
impact of the removal of quantitative restrictions, which—partly
because of highly discretionary and variable enforcement of such
restrictions—does not lend itself to direct measurement.

* Excluding petroleum, imported exclusively by the State Petro-
leum Enterprise, about one fourth of licensed imports was liberal-
ized.

Foreign Trade and Investment

rates of customs duties and production taxes affecting
about one fifth of the total value of imports. The
average nominal tariff rate of affected imports is
estimated to have dropped from 39 percent to 23
percent. During 1985, the Prohibited List was phased
out, narrowing down the number of banned commod-
ities from 500 to 3 items (narcotics, weapons, and
ammunition) whose importation is prohibited under
specific laws, and the number of import items on the
Permission List was reduced from 1,000 to 245. In
addition to some additional tariff rate cuts, by the end
of 1985, deposit requirement rates were reduced to 1
percent for industrial uses and 3 percent for commercial
uses.

Export regime. In the initial years of the program
both the scope and magnitude of incentives were
increased while existing restrictions were maintained.
This process reached a turning point in early 1984 with
the elimination of the export licensing requirement and
export price controls, and the beginning of the gradual
phase-out and rationalization of most incentive schemes.
After an increase in export tax rebates from a 9 percent
average rate (calculated as a proportion of eligible
exports) in 1980 to 23 percent in 1984, rates were cut
back significantly, parallel to the introduction of the
value-added tax, in 1985. At the beginning of 1986,
rebate rates on most eligible commodities averaged 8
percent, while the rebate was abolished for textiles.
Subsidized export credits, much of which leaked into
domestic operations, grew rapidly until 1984 when
they were ended. In their place, in January 1985, a
direct subsidy (of up to 4 percent of the value of
realized exports) was established.?” Foreign exchange
allocation and retention schemes, which were impor-
tant instruments in the early phase of the program,
were later trimmed with the increased supply of foreign
exchange. A variety of tariff and income tax prefer-
ences, however, have been retained for exporters. In
sum, as Turkey came to rely increasingly on the
exchange rate as a major external policy instrument,
quantitative trade restrictions were dismantled, while
tariffs and export incentives were reduced and ration-
alized.

Foreign investment regulations. In principle, vir-
tually all economic sectors in Turkey had been open
to foreign investment since 1954. However, a restric-
tive application of the relevant statutes, including
controls over the transferability of profits, combined
with overall economic and political instability in the
late 1970s, brought direct investment inflows to a

¥ This scheme is cross-subsidized, with an interest premium

charged on nonpreferential lending, through the Resource Utilization
Support Fund (replacing the former Interest Rate Rebate Fund)
administered by the Central Bank.
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trickle.?® In recognition of the need to attract foreign
capital, one of the first steps undertaken under the
adjustment program was the creation of a Foreign
Investment Department under the jurisdiction of the
State Planning Organization. The Department was
authorized to approve foreign investment projects of
up to US$50 million, with foreign equity participation
limited to less than 50 percent. Besides this require-
ment, foreign investors were obliged to meet specific
minimum export requirements, set according to in-
dustrial activity. Applications for investments that
were outside these limits required approval by the
Council of Ministers. The Department was also re-
sponsible for streamlining administrative procedures
and for granting to foreign investors the same fiscal
incentives that are available to domestic investors.

In December 1983, decrees were introduced ex-
panding the authority of the Foreign Investment De-
partment and ensuring the repatriation of earnings.
Since then, Turkey has negotiated with the competent
authorities of a number of industrial countries bilateral
investment treaties that provide for national treatment,
settlement of disputes, and protection against incon-
vertibility and expropriation. At the beginning of 1986
there was a major relaxation of foreign investment
regulations; for most activities, the limit on foreign
ownership was abolished and the minimum export
requirements could be waived.

Foreign Exchange and Payments

In addition to domestic price liberalization, the
authorities decided that the key price for international
transactions, namely the exchange rate, should reflect
market conditions as well. As a first step, the lira was
devalued by 33 percent in January 1980. Thereafter,
the exchange rate was adjusted with increasing fre-
quency to offset relative rates of inflation at home and
in major industrial partner countries. From May 1981,
the authorities institutionalized the policy of broad
maintenance of an unchanged real effective exchange
rate through daily changes in the nominal rate.

With the easing of the foreign exchange crisis and
the elimination of payments arrears, most multiple
currency practices introduced during the 1970s were
phased out in the first couple of years of the program.?®
Bilateral payments agreements with non-Fund mem-

* For a discussion of the reasons behind Turkey’s past unwill-
ingness or inability to attract direct investment from abroad, see
Erdilek (1982).

# The preferential rate applied to study abroad ended in August
1981 and those rates applied to imports of fertilizer and related
products were abolished in November 1981. Free determination of
rates on sales of foreign exchange obtained under the retention
scheme was eliminated in December 1982.
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bers were terminated and the permissible foreign
exchange position of commercial banks was increased
during 1982. From the following year onward, export-
ers were permitted to hold a portion of their earnings
as foreign exchange sight deposits with commercial
banks.

In January 1984, the exchange and payments system
was liberalized in several important respects: domestic
commercial banks were allowed to engage in foreign
exchange operations within certain limits in proportion
to their foreign exchange liabilities; the surrender
requirement was reduced on export earnings and
eliminated on invisibles; foreign exchange deposits,
yielding market interest rates, could be opened and
used without limits; and restrictions on foreign travel
and investment from abroad were eased and simplified.
The flexible determination of the exchange rate, effec-
tive since 1981, was further liberalized by permitting
banks to set their own rates within a specified band
(of up to 8 percent in either direction) around the
Central Bank rate; the band was removed altogether
in July 1985.

In early 1986, partly in response to some pressures
in the foreign exchange market, a number of measures
were taken which tended in the opposite direction to
earlier measures. In particular, commercial banks were
obliged to sell 20 percent of their foreign exchange
receipts to the Central Bank, a requirement that in
March 1986 was reduced to 15 percent, while a band
of 1 percent was reinstated around the Central Bank
exchange rate on a temporary basis.

Financial Sector

Until the beginning of the 1980s, Turkey experienced
a high degree of financial repression, with disequilib-
rium interest rates, credit rationing, segmented capital
markets, and excessive intermediation costs. At the
same time, there were no effective institutional safe-
guards against unsound financial practices and to
protect bank deposits. In this environment, and against
the backdrop of a tight monetary policy, the deregula-
tion of interest rates and the introduction of CDs led
to a financial crisis. The crisis, which emerged as an
increasing part of the excess demand for credit was
met by brokerage firms trading in CDs and corporate
bonds in the unorganized market, culminated in mid-
1982 with the collapse of Turkey’s largest brokerage
firm and strained the liquidity position of the entire
banking system.?* This development was met with

* Banks issued CDs which were purchased wholesale at a discount
by unregulated brokers who retailed them to the public at par,
offering higher interest rates than the nominal deposit rate. Similarly,
brokers also bought corporate bonds at a discount for resale to
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some relaxation in the monetary stance,’' as well as
changes in monetary control and in banking and capital
market regulations.

Monetary control. In order to reduce the vulnera-
bility of the financial sector, to remove inefficiencies
in the allocation of financial resources, and to enhance
the effectiveness of instruments of monetary control,
the authorities adopted a wide range of structural
measures—in addition to the flexible interest rate
determination already discussed. Major steps were
taken in January 1983 to simplify the legal liquidity
and reserve requirement system. Liquidity require-
ment ratios, which until then had ranged between 10
percent and 15 percent according to bank size, and
were inspected once a month, were unified at 10 percent
and subject to daily monitoring.?* Reserve requirement
ratios, differentiated for sight and time deposits (35
percent and 30 percent, respectively), along with
preferential ratios on deposits earmarked for special-
purpose credits, were replaced by a single 25 percent
ratio. Following the temporary reinstatement of two
preferential ratios during 1984 (20 percent on deposits
channeled to export credits and 15 percent on those
used for certain investment credits), reserve require-
ments were unified again in March 1985. In addition,
the compliance lag was shortened from six to two
weeks and it was announced that the ratio would be
subject to gradual reduction while interest payments
on reserves would be phased out. At the end of the
year, legal reserve requirements were extended to
foreign exchange deposits; however, unlike the re-
quired domestic currency reserves which no longer
accrued interest, the Central Bank paid market interest
rates on required foreign currency reserves. By March
1986, the unified legal reserve requirement ratio stood
at 15 percent—with a lower effective ratio on foreign
currency deposits since the reserves held against these
deposits accrue interest.

As a further step to strengthen monetary instru-
ments, in 1984, the Central Bank restricted access to
the rediscount window and phased out preferential
credit facilities for exports and investment. In addition,
since 1985 the authorities have adopted a policy of
financing an increasing portion of the fiscal deficit
through weekly auctions of government paper (ranging

investors promising them attractive interest yields. The brokers
invested the proceeds of the sales in high-risk ventures. For a while,
the public was attracted by the yield and repurchase guarantee
provided on CDs and bonds; however, when faced with a sudden
loss of confidence, brokers, as well as some banks, were unable to
meet the claims of depositors.

!l See page 18 below.

2 Besides maintaining regular required reserves with the Central
Bank, commercial banks are obliged to comply with liquidity
requirements by holding a specified ratio of their deposits in cash,
free reserves with the Central Bank, and government securities. On
average the latter constitute more than one half of total holdings.

Financial Sector

from six-month to two-year maturities) to commercial
banks and other financial institutions. Further, in
March 1986 an interbank money market was activated
under the auspices of the Central Bank. This step,
along with an overall decline in intermediation costs,
was made possible in part by substantial cuts in tax
rates affecting financial transactions.

Banking regulations. Major banking reform legisla-
tion, begun in July 1983, was completed in April 1985.
The new banking law contains provisions on capital
requirements, contingency reserves, accounting and
reporting standards, and deposit insurance. The law
prescribes a minimum equity contribution for com-
mercial banks, to be adjusted periodically for inflation.
All banks are required to set a specified proportion of
before-tax profits in contingency reserves until reach-
ing an amount equivalent to paid-up capital. Both of
these requirements have been met. From 1986, banks
are required to conform to uniform accounting rules
and to prepare detailed periodic reports on their
operations to the Central Bank. All deposit money
banks are obliged to buy minimum insurance coverage
for savings deposits from the Saving Deposit Insurance
Fund, established under Central Bank supervision.
Other regulations included in the banking law involve:
limitations on branch banking, rules governing foreign
banking, external audit requirements, minimum profes-
sional qualifications for bank managers, treatment of
nonperforming loans, and limitations on bank credits
to any single borrower and to related entities.

Capital markets. Although the banking system re-
mains the central vehicle of financial intermediation
in Turkey, some steps have been taken toward devel-
oping capital markets. In July 1981 a law was enacted
establishing the Capital Market Board and providing
the institutional framework for financial deepening.
The Board is responsible for regulating, supervising,
and promoting primary and secondary private securi-
ties markets; it is also authorized to give permission
for the issuance of corporate securities, as well as to
examine the financial position of corporations and
nonbank financial institutions participating in the mar-
ket. The law further includes provisions regarding
the capital structure and ownership concentration of
widely held corporations, the denomination of shares
issued, limitations regarding the total value of bonds
issued by a corporation,® and the capital structure and
asset holdings of nonbank financial institutions.

However, high rates of inflation, in combination
with such impediments as insufficient public disclosure
of financial statements by closely held corporations,

* Interest rates on corporate bonds are subject to a ceiling set by
the Central Bank, which is currently equivalent to 1.3 times the
interest rate on one-year time deposits—also determined by the
Central Bank.
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have slowed down the development of equity and bond
markets. To contain the damaging effects of the 1982
financial crisis, brokerage houses have been subject
to special regulations and their activities closely mon-
itored. Brokers are barred from lending without a
license and from issuing their own paper or guaran-
teeing the repurchase of bonds at predetermined prices.
Measures were also taken to strengthen the liquidity
position of brokers.?* Moreover, in an effort to revive
the secondary securities market, a decree was issued
in 1983 providing a new legal framework for the
creation of a stock exchange, which led to the re-
opening of the Istanbul Stock Exchange in 1985.

The public sector bond market has become increas-
ingly active in recent years. In 1984, a law was enacted
authorizing the Government to issue income-sharing
certificates entitling the owner to receive a fixed
interest plus an additional yield related to earnings on
public investment projects (such as hydroelectric dams
and bridges) financed by such certificates. These issues
have been well received, and sometimes over-sub-
scribed, by the public. The Treasury has also relied
increasingly on commercial banks—particularly through
the weekly auctions—and to a lesser extent on the
nonbank public, for the placement of government
securities. The yields on government paper and in-
come-sharing certificates are tax exempt.*

Nonfinancial Public Enterprises

The nonfinancial public enterprise sector was a major
source of the disequilibria experienced by Turkey in
the 1970s.% During the pre-program period, the SEEs,
sheltered from market forces, had become a conduit
for consumer subsidies. Overstaffed and overinvested,
and with practically free access to financing from the
banking system and the government budget,’” many
of them pursued an ill-defined and often confusing mix
of economic, social, and political objectives.

More fundamental structural changes entailed a
lengthy process of technical preparation, legislative

* The Securities Regulation Fund was established allowing bro-
kers and securities dealers to exchange securities for cash with a
repurchase agreement.

¥ The certificates have the added advantage, from the investor’s
point of view, of not identifying the holder.

* The quantitative importance of this sector in the Turkish
economy is illustrated by the fact that SEEs generate nearly one
fifth of industrial value added, employ about one tenth of the
nonagricultural labor force and contribute approximately one third
of fixed capital formation. They are engaged in a broad range of
activities, enjoying a monopoly position not only in traditional public
utilities, such as rail transport, electricity, postal and telephone
services, but also in manufacturing such commodities as basic
metals, paper, petroleum refining, and until recently, tobacco.

7 Operating, in effect, under a soft budget constraint, the SEEs’
behavior closely resembled that of enterprises in a centrally planned
economy, analyzed by Kornai (1980).
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action, and changes in attitudes of management and
the work force. Yet, from .the outset of the program,
without awaiting completion of this process, the au-
thorities acted swiftly to adjust SEE prices toward
covering production costs (as discussed above) and to
enforce strict control over investment and personnel
expenditures—through a hiring freeze and slowdown
of wage increases. The concomitant reduction in fi-
nancing needs permitted sharp cuts in commercial
bank lending and budgetary transfers to SEEs. Central
Bank credits were limited to one SEE (the Soil Products
Office), for seasonal financing of grain purchases, while
transfers from the budget were to be reduced and
limited to compensate SEEs only for losses incurred
because of government-mandated below-cost pricing
of explicitly subsidized items.

In October 1983, the legal basis for the reform of
the SEEs was established. The reform legislation
differentiated between SEEs proper, to be operated
according to commercial criteria, and Public Economic
Establishments, including state monopolies that pro-
duce basic goods and services not normally provided
by the private sector. The law formalized the principle
of flexible market pricing and stipulated that the
Government reimburse the SEEs for any deviations
from that principle. SEEs are required to build up
reserves through the retention of a specified proportion
of their earnings before distributing dividends. The
law prescribes standards concerning the composition,
qualifications, and responsibilities of the boards of
directors and management of enterprises. Authority
to appoint managers has been transferred from the
Council of Ministers to the SEE boards. Managers are
rated and remunerated on the basis of performance
and are given flexibility in determining wages, salaries,
and bonuses. Employees are to be hired on a contract
basis and are no longer subject to the personnel regime
applicable to government employees. Annual invest-
ment and financing programs of SEEs are ultimately
decided by the Council of Ministers on the recom-
mendation of the State Planning Office and the Trea-
sury, taking into account the enterprises’ internal
resources.

Although full implementation of some of these pro-
visions requires several years, progress has been made
already in improving the efficiency of SEE operations,
in essence through greater managerial autonomy and
accountability, and increased exposure to competition
from the private sector. By the end of 1984, SEEs had
lost almost completely the preferential treatment ac-
corded previously through taxes, tariffs, and credits.

% The principle of equal treatment of public and private enterprises
was enforced, for example, at the end of 1985, when failure to
comply with income tax obligations led to the dismissal of the
managers and the freezing of bank accounts of two SEEs.
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Free pricing by certain enterprises (railways, hard
coal), formerly subject to governmental review, was
confirmed by statute. As a further step toward sub-
jecting SEEs to the market test, a master plan for
privatizing a number of SEEs has been completed and,
in May 1986, the Government obtained legislative
authorization to sell SEEs to the private sector.

Taxation

Under the effect of rapid inflation, compounded by
a weak administrative apparatus, Turkey’s tax revenue
had become increasingly inelastic with respect to
nominal output and income. As a result of large
increases in wages and salaries, most taxpayers were
placed into income brackets subject to very high
marginal tax rates. This development contributed to a
steady erosion of work and savings incentives,* in
particular for wage earners—accounting for two thirds
of personal income taxpayers—who had their taxes
withheld at source, and more generally to widespread
tax avoidance and evasion.* Failure to adjust rates
sufficiently and to broaden the base of taxes on goods
and services, and the excessive use of quantitative
restrictions on imports, had resulted in a sharp drop—
equivalent to nearly 4 percent of GNP between 1976
and 1980—in the share of indirect taxes in economic
activity. In order to restore the progressivity of the
income tax, minimize interference with an efficient
and externally oriented allocation of resources, and
strengthen incentives to work and to save, the au-
thorities launched a major tax reform as part of the
adjustment program.

In 1981 personal income tax brackets (including the
zero rate bracket) and tax rates were adjusted upward
sharply;* subsequently, rates were reduced over sev-
eral years. Following an immediate increase in statu-
tory marginal rates from 10—68 percent to 40—75 percent
for brackets up to the penultimate one, and from 60
percent to 66 percent for the top open-ended bracket
in 1981, the rates were reduced gradually to 25-63
percent and 55 percent, respectively, by 1985. In 1986
there was a further cut in most marginal rates to a

* For a general review of this issue, see Kopits (1983).

“ A popular form of tax avoidance was the increase in nontaxable
remuneration, such as allowances for clothing and housing for
employees.

* In 1980, the tax exempt bracket amounted to LT 3,600 for wage
earners (unchanged since 1967) and ten taxable income brackets
ranged up to LT | million, with the highest one subject to a 68
percent marginal rate; taxable income in excess of LT 1 million was
taxed at a 60 percent marginal rate. In 1981, the tax exempt bracket
was raised to LT 61,200 and taxable incomes were grouped into
seven brackets, with the lowest one of up to LT 1 million, and the
top one starting at LT 25 million.

Taxation

continuous 25-50 percent range, combined with an
upward adjustment of brackets.*> As partial relief for
individuals whose wages and salaries are subject to
withholding tax, since 1984 wage earners have been
granted a tax refund in proportion to expenditures on
certain basic commodities and services (upon proof of
purchase) up to a monthly limit determined by taxable
income.*

The corporation income tax was unified in 1981 at
a 50 percent general rate (replacing three levies with
a combined rate of 43 percent), with SEEs either
subject to a 35 percent rate or exempt. In the following
year, the general rate was adjusted to 40 percent for
all corporations, including SEEs previously taxed at
the preferential rate. Other SEEs lost their tax ex-
emption at the end of 1984. To correct for the inelas-
ticity of income tax revenue from corporations and
noncorporate entities, including self-employed taxpay-
ers, stemming from lengthy collection lags during
periods of high inflation, quarterly advance income tax
payments were phased in during 1986.4 At the same
time the corporate tax rate was increased to 46 percent.

Following the example of most European countries,
in January 1985, Turkey substituted a 10 percent value-
added tax (VAT) for nine production taxes and other
duties that had been imposed at various rates on
specific groups of commodities and services. Border
tax adjustment is applied in accordance with the
destination principle: the tax is levied on merchandise
imports and refunded on exports—obviating export
tax rebates that are being phased out. The VAT covers
a wide range of goods and services, with relatively
few exceptions, the major one involving food items
which are exempt on a transitional basis.

The allocative efficiency goal pursued in the real
sector by the introduction of the VAT has been
complemented by a parallel effort in the financial sector
through substantial cuts in the rates of withholding
taxes imposed on financial income and transactions.
Effective May 1981, the banking and insurance trans-
actions tax rate was cut from 25 percent to 15 percent.
In January 1984, the latter was reduced further to 3
percent, the contribution to the Interest Rate Rebate
Fund (the Resource Utilization Support Fund since
January 1985) payable on nonpreferential credits was

42 The lowest bracket was raised to LT 3 million and the highest
bracket to LT 48 million.

4 The tax refund scheme is regarded as a potential tool (through
proof of purchase) to induce compliance among business taxpayers.

* A system of advance income tax payments, based on estimated
income during the year and determined by local tax commissions,
was introduced for self-employed taxpayers in 1981 but had to be
abandoned shortly thereafter because of administrative difficulties.
Under the new system, corporations and noncorporate taxpayers
not subject to withholding tax are required to make quarterly income
tax payments equivalent to one half of their value-added tax liability.
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halved from 15 percent, and the withholding tax on
interest income was reduced from 30 percent on CDs
and 20 percent on other bank deposits (both of which
were 25 percent until January 1983), to a unified 10
percent rate. Further, the 25 percent dividend with-
holding tax was abolished and accompanied by the

16

increase in the corporate income tax rate as of January
1986.

On balance, Turkey’s overall tax structure shifted
during 1980-85 to primary reliance on indirect taxation,
raising the share of the latter from roughly one third
to more than one half of global tax revenue.
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V Stabilization Policies

The structural measures discussed above were un-
derpinned by a marked tightening of demand manage-
ment policies at the outset of the program. Beyond
the initial years of the adjustment, however, it proved
increasingly difficult to maintain the desired financial
policy restraint.

Fiscal Policy

In spite of some corrective measures implemented
in the late 1970s, public sector finances continued to
deteriorate through 1980. As a result of expenditure
restraint in combination with some rise in tax effort,
the ratio of the consolidated central government budget
deficit to GNP was more than halved from 5.3 percent
in 1980 to 2.1 percent in 1982. In the following two
years, failure to take adequate compensatory action
(with non-SEE transfers more than doubling in real
terms) to offset a poor revenue performance led to a
rebound in the deficit to 4.9 percent of GNP by 1984,
These slippages were corrected to an extent in 1985,
chiefly through the introduction of the VAT combined
with some expenditure restraint, resulting in a deficit
equivalent to 2.2 percent of GNP. Analysis of these
developments in reference to a cyclically neutral bal-
ance reveals for both 1981 and 1982 a contractionary
fiscal impulse—albeit with declining intensity—totaling
almost 3 percent of GNP.* This was fully reversed by
an expansionary impulse of the same magnitude in
1983 and 1984, which was followed by a contractionary
impulse equivalent to 1.5 percent of GNP in 1985
(Table 1).

The principal objectives of the tax reform were to
increase the elasticity of the tax system and to restore

* The fiscal impulse is calculated by the annual change in the
difference between the cyclically neutral budget balance and the
actual budget balance. In turn, the cyclically neutral balance is
equivalent to the difference between budget revenue that bears a
constant proportion to actual nominal GNP and expenditure that
bears a constant proportion to potential (trend) GNP at current
market prices; these proportions have been measured in reference
to 1982, the base year. For a survey of the methodology, see Heller,
Haas, and Mansur (1986).

supply-side incentives, thereby enhancing government
revenue. From the perspective of these goals, the
results of the tax reform so far have been somewhat
disappointing. Following a 12 percent real growth of
tax receipts in 1981 that reflected the impact of the
initial income tax rate increments, the supply-side
revenue response to subsequent rate cuts in both direct
and indirect taxes did not materialize. In 1984, central
government tax revenue was equivalent to 12.9 percent
of GNP, that is, more than 5 percentage points below
the tax ratio in 1981 and the lowest ratio in more than
a decade. This development was partially reversed in
1985 on the strength of VAT collections—some of
which were earmarked for newly created extrabudg-
etary funds*—raising the tax ratio by | percentage
point. Meanwhile, nontax revenue maintained a rela-
tively stable relationship to aggregate activity, fluc-
tuating around 2 percent of GNP.

As a consequence of the downward trend in tax
buoyancy, the stabilization burden fell chiefly on the
expenditure side. Except for 1983, budgetary outlays
fell more or less continuously by an average of 1
percent of GNP yearly, to 19.2 percent of GNP in
1985. The principal elements of budgetary restraint
consisted of a freeze on government employment,
containment of public sector wage adjustments below
the rate of inflation, and sharp real cuts in transfers to
the SEEs. Interest payments, other transfers (including
tax rebates for exporters and wage earners, and pen-
sions), and investment outlays, by contrast, continued
to increase rapidly in real terms over the adjustment
period.

The SEEs made an important contribution to the
stabilization effort. Largely reflecting the initial effect
of structural measures, the operating surplus of SEEs

“ In 1984, several extrabudgetary funds were created for special-
purpose lending (for housing and infrastructure projects) and ex-
penditures (in agriculture, tourism, and education). Although op-
erating within the Central Government, these funds are outside the
normal budgetary appropriation and implementation process. Their
resources are composed of earmarked tax revenue (mainly VAT-
related), operating revenue from dams and bridges, interest income
from housing loans, and proceeds from the sale of income-sharing
certificates.
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(before budgetary transfers and taxes) rose steadily
from virtually nil in 1980 to 3.9 percent of GNP in
1985—notwithstanding a setback in 1983 due to insuf-
ficient price adjustments to cover cost increases. The
rise in profits permitted an increasing degree of internal
financing of SEE fixed investment which grew by
almost one third in real terms, while a net inflow from
the consolidated budget (that is, transfers less direct
taxes) equivalent to 4.5 percent of GNP in 1980 turned
into a net outflow of 0.4 percent of GNP by 1985.

Developments in the consolidated budget and the
SEE operations were reflected in the public sector
borrowing requirement which is estimated to have
fallen from 10.2 percent of GNP to 5.2 percent over
the program period, interrupted by a significant dete-
rioration in 1983-84 (Table 1). While about one third
was financed with credits from abroad (except in 1985
when net foreign financing had dropped considerably
due to an increase in amortization of external debt),
the bulk of the borrowing requirement was monetized,
as domestic nonbank purchases of public sector bonds
and bills were modest.

Monetary Policy

During the 1970s monetary policy was for the most
part accommodating. Central Bank credit to the public
sector and access to rediscount facilities for various
economic activities expanded rapidly, while interest
rates on such credits as well as bank deposits were
negative in real terms. Consequently, the income
velocity of broad money (M2) rose by almost two
thirds during 1976-80.

Monetary policy was assigned a prominent role in
the stabilization effort. The two principal operational
instruments were quantitative limits on Central Bank
credit—set in accordance with targets for broad money—
and interest rates on bank deposits. However, several
technical difficulties prevented an effective application
of these tools. First, the reserve money multiplier with
respect to broad money drifted upward (above the
values implied by the agreed credit limits) because of
a shift from currency holdings to bank deposits, a
decline in the effective reserve requirement ratio, and
increased efficiency in the utilization of reserves by
commercial banks—under the influence of ongoing
financial innovations. Second, successful external per-
formance resulted (as it often does) in an injection of
liquidity in general and of reserve money in particular,
which was difficult to sterilize without an adequate
cutback in credit to the public sector. Third, time
deposit rates could not be calibrated precisely with
fluctuations in inflationary expectations; for the most
part, adjustment of ceilings on time deposit rates lagged
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behind changes in the rate of inflation—resulting in an
unanticipated decline in real money demand in periods
of accelerating inflation.

Between 1980 and 1982, the combination of lower
public sector borrowing and interest rate decontrol
resulted in a tight monetary stance. The contribution
to reserve money growth of Central Bank credit to the
public sector decelerated from about 46 percentage
points in 1980 to 16 percentage points in 1982 (Table
1). However, in 1982 there were incipient pressures,
that continued to be felt throughout the rest of the
program, to relax the monetary stance. Improvement
in the external payments position led to a larger-than-
anticipated buildup in net foreign assets of the Central
Bank. More importantly, in the aftermath of the
financial crisis, there was widespread nonobservance
of legal reserve requirements and the Central Bank
extended assistance to banks in difficulty along with
more liberal access to the rediscount window. Sub-
sequently, in light of the deceleration in the rate of
inflation and to help ease the apparent liquidity squeeze,
in 1983 the authorities encouraged banks to reduce
after-tax time deposit rates by up to 10 percentage
points in various maturities (from 37.5 percent in 1982).

At the end of 1983, confronted with a reacceleration
in the rate of inflation, the new Government sought to
reinstate monetary tightness again by setting relatively
high ceilings on after-tax deposit rates, especially on
shorter maturities (44 percent on three-month depos-
its), and by reducing sharply rediscount operations.
However, in the course 0fz984 the rapid accumulation
of the newly opened for:éign exchange deposits con-
tributed to a buildup of liquidity outside the scope of
monetary control. Furthermore, the Central Bank,
aiming to bolster its international reserve position,
began to purchase foreign exchange from commercial
banks at a premium, contributing to a 47 percent
increase in reserve money compared with 38 percent
in 1983. Reluctant to allow further adjustments in time
deposit rates that would reverse the heavy concentra-
tion in more liquid bank deposits and the decline in
real money demand, in the second half of 1984 the
authorities took several measures to contain the pace
of monetary expansion. The liquidity requirement ratio
was raised by 5 percentage points, supplemented by
a 10 percent marginal liquidity ratio, while part of the
increase in the consolidated budget deficit was to be
financed through sales of relatively high-yield govern-
ment paper to commercial banks, in fulfillment of the
increment in the liquidity ratio, and to the nonbank
public.

In 1985, the effectiveness of monetary control was
eroded by a large increase in Central Bank credit to
the public sector—contributing 23 percentage points
to reserve money growth, compared with 6 to 7
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percentage points in the two preceding years—mainly
to refinance government securities issued to commer-
cial banks in the previous year and those that had not
been absorbed by weekly auctions. There was also a
further accumulation of net foreign assets by the Bank.
A reduction in the effective reserve requirement ratio,
meanwhile, contributed to an increase in the reserve
money multiplier, magnifying the impact of a 54 percent
reserve money growth on the expansion of M2, which
rose almost 62 percent. Against this, the restructuring
of interest rates (raising the one-year after-tax rate
from 43.2 percent to 50.4 percent) in June 1985 led to
increased holdings of quasi-money, especially in less
liquid form, and was reflected in a 6.5 percent fall in
the income velocity of M2 back to its level in 1983,
However, given the continued rapid increase in the
value of foreign exchange deposits with commercial
banks, stemming in part from currency substitution,*’
the growth of broad money inclusive of such deposits
(M2X) was 72 percent.

External Policies

From the very beginning of the program, the ex-
change rate was used as a central stabilization instru-
ment, not only for restraining domestic demand, but
also for inducing a switch of demand from tradables
to nontradables and of supply from nontradables to
tradables. Technically, it was difficult to gauge with
any precision the extent of the exchange rate action
that was needed—at a time when the trade and pay-
ments regime was being overhauled and the terms of
trade deteriorated—to maintain the competitiveness
of the lira. Moreover, at times, the use of the exchange
rate for external stabilization purposes was tempered

“7 Although the degree of currency substitution in Turkey is an
unsolved empirical question, it appears that the bulk of foreign
currency deposits with commercial banks—held for the most part
by workers abroad who maintain their affinity to Turkey—constitutes
an added source of liquidity. At the beginning of 1986, foreign
exchange deposits comprised about 15 percent of the stock of M2X.

External Policies

by concern over its inflationary repercussions. Further,
with the liberalization of the exchange and payments
system in 1984, it became increasingly apparent that
the ensuing financial openness of the economy made
it difficult for the authorities simultaneously to exercise
monetary control and to manage the exchange rate.

After the substantial January 1980 devaluation, the
exchange rate was depreciated more or less continu-
ously against major industrial trading partner country
currencies to offset relative price developments and
to ensure that the lira remained sufficiently competi-
tive. In real effective terms, the exchange rate was
depreciated by 23 percent in 1980 and by about 3
percent a year on average in the following five years
(Table 2). From a short-term perspective, the real
effective rate displayed relatively wide swings, espe-
cially after the first quarter of 1984. In the course of
the year ending in the first quarter of 1985, the
authorities allowed the lira to appreciate almost 19
percent in real terms in order to dampen the continued
acceleration in the rate of inflation. During the year
that followed, with the turnaround in inflation, the real
effective rate depreciated by a larger magnitude—
falling 6 percent below the rate that prevailed at the
beginning of 1984.

To maintain a sustainable debt service ratio over
the medium term, and to improve the maturity structure
of the external debt stock, the authorities observed
strict limits on the contracting of nonconcessional
medium-term and long-term obligations by the public
sector and on the net inflow of short-term credits—
which they enforced through the establishment of
centralized control of public sector access to the
international financial market. However, the restraint
on foreign indebtedness had to be balanced against the
authorities” desire to build up official reserves and the
need to bridge a repayment hump following the end
of debt relief in 1984. In 1982 Turkey resumed syndi-
cated borrowing from the international market, to allow
a gradual phase-out of financing from official multilat-
eral and bilateral sources. Also, commercial banks
have been encouraged, within certain limits, to utilize
short-term credits and to attract foreign exchange
deposits to support the rapid expansion of trade that
resulted from the liberalization.
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The economic situation continued to deteriorate well
into 1980. For the year as whole, real GNP and fixed
investment fell 1 percent and 10 percent (private fixed
investment falling by 17 percent), respectively, while
the price level more than doubled, reflecting in part
the price adjustments and exchange rate depreciation
that had taken place since the beginning of the year.
Also, export volume continued to deteriorate through
the third quarter of 1980. The external current account
worsened, recording a deficit of US$3.4 billion (equiv-
alent to 5.8 percent of GNP), chiefly because of the
sharp rise in the price of imported oil and a sizable
import volume growth financed with assistance from
abroad.

However, restrictive demand management led to a
rapid deceleration of the inflation rate—measured by
the yearly change in the implicit GNP deflator—from
104 percent in 1980 to 42 percent in 1981 and further
to 28 percent in 1982 (Table 1). The decontrol of time
deposit rates and downturn in the rate of inflation
contributed to a slowdown in the accumulation of
inventories and a sharp rise in real broad money.
Positive real interest rates on time deposits and CDs
brought about a remarkable shift from currency, sight
deposits, and especially inflation hedges (nonfinancial
assets and foreign currency), into quasi-money.*® Be-
tween 1980 and 1982, quasi-money increased four times
and broad money increased by two thirds in real terms,
as the income velocity with respect to M2 dropped by
one third. The revival of financial intermediation and
a nearly 3 percentage point increase in the average
propensity to save (from 15.6 percent of GNP in 1980)
facilitated a significant recovery of fixed capital for-
mation and output. The rate of real GNP growth
exceeded 4 percent in both 1981 and 1982 and real
fixed investment rose 3.5 percent (5.5 percent in the
private sector) by 1982 (Chart 1).

Domestic economic recovery was associated with a
marked strengthening in the balance of payments,
made possible above all by the flexible exchange rate

“ For an analysis and estimates of the effect of interest rate
liberalization on money demand, see Appendix I.
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policy.*® In 1982, despite continued deterioration in
the terms of trade, world recession, and some rise in
interest payments on foreign debt, the current account
deficit was cut to US$0.9 billion (1.7 percent of GNP),
as export volume more than doubled over the period
1980-82 (Table 2). By 1982 merchandise exports ac-
counted for 11 percent of GNP, as against only 5
percent two years earlier. Workers’ remittances and
other income from services increased significantly (by
44 percent) in response to positive real interest rates
and a more realistic exchange rate. All told, the real
foreign balance contributed almost one half of real
GNP growth in 1981 and 1982.

In 1983 there was a considerable setback in overall
performance. Real GNP growth fell to 3.3 percent and
the external current account deficit rose by US$1.0
billion. In part, this stemmed from a decline in agri-
cultural production (reflecting adverse weather con-
ditions) and a weakening of export prices. More
fundamentally, a relaxation of financial policies and
an increase in real wages contributed to the acceler-
ation in the growth of domestic demand in excess of
the rise in aggregate production. Concomitantly, the
savings ratio dropped by more than 2 percentage
points. Given rising inflationary expectations and cuts
in time deposit rates, as well as a slowdown in GNP
growth, real demand for broad money stagnated during
most of the year. Although inflationary pressures were
not fully reflected in prices because of incomplete SEE
price adjustments prior to the November elections, by
the end of 1983 wholesale prices had risen 40 percent
above their level a year earlier. Delayed price adjust-
ments, in combination with stepped-up depreciation
of the lira in the first quarter of 1984, removal of export
restrictions, and sustained domestic demand—due to
a continued expansionary fiscal and monetary stance—
resulted in an inflation rate in excess of 50 percent
during 1984, Real GNP growth meanwhile increased

4 Ordinary least-squares eslimates of quarterly trade equations
confirm the responsiveness of Turkey’s exports and non-oil imports
to exchange rate changes. Long-run price elasticity estimates were
2.1 percent for export supply and — 2.0 for non-oil import demand
over the period 1977-84; the price elasticity of demand for petroleum
imports was found to be not significantly different from zero.
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Chart 1. Turkey: Selected Economic Indicators, 1977-85
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to nearly 6 percent reflecting in part a renewed export-
led expansion of industrial output.

Largely as a consequence of the enhanced compet-
itiveness of the lira and the liberalization of the trade
regime, in 1984 the external current account deficit fell
by US$0.5 billion to US$1.4 billion (2.8 percent of
GNP). The liberalization of the exchange and payments
system seems to have had a mixed impact; while
contributing to a further surge in merchandise exports
(24 percent in volume), it apparently inhibited a re-
bound in workers’ remittances to the 1982 level—as
market-yield foreign currency deposits with commer-
cial banks had become a more attractive vehicle for
repatriating income from abroad. Capital inflows in-
creased and the gross foreign exchange reserves of the
banking system reached an unprecedented level of
US$3.1 billion, equivalent to almost four months of
imports at the end of 1984.

In 1985—the first year without debt relief and without
a stand-by arrangement with the Fund since 1978—
Turkey made further progress toward adjustment.
While real growth in consumption fell from 5.3 percent
to 3.2 percent and the national savings ratio bounced
back to 18.1 percent, fixed investment increased by
10.9 percent (7.8 percent for private investment). The
slowdown in consumption growth was based on a
combination of some fiscal restraint and a tightening
in monetary policy, including the re-emergence of
positive real interest rates on longer maturing time
deposits. Inflation continued to surge in the first quarter
as the introduction of the VAT led to a year-on-year
increase in the wholesale price level of 57 percent.
However, reflecting initially an abundant crop of fresh
fruits and vegetables and later the softening of petro-
leum prices, and supported by some moderation in
financial policies, the rate of wholesale price inflation
fell to 34 percent during the year ended in the first
quarter of 1986.

In 1985, particularly after the first quarter, the
external performance was equally encouraging, buoyed
by a rise in merchandise exports and tourism. The
current account deficit was reduced by a further US$0.4
billion to US$1.0 billion (1.9 percent of GNP). While
the renewed real depreciation of the lira was instru-
mental in promoting export growth, currency substi-
tution in favor of higher-yield (and, in the perception
of depositors, less risky) foreign exchange accounts
seems to have been detrimental to the conversion of
workers’ earnings abroad into Turkish lira deposits.*
At the end of the year, Turkey’s external debt out-

% Depositors have become increasingly sensitive to relative risk
and return, given the availability of a wider portfolio selection
particularly for workers living abroad (including deposits with
commercial banks abroad, Dresdner Bank deposits held with the

Central Bank, and foreign currency and Turkish lira deposits with
Turkish commercial banks). The removal of a small interest rate
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standing stood at US$25.4 billion, of which US$6.6
billion constituted short-term obligations, including
emigrants’ deposits totaling US$3.4 billion.’!

Perhaps the single most successful element of the
Turkish recovery has been the dramatic growth of
exports of goods and certain services (such as con-
struction, transport, and, more recently, tourism). The
tripling of merchandise export volume between 1980
and 1985 (Chart 1) was accompanied by considerable
diversification in industrial products. In 1980, agricul-
tural goods accounted for 58 percent and industrial
products for 36 percent (consisting largely of processed
food and textiles) of total export value. By 1985, the
share of industrial products had reached 75 percent of
export value (with hides and leather products, chem-
icals, iron and steel products, petroleum products, and
machinery and metal products, as well as processed
food and textiles, each accounting for more than 3
percent of the total). Although aided to an extent by
Turkey's geographical location, the growth in exports
reflected a striking penetration of foreign markets after
1980 that can be ascribed chiefly to the application of
appropriate policies. This point is illustrated best by
the increase in the share of Turkish exports in total
exports of non-oil developing countries to industrial
countries from 0.9 percent to 1.6 percent and to Middle
East partner countries from 4.0 percent to 20.3 percent
between 1980 and 1985 (Table 2). During the pre-
program period, the respective shares stagnated, at a
time when the growth of non-oil developing country
exports to these regions increased about eight times
faster than in the program period.>?

International capital markets reacted favorably to
Turkey’s external performance and to the underlying
policies. In addition to substantial project-related bor-
rowing and trade credits since 1982, Turkey obtained
syndicated medium-term loans for balance of payments
support totaling US$1.0 billion over the period 1983—
85 from commercial banks abroad, at increasingly
favorable terms. The shift from official financial as-
sistance to commercial borrowing can be interpreted
as evidence of Turkey’s return to a normal standing
in the international economic community. However,
this improved market perception does not appear to
have taken hold among multinational firms who so far
have not expanded operations significantly in Turkey,
in part because most measures to promote foreign
direct investment have been adopted relatively re-

premium (5 percentage points) previously offered to workers abroad,
in January 1985, probably also contributed to the drop in workers’
remittances.

1 As a significant part of the debt is denominated in currencies
other than the U.S. dollar, most of the 1985 increase in the dollar
value of outstanding obligations reflects the depreciation of the
dollar against other major currencies.

32 See page 6 above.
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cently. In fact, since 1980 direct investment inflows
have barely totaled US$0.4 billion, of which at least
one half represents utilization of funds under the
Turkish lira option pursuant to the 1980 settlement of
nonguaranteed supplier arrears.

The impact of the adjustment effort on employment
and income distribution is more difficult to assess, as
available data are less than satisfactory in this area.
In Turkey, the combination of an average yearly growth
of 1.5 percent in the civilian labor force and structural
stagnation of agricultural employment—representing
around 60 percent of civilian employment—has im-
posed a heavy burden on economic development to
absorb the available labor supply. Through the mid-
1970s, both strong demand for labor abroad coupled
with a rapid rise in public sector employment provided
a ready outlet for excess labor. As this outlet had
become narrower and output contracted, the rate of
unemployment—according to official estimates—rose
to 14.8 percent of the domestic civilian labor force by
1980 from 12.1 percent in 1977. During the program
period, the recorded rate of unemployment increased
further to 16.3 percent. However, the latter increment
can be attributed mainly to a decline in agricultural
employment and a marked deceleration in the growth
of foreign demand for Turkish workers. It is arguable
that, excluding these factors, unemployment would
not have increased above the 1980 rate.”* Indeed,

* The underlying assumption is that during the program, employ-
ment in the agricultural sector and abroad remained on the pre-
program trend.

Economic Performance

during the program period, the annual growth in
nonagricultural employment averaged some 2.8 per-
cent, compared with a 1.9 percent annual average
increase prior to the program.

Changes in the distribution of income during the
adjustment are less clear, given data limitations. Av-
erage gross real wages are estimated—on the basis of
data covering one eighth of total employment®—to
have fallen about 3.4 percent yearly since 1980. How-
ever, the drop in gross wages was mitigated by suc-
cessive cuts in marginal income tax rates and by tax
rebates to wage earners. Taking into account the
reduction in effective income tax rates, it appears that
the take-home pay of workers increased during the
program period. In the private sector, the average net
real wage rate is estimated—on a limited sample of
the work force®™—to have increased 2.8 percent yearly,
while for public sector workers it rose 4.7 percent
yearly. In any event, it cannot be concluded unambig-
uously that the program has affected adversely the
population as a whole in terms of real income growth
and employment opportunities.

% Based on information collected by the Social Insurance Institute

on workers covered by social insurance, including some private
wage contraclts.

 Official data relating to wage settlements by the High Arbitration
Council (accounting for one third of wage negotiations) calculated
with regard to a married worker with two children.
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VII Lessons for Policy

The adjustment process that began in Turkey in 1980
has not yet been completed, nor has enough time
elapsed since key policies were implemented to gauge
their full repercussions. However, a number of ten-
tative lessons may be drawn from that effort, partic-
ularly when assessed vis-a-vis comparable liberaliza-
tion-cum-stabilization programs undertaken elsewhere.
In this regard, the Southern Cone of Latin America
offers a particularly rich experience that has been
thoroughly documented and has been subject to ex-
tensive analysis in recent years. It should be useful,
therefore, to summarize that evidence and its inter-
pretation, as well as to identify features which the
Turkish case may have in common with, or which
differentiate it from, those earlier adjustment efforts.

Experience in the Southern Cone*®

In the second half of the 1970s, Argentina, Chile,
and Uruguay launched almost contemporaneously a
remarkable combination of liberalization and stabili-
zation policies. Just like in Turkey, these policies were
introduced to correct serious external and internal
imbalances, against a background of deep-rooted im-
port-substitution and government intervention. How-
ever, in comparison with Turkey, they were under-
taken with less financial assistance from the Fund® or
other official sources.

In broad terms, the adjustment strategy followed in
the Southern Cone can be separated into two distinct
stages—each of about three years in duration. In the
first stage, a major objective was to curb domestic
demand through fiscal and monetary restraint, while
commodity prices and interest rates were decontrolled
and real wages were permitted to decline. On the
external front, an important component of the package

* This overview draws heavily on the discussion in Dornbusch
(1982), McKinnon (1982), Frenkel (1982), Sjaastad (1983), Barletta,
Blejer, and Landau (1984), Khan and Zahler (1985), Corbo and de
Melo (1985), and Diaz Alejandro (1985).

7 All three countries began the liberalization process with the
support of stand-by arrangements, which were abandoned after the
initial years of adjustment.
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was trade liberalization, consisting of the removal of
nontariff barriers and phased tariff cuts—executed
most ambitiously by Chile, with reductions in tariffs
from an average rate near 100 percent to a uniform 10
percent rate over a six-year period. Also, following
substantial devaluations, the exchange rate was de-
preciated roughly by the amount of the differential
rate of inflation at home and abroad.

In the second stage, the exchange rate became the
central anti-inflationary instrument. The nominal rate
was depreciated according to a pre-announced sched-
ule covering up to six months—which would have left
the real rate unchanged only if the underlying inflation
target materialized. (Eventually Chile moved even
farther, to a nominal rate pegged to the U.S. dollar.)
This approach rested on the assumption that the
declining rate of nominal depreciation would lead to a
drop in the rate of inflation not only through its direct
impact on the price of tradables, but also through its
influence on inflationary expectations as regards non-
tradables. In addition, most restrictions on interna-
tional capital flows were removed. Interest rate ceil-
ings were abolished, various restrictions on the do-
mestic financial system were eased, and reserve re-
quirement ratios were reduced sharply.

In other respects, the approach during the second
stage differed among countries. In contrast to Chile,
where the fiscal stance continued to be restrictive
while state ownership in the real sector and banking
had been considerably trimmed, Argentina was unable
to reduce significantly the public sector deficit. In both
Argentina and Uruguay the pace of trade liberalization
slowed down, while Chile completed the tariff reform
on schedule. As opposed to the other two countries
where partial labor market liberalization continued,
Chile instituted full indexation of wages to consumer
price changes.

Initially, the adjustment was successful in moder-
ating the rate of inflation and in narrowing or elimi-
nating the current account deficit, despite weakened
export prices in the case of both Chile and Uruguay.
The growth and employment record was less encour-
aging; output growth, except in Uruguay, remained
low and the rate of unemployment rose significantly,
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notwithstanding a marked drop in real wages. In the
second stage, the deterioration in public finances in
Argentina, and rebound of real wages in Chile, resulted
in a sharp rise in domestic demand that was not
matched by the acceleration in output growth. Al-
though the exchange rate policy was marginally helpful
in dampening inflationary pressures that stemmed from
excess demand, it did so at the cost of a rapidly
worsening external payments position. Indeed, the
loss in export competitiveness, due to real exchange
rate appreciation—at a time when the terms of trade
deteriorated—compounded the adverse impact of ex-
cess domestic demand on the foreign balance.

The deterioration in the current account balance
was financed with a large amount of borrowing from
abroad, much of it in the form of short-term inflows
to the private sector (under the perception of at least
an implicit government guarantee), made attractive by
the combination of an overvalued exchange rate and
the effects of domestic financial liberalization—includ-
ing domestic real interest rates of up to 40 percent,
lack of effective supervision of financial institutions in
the presence of market imperfections, and unrestrained
international capital transactions. The emerging bal-
ance of payments crisis was accompanied by currency
substitution and a domestic financial crisis, where the
bankruptcy of several financial intermediaries was
largely averted with public sector assistance and a
relaxation of monetary policy. In the early 1980s, as
foreign commercial banks were no longer willing to
increase their credit exposure, the situation became
unsustainable and all three countries were forced to
abandon or suspend the liberalization. In addition to
the foreign exchange crisis, each economy was beset
by a deep recession and a high external debt burden.

The failure of liberalization experiments in the
Southern Cone has been attributed above all to incon-
sistencies between exchange rate policies and demand
management, and to premature and excessive financial
liberalization. The shift in the exchange rate policy
from a passive crawling peg (with the rate set to
compensate for the actual inflation differential with
trading partners) to an active downward crawling peg
(based on the inflation target) or a fixed nominal rate,
was incompatible with either the lack of fiscal restraint
or the downward rigidity in real wages implied by full
wage indexation—with the result that the real effective
exchange rate appreciated. In addition, complete re-
moval of interest rate ceilings on all financial instru-
ments, large cuts in reserve requirements, and elimi-
nation of restrictions on international capital flows,
were implemented without first ensuring macroeco-
nomic control, effective regulation of the operations
of financial intermediaries, and sufficient progress in
trade liberalization. This sequence contributed sub-

Turkish Experience in Perspective

stantially to the domestic financial crisis and the
external imbalance—largely because financial markets
tend to adjust much faster than goods markets to
liberalization. An additional factor held responsible
for the collapse of the liberalization was the increased
vulnerability to external shocks (losses in terms of
trade, weak external demand, high foreign interest
rates) during the opening-up process, in the absence
of an adequate macroeconomic policy response.

A major lesson from the experience in the Southern
Cone is that a significant and sustained cut in the size
of the fiscal deficit is a necessary—yet not sufficient—
condition for successful liberalization in a developing
economy. As regards exchange rate policy, it would
seem desirable to follow a passive crawling peg,’® but
without a similar passive crawl for wage determination.
Full and credible control over public finances would
be required before shifting to an active downward
crawl for the exchange rate, while retaining an active
downward crawl for wages as well. Alternatively, it
may be desirable to introduce a freely floating exchange
rate during a period of significant changes in the
international environment and of trade liberalization
or other reform measures affecting the domestic price
structure. Domestic financial liberalization may need
to proceed gradually, while ensuring satisfactory reg-
ulation of intermediation practices and allowing for
adequate—though not excessive—positive real interest
rates particularly on longer-term bank deposits. Also,
most analysts agree that opening up the capital account
should come later, and certainly after liberalizing the
current account of the balance of payments. Further-
more, disillusionment with some of the policies fol-
lowed in the Southern Cone prompted a well-known
advocate of liberalization to argue that the liberalizing
country should abstain from capital inflows—especially
of a short-term nature—including official financial
assistance from abroad.*

Turkish Experience in Perspective

There are striking similarities between the experi-
ence in the Southern Cone and that in Turkey; yet the

* However, under certain conditions—notably, in the presence
of sticky inflationary expectations due, for example, to a lack of
sustained improvement in fiscal performance—prolonged reliance
on a passive crawling peg can lead to a loss of control over the
inflationary process. See Adams and Gros (1986).

% McKinnon (1984) recommends that At the very minimum,
official agencies such as the World Bank or the International
Monetary Fund should not try to buy a trade liberalization by giving
aid. Never try to bribe someone into liberalizing, because you inject
capital al the time the liberalization occurs, and you make that
liberalization much harder to sustain. . . . Because private lenders
often magnify any such official injection by the World Bank or IMF,
free inflows of foreign financial capital should only be allowed at
the tail end of an otherwise successful program of liberalization.™
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VIl « LESSONS FOR POLICY

two cases differ in several crucial respects. The ex-
periences resemble each other very closely in terms
of both the background of economic repression and
the initial crisis. Also, the Turkish policy package
included measures similar to those introduced during
the first stage of the Southern Cone adjustment. Through
1982, Turkey combined a tight fiscal and monetary
stance with nearly full decontrol of commodity prices
and time deposit rates, and took important steps toward
trade liberalization. The exchange rate was set more
or less according to a passive crawl, while wage
determination was in effect based on an active down-
ward crawl.

Although in Turkey the adjustment program cannot
be divided as neatly into two stages as in the Southern
Cone, the external liberalization was clearly stepped
up at the end of 1983, and a number of important
domestic structural measures were introduced in 1984—
85. Partly because of some of these measures and
partly in response to the 1982 domestic financial crisis,
there were difficulties in exercising macroeconomic
management and thus in lowering the rate of inflation
and preventing some deterioration in the external
current account thereafter. Indeed, the weakness in
demand management at a time when a tighter stance
would have been desirable to support structural
changes—in particular financial liberalization and tax
reform—contributed to the slippages that had taken
place after 1982. Nevertheless, in Turkey there was
no fundamental shift in the exchange rate and wage
determination in the course of the program—except
for a brief experimentation with real exchange rate
appreciation to contain inflationary pressures in the
course of 1984—thus avoiding the policy inconsisten-
cies that characterized the second stage of the adjust-
ment in the Southern Cone. Another difference with
the latter is that in Turkey the financial crisis was
followed not only by monetary and fiscal ease, but
also by the enactment of banking reform and the
adoption of flexible interest rate ceilings aimed at
maintaining positive real time deposit rates which
obtained except for some intervals between mid-1983
and early 1985.

The removal of most exchange and payments re-
strictions at the beginning of 1984, prior to completion
of trade liberalization and given some weakness in
public finances, resembles developments in the South-
ern Cone. However, although the external financial
liberalization, in the presence of continued inflationary
expectations. has contributed to currency substitution,
it has not had such detrimental consequences on the
balance of payments and external indebtedness, ap-
parently for two reasons. For one thing, interest and
exchange rate policies did not provide such a strong
incentive to capital inflows. For another, both domestic
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and foreign commercial banks were far more cautious
in intermediating short-term credits to Turkey than to
the Southern Cone countries—without even implicit
government guarantees and given live memories of the
experience with the CTLD scheme in the late 1970s.
Nonetheless, there was a sizable accumulation of short-
term obligations, partly in the form of emigrants’
deposits with domestic commercial banks.

The Turkish case, in terms of its strengths as well
as its weaknesses, corroborates the principal lessons
derived from the liberalization experience in the South-
ern Cone. These may be summed up as the need for:
tight demand management, mainly through steady and
credible fiscal restraint; consistent passive exchange
rate crawl and active downward wage crawl; effective
regulation of financial intermediation practices and
introduction of a deposit insurance scheme, while
allowing for adequate positive real interest rates; and
trade liberalization to be followed by gradual elimi-
nation of restrictions on external capital movements,
with controls on short-term capital movements to be
removed last. Only after a successful and convincing
decline in domestic demand pressures and in inflation-
ary expectations, is it likely to be appropriate to permit
more direct market determination of the exchange
rate, interest rates, and wages.

Apart from these general lessons, in common with
experience accumulated elsewhere, the Turkish ex-
perience provides for some specific lessons as well.
Reductions in the income tax burden for supply-side
reasons, which contributed to a short-run shortfall in
government revenue, should have been matched by
cuts in government outlays, to prevent an unintended
fiscal expansion in the course of the adjustment. In
addition, lifting restrictions on foreign currency de-
posits should have been paralleled by a convergence
in the treatment (in terms of interest rate determination,
taxation, and effective reserve requirements) of com-
parable maturity deposits regardless of currency de-
nomination, so as to ensure extension of effective
monetary control over foreign currency deposits. Like-
wise, financial innovations, such as reduction in the
effective reserve requirement ratio and activation of
an interbank money market, should have been accom-
panied by stronger compensatory slowdown in reserve
money growth. In brief, structural adjustment in var-
ious areas of potential conflict can be made compatible
with the stabilization goal through appropriate com-
pensatory measures.

Finally—contrary to a view expressed in connection
with other less successful adjustment attempts®—
external assistance to support the Turkish program

% See footnote 59.
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provided by the Fund, the World Bank, and other
official sources, and including restructuring of foreign
obligations, ensured a minimum level of resource
inputs for viable export-led growth. It is plausible to
argue that, by easing supply bottlenecks arising from
previous import compression, the financial assistance
provided in the initial years of the adjustment, in
combination with appropriate policies, laid the foun-
dation for rapid export growth and permitted the
economy to withstand external shocks. Over time, an
increasing portion of official transfers has been re-
placed by spontaneous medium-term borrowing from
private sources—which should not pose a danger to

Turkish Experience in Perspective

the adjustment effort as long as it serves to enhance
the foreign exchange earning capacity of the country.
As of yet, there has been a relatively small inflow of
equity finance, as both legal and administrative restric-
tions to direct investment have been phased out only
gradually. Elimination of restrictions is a necessary
condition to induce such flows; a sufficient condition,
that has yet to be fulfilled, is the creation of market
perceptions of a sufficiently stable economic environ-
ment. Direct investment presupposes a much deeper
commitment and involvement in the local environment
by the foreign investor than does lending on the part
of the foreign lender.
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VIII Conclusion

The structural reform and economic stabilization
program undertaken in Turkey since 1980 suggests—
in spite of some slippages and the fact that the program
has not yet been completed—a strategy for the difficult
transition from economic repression toward equilib-
rium and growth. Following a severe balance of pay-
ments crisis, sustainable economic growth can be
attained within a reasonable period of time through an
adjustment effort that combines high export perform-
ance and revival of domestic financial intermediation,
supported by adequate capital inflows from abroad—
in a stable social and political environment.

Based on the Turkish experience, the most important
measures for inducing high export growth consist of
a flexible exchange rate and the removal of restric-
tions, first on foreign trade and later on capital move-
ments, to shift the productive structure of the economy
toward the supply of tradables, and domestic demand
toward nontradables. Equally important instruments
are a restrictive fiscal stance to assist in releasing
resources for export production, and an effective
incomes policy to underpin export competitiveness.
Restoration of financial intermediation—to facilitate
fixed capital formation—involves maintenance of pos-
itive real interest rates on bank deposits. Together,
flexible exchange rate and interest rates, in the context
of economy-wide market pricing and accompanied by
a phased external liberalization, are integral parts of
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an adjustment package aimed at sustainable economic
growth,

The Turkish experience suggests that the effective-
ness of these policies can benefit greatly from prompt
and sizable external financial assistance especially
during the initial period of the adjustment. It also gives
reason to look for such support to be followed. as the
country regains its credit standing in the international
marketplace, by spontaneous medium-term and long-
term private lending. It is only at a later stage, however,
that an increasing portion of capital inflows can be
expected to take place in the form of foreign direct
investment—a development that has yet to materialize
in Turkey.

While the foregoing are for the most part critical
ingredients of a recovery program, additional broad-
based structural measures—including institutional re-
form of the banking system, development of capital
markets, strengthening of nonfinancial public enter-
prises, and tax reform—that are conducive to a more
efficient allocation of real and financial resources,
should speed up the attainment of, and add permanence
to, the development goal. On the basis of the Turkish
case at least, it appears that there are relatively few
instances of potential conflict between stabilization
and structural reform that could not be avoided or
minimized through appropriate sequencing of measures
or compensatory policy action.
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Appendix I

Interest Rate Liberalization and the Demand for Money

In recent years there has been a growing recognition
among analysts and policymakers of interest rate policy
as a major instrument for mobilizing financial resources
in developing countries. Proponents of this view argue
that market determined interest rates, in combination
with appropriate external and domestic macroeco-
nomic policies, are necessary for channeling—initially
through the banking system—financial resources from
savers to investors, which in turn should lead to
increased economic growth.®' Developments in Turkey
following the introduction of the 1980 adjustment
program appear to support the hypothesized comple-
mentarity between the growth of real money balances
and fixed capital formation, as well as its contribution
to output growth, in response to. inter alia, interest
rate liberalization.®?

Full examination of such linkages lies beyond the
scope of this analysis, which focuses on the determi-
nants of money demand in Turkey since the late 1970s,
with particular emphasis on the role of the rate of
interest.® The usefulness of studying the Turkish
experience is underscored by the difficulties often
encountered in empirically documenting the influence
of interest rates on money demand or financial savings
in developing countries.® Moreover, a quantitative
explanation of the demand for money is an important
ingredient in the formulation of monetary policy.

Model of Money Demand

It is customary to postulate the demand for money
as a function of the level of income (or some other

¢ For an early statement of this view, see McKinnon (1973). Yet
resistance to decontrolling interest rates is still strong in most
developing countries as well as many developed ones; for a discus-
sion of reasons underlying such resistance, see International Mon-
etary Fund (1983).

% See page 20 above.

® For a description of interest rate policy in Turkey, see pp. 9-
10. Fluctuations in bank deposit rates are shown in Chart 3.

* The main obstacle for estimating this relationship is the prev-
alence of rigid interest rate ceilings in many of these countries. See,
for example, the estimates of money demand by Khan (1980) and

scale variable) and the opportunity cost of money,
which in turn is determined by the market rate of
interest and the expected rate of price inflation. Thus,
the determination of the equilibrium stock of money
in time ¢ can be expressed in exponential form:

m;" = g% y& e®hft N (1)

where m* denotes the demand for real money balances,
vy the level of real income or output, r the rate of
interest, and « the expected rate of inflation.

The value of each parameter is contingent largely
on the definition of the dependent variable. The trans-
actions demand for money is reflected in a positive
income elasticity, that is, o; = 0, but this tends to be
larger for narrow money than quasi-money. On account
of the speculative motive for holding money, the rate
of interest on time deposits has a positive effect on
the demand for quasi-money, a, > 0, particularly if
there are few alternative interest-bearing financial
assets. By the same token, the time deposit rate acts
as a depressant on the demand for narrow money
(whose nominal yield is closer to zero) so that o, <
0, as portfolios are adjusted toward larger holdings of
interest-bearing assets in response to a rise in the
interest rate. Hence, the elasticity of demand for broad
money with respect to the time deposit rate is theo-
retically ambiguous.® Meanwhile, the expected rate
of inflation exercises a negative influence on all forms
of money holdings, a; < 0, regardless of the definition
of money; in other words, expected inflation affects
the allocation of wealth between money and real assets,
as well as other inflation hedges such as foreign and
indexed domestic financial assets.

Over the long run, actual money balances adjust
fully to the desired level of money balances. However,
in a shorter time horizon, there is usually a lagged

of savings behavior by Kopits and Gotur (1980). An exception is
the attempt by Mathieson (1982) at measuring the effect of interest
rates during financial reform in Argentina.

% By contrast, the elasticity of broad money holdings in countries
with well-developed capital markets, estimated with respect to the
interest rate on nonmonetary financial assets, is negative. See the
survey by Laidler (1977), chapter 7.
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APPENDIX [ « THE DEMAND FOR MONEY

response of actual money holdings to changes in the
desired stock. This partial adjustment mechanism can
be described as:

mJtm,_, = (mFlm,_ ) (2)

where 0 < A = | stands for the coefficient of adjustment
of real money balances to changes in the equilibrium
level of real balances. The faster the adjustment, the
closer is the value of A to unity.

Substituting equation (1) into (2), taking natural
logarithms and adding the stochastic term u, results in
the following linear relationship:

Inm, = hey + Ay Iny, + hay 1y

+ Az, + (1 = NInm,_, + 4, (3)

where real money balances are determined by real
income, the rate of interest, the expected rate of
inflation, and the past level of money holdings. Equa-
tion (3) is sufficiently general to accommodate any
definition of money. However, for estimation pur-
poses, it is necessary to incorporate two further mod-
ifications.

First, as the expected rate of inflation cannot be
measured directly, inflationary expectations must be
specified in terms of observed price fluctuations. Broadly
stated, the expected rate of inflation in period ¢ is
generated by actual price changes in the previous
periods k = 0, 1,2 ... n:

m™m = %:’YkA Inp.-—k (4)

where 0 = y = 1 is the distributed lag weight and p is
the price level. The actual form of the distributed lag
(4) adopted for estimation purposes is discussed in the
following section.

Second, equation (3) ignores structural shifts that
take place in an economy undergoing financial reform.
Indeed, liberalization of interest rates constitutes a
structural shift that may affect the stability of the
demand for money function. In order to capture the
impact of this shift, the interest rate variable is trun-
cated into separate variables r, and r, which stand for
the time deposit rates prevailing before and after
decontrol, respectively. Accordingly, equation (3) is
expanded as follows:

Inm, = hay + Aay Iny, + Aoy ry, + Aaga 1y
+ A D, eAlnp, , + (1 = Nlnm,_, +u, (5
0

where «,, and «,, represent interest semi-elasticities
of money demand prior to and following decontrol,
respectively.
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Data and Estimation

Besides broad money (M2) itself, three components
of broad money were selected as alternative measures
of the dependent variable in equation (5) on the basis
of certain distinguishing characteristics. The first com-
ponent, adjusted narrow money, consists of currency
in circulation plus personal sight deposits (excluding
commercial sight deposits) which are highly liquid and
have traditionally yielded a very low nominal interest
rate. The second, comprised of commercial sight
deposits, differs from other forms of narrow money in
that borrowers have been required to hold a large part
of them as compensatory balances against credits
outstanding. The third and remaining component of
broad money is quasi-money, made up of time deposits
and certificates of deposit. (Data description and sources
are given in Table 3.)

The wholesale price index was used for deflating the
dependent variable and for measuring the rate of
inflation. The choice of this index is justified on grounds
that it is probably Turkey’'s most reliable nationwide
price index covering the period of estimation. More-
over, in comparison with consumer price changes,
movements in wholesale prices can be regarded as a
better measure of the opportunity cost of money
inasmuch as they reflect the capital gains that accrue
on inventories of basic commodities and inputs (ex-
cluding services), which constitute a major alternative
to holding money balances in developing countries.5

The effect of the rate of inflation in equation (5) was
estimated through a polynomial distributed lag of the
second degree without end-point restrictions. Clearly,
this approach does not permit estimation of parameter
a; separately from lag weights +,. Instead, it yields
estimates of the product B, = ayy, which stands for the
semi-elasticity of the demand for money in time ¢ with
respect to the actual rate of inflation in r — k rather
than the expected rate of inflation in ¢.

The interest rate was measured by the nominal yield
on 6-month to 12-month personal time deposits—
considered the typical interest rate on quasi-money
balances—net of withholding tax. The interest rate
variable was split in the middle of 1980 when interest
rates on quasi-money were decontrolled. Thus, r, is
measured by the after-tax time deposit rate through
the second quarter of 1980 and r, by the deposit rate
from the third quarter onward.*’

As only annual time series of real GNP were
available for quantifying the income variable, it was

% See, for example. McKinnon (1973), pp. 96 ff.

® This approach is equivalent to applying slope dummies to the
rate of interest.
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Data and Estimation

Table 3. Turkey: Definitions and Sources of Data for Appendix I

Variable Data Definition Source
m M2/WPI, MIA/WPI, Broad money, adjusted narrow money,
CSD/WPI, QM/WPI commercial sight deposits, quasi-money, in
billions of 1980 Turkish liras See below
M2 = MIA + CSD + QM Broad money, in billions of Turkish liras Central Bank
MIA Adjusted narrow money: currency in circulation
plus savings sight deposits, in billions of
Turkish liras Central Bank
CSD Commercial sight deposits, in billions of Turkish
liras Central Bank
QM Quasi-money: time deposits (including
commercial lime deposits) plus certificates of
deposit, in billions of Turkish liras Central Bank
p WPI General wholesale price index (1980=100), prior

y

Benchmark (GNP, ELC)

to 1982 calculated on 1963 base, and
subsequently on 1981 base

Quarterly estimate of GNP at market prices, in
billions of 1980 Turkish liras

State Institute
of Statistics

See below

GNP Annual GNP at market prices, in billions of 1980 State Planning
Turkish liras Organization
ELC Electricity output per quarter, in millions of State Planning
kilowatt hours Organization
r INT(1-TAX) After-tax interest rate on 6-month to 12-month
deposits, in percent per annum’ See below
r DyINT(1-TAX) After-tax interest rate on 6-month to 12-month
deposits through second quarter of 1980, in
percent per annum See below
r DL,INT(I-TAX) After-tax interest rate on 6-month to 12-month
deposits beginning in the third quarter of 1980,
in percent per annum' See below
INT Interest rate on 6-month to 12-month personal
time deposits, in percent per annum' Central Bank
TAX Rate of withholding tax or interest income from Ministry of
time deposits Finance
D, Dummy variable: | through second quarter of
1980 and 0 thereafter _
D, Dummy variable: 0 through second quarter of

1980 and 1 thereafter

Note: Quarterly variables m, p, and y are seasonally adjusted. Data on monetary aggregates, the price index and the interest rate, are
centered in the middle of the quarter—necessary in particular to remove the influence of year-end “‘window dressing’’ accumulation of
deposits by commercial banks, on the measurement of monetary aggregates.

! From the first quarter of 1984 onward, the three-month deposit rate was used for forecasting purposes as the bulk of time deposits shifted

to the shorter maturity.

necessary to search for an appropriate quarterly in-
dicator of economic activity. In the absence of a
suitable production index on a broad sectoral basis,
quarterly data on electricity output were grafted onto
the annual GNP at constant prices. The high correlation
between annual GNP and annual electricity output

suggests that the quarterly series of electricity output
is an adequate proxy for quarterly variations in overall
activity .

% The coefficient of correlation between annual electricity output
and GNP at constant prices is 0.98 over the 1975-84 period.
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APPENDIX I » THE DEMAND FOR MONEY
Estimation Results

Ordinary least-squares estimates of the money de-
mand function on quarterly data over the period 1977-
82 are shown in Table 4. The table contains a pair of
estimates for each definition of money: with a single
interest rate variable and with partitioned interest rate
variables. The fits are excellent, as reflected by the
closeness of the predicted and actual values of the
dependent variable over the estimation period (Chart
2). The relevant tests for autocorrelation reveal serial
independence of residuals—after appropriate correc-
tion of the estimates for adjusted narrow money. On
the whole, the model provides a greater explanatory
power for adjusted narrow money and quasi-money
than for broad money, capturing more fundamental
demand behavior separately for active and idle bal-
ances. The fit for commercial sight deposits is weaker
because of the largely compulsory nature of such
deposits.

The evidence confirms that in the late 1970s Turkey
experienced a severe crisis of financial disintermedia-
tion. Real money holdings declined in response to
rising inflationary pressures and lack of adequate
return—increasingly negative in real terms—on idle
balances. This development was reversed since 1980,
as the reorientation of financial policies and falling
rates of inflation led to a marked rise in the demand
for money. Whereas fluctuations in real income—
which reached a trough in 1980—dominated the de-
mand for narrow money, as reflected in the size and
significance of the income elasticity estimate, the
introduction of more realistic interest yields on quasi-
money encouraged a substantial shift from currency
and sight deposits (including commercial sight depos-
its), as well as nonfinancial assets and assets held
abroad, into interest-bearing deposits. (Interest rates
on bank deposits and the inflation rate are shown in
Chart 3.)

On balance, therefore, the negative effect of time
deposit rates on the demand for narrow money seems
to have been more than offset by their positive effect
on quasi-money, implying a positive overall effect on
the demand for broad money, even though the coef-
ficient of the interest rate variable turned out to be
insignificant in direct estimates of the demand for
broad money. The results for broad money components
indicate that on average the negative impact of the
inflation rate was transmitted in less than two quarters
on equilibrium narrow money and less than one quarter
on desired quasi-money holdings; for broad money the
mean lag is closer to three quarters. However, the
adjustment of actual money balances to their equilib-
rium level is much slower for adjusted narrow money
and quasi-money than for commercial sight deposits;
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for the latter, apparently the adjustment is realized
fully within one quarter.

For more meaningful quantitative evidence on the
determination of the demand for money it is necessary
to turn to Table 5, which displays the elasticities of
the demand for broad money with respect to each
exogenous variable. It shows the percentage change
in money holdings, within one quarter, one year, and
over the long run, given a 1 percent rise in real income,
in the rate of interest, or in the rate of inflation.%® Two
separate sets of elasticities are presented: one is based
on direct regression estimates for broad money, while
the other set is derived from the sum of estimates for
the components of broad money—weighted by their
relative shares therein.

Both approaches result in similar long-run income
and inflation elasticities, of about 1.2 to 1.7 and of
—0.3, respectively. These values are comparable to
long-run elasticities of demand for broad money ob-
tained for other developing countries.” However, in
other respects, the two approaches reveal considerable
differences. The one-year income elasticity based on
direct estimates is almost as high as the long-run
elasticity, while the one-year elasticity based on the
sum of estimates for components, of 1, is lower than
the corresponding long-run elasticity. This difference
is in part attributable to the unusually rapid adjustment
to the equilibrium stock of broad money reflected in
the direct estimates (completed virtually in one year),
as against the separate estimates for narrow money
and quasi-money (with about three fourths of the
adjustment taking place within the year).

Much more critical, however, is the different re-
sponse of broad money holdings to a marginal change
in the time deposit rate under each estimation ap-
proach. Whereas direct estimates of the effect of the
interest rate are statistically insignificant, the sum of
estimates for components provides interest elasticities
that are both positive and relatively large, ranging
from about 0.1 for one quarter to nearly 0.4 over the
long run, following decontrol—in contrast to those
calculated for the preceding period.” The principal
explanation for the difference in elasticity estimates
lies in the probable aggregation bias present in direct

% Since for both the interest rate and the inflation rate the
regression coefficients are semi-elasticities, the latter were multiplied
by mean values of the rates of interest and inflation in order to
obtain the corresponding elasticity estimates.

" See, for example, Khan (1980).

I Notwithstanding the similarity of the interest rate coefficients
in each equation before and after decontrol, shown in Table 4, the
implied interest elasticities are very different because of the sharp
increase in interest rates following decontrol. In contrast to the
interest elasticities in Table 5, calculated for the period beginning
in the third quarter of 1980, the sum of estimates for components
during the preceding period are: 0.013 for one quarter, 0.057 for
one year, and 0.083 over the long run.
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Table 4. Turkey: Estimates of the Demand for Money, First Quarter 1977-Fourth Quarter 1982

Regression Coefficients Summary Statistics
Equation Dependent o -
Variable hao Aay Ay A Aax By 1= A k p H DW R?
1. Broad money —4.604 1.068 —0.051 —2.677 0.394 2.64 —0.51 0.975
(1.69) (2.79) (0.40) (5.98) (2.66) (3.06)
2. —4.451 1.080 0.338 0.259 —2.874 0.356 2.60 —0.40 0.975
(1.63) (2.82) (0.82) 10.02) (5.10) (2.32) (3.18)
3. Adjusted narrow —-7.735 1.161 —0.876 —1.392 0.710 1.06 —0.54 —1.28 0.984
money (3.84) (4.53) (4.65) (6.87) (8.87) (2.21) (3.00)
4. —-7.214 1.129 —0.631 -0.912 —1.553 0.670 1.01 —0.49 =118 0.984
(3.29) (4.23) (1.62) (4.53) (5.11) (6.69) (2.14) (2.69)
5. Commercial sight —-3.702 1.108 —0.607 —1.669 1.67 2.19 0.846
deposits (1.28) 3.22) (6.25) (8.52) (3.80)
6. -3 1.119 —-0.751 —0.628 —1.644 1.72 2.25 0.837
(1.28) (3.15) (1.43) (5.041) (7.46) {3.72)
T Quasi-money 0.873 0.080 1.298 —-1.767 0.705 0.73 0.68 0.993
(0.23) (0.18) (10.03) (6.82) (18.86) (2.63)
8. 0.692 0.101 1.097 1.262 -1.13 0.707 0.75 0.64 0.993
(0.18) (0.22) (1.57) (6.93) (5.29) (18.04) (2.40)

Note: The figures in parentheses are absolute values of t-statistics. The summary statistics include: k, the mean lag of the distributed lag coefficients B: the first-order autoregressive
term p; Durbin’s H statistic; the Durbin-Watson statistic; and R2, the coefficient of determination adjusted for degrees of freedom.
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APPENDIX I « THE DEMAND FOR MONEY

Chart 2. Turkey: Monetary Aggregates, First Quarter 1977-Fourth Quarter 1984
(In billions of 1980 Turkish liras, seasonally adjusted)
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Sources: Central Bank; equations (4), (6) and (8), Table 4; and Table 6.
! Broad money is calculated from sum of components.

Chart 3. Turkey: Inflation Rate and After-Tax Bank Deposit Rates, First Quarter 1977-Fourth Quarter 1984
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Table 5. Turkey: Elasticities of Demand for Broad

Money, First Quarter 1977-Fourth Quarter 1982
Short-Run Elasticity

One quarter

Long-Run
Elasticity

Independent Variable One year

Direct estimates’
Real income 1.080 1.650 1.677
Interest rate - 2 —2

—0.295

—0.040 -0.175

Inflation rate

Sum of estimates for components?
Real income 0.563 1.043 1.250
Interest rate 0.072 0.258 0.374
Inflation rate —=0.041 =0.209 —0.308

Note: The one-quarter elasticity with respect to the ith independent
L

variable is Ae; the one-year elasticity is he, >, (1 — \)'; and the long-
(1]

run elasticity is a;. The interest elasticity is based on parameter
estimates for the period 1980 III through 1982 IV. Elasticities with
respect to the interest rate and inflation rate are calculated at their
mean values during that period.

! Based on parameter estimates from equation (2) in Table 4.

? Not significantly different from zero.

? Based on the sum of parameter estimates from equations (4),
(6), and (8) in Table 4, weighted by the 1982 share of each component
in broad money.

estimates. In all, the elasticities based on the weighted
sum of estimates for broad money components are far
more credible.

Forecasts

Forecasts of money demand in Turkey were nec-
essary to provide the basis for setting final and inter-
mediate targets on various monetary aggregates. Hence,
it is appropriate to investigate the forecasting prop-
erties of the model and to ascertain its usefulness for
policy purposes, particularly during a time period when
interest rates varied considerably in both nominal and
real terms. To this end, quarterly dynamic forecasts
were computed for 1983 and 1984 by applying param-
eter estimates to data on exogenous variables and
forecast values of lagged endogenous variables. Fore-
casts and actual values of broad money and of each
major component, along with goodness-of-forecast
statistics, are shown in Table 6 and Chart 2.

In general, the model performs well for individual
components of broad money beyond the estimation
period; with few exceptions, forecasts fluctuate broadly
in the same direction as actual values. In 1983, quasi-
money balances fell in response to declining real
interest rates, while the increase in adjusted narrow
money, under the influence of interest rate cuts, was
dampened by the slowdown in economic growth. The
subsequent increase in real time deposit rates led in

Forecasts

1984 to a shift from narrow to quasi-money holdings.
The model tracks the major turning points, albeit
without fully capturing the apparently accelerated
adjustment of portfolios to the restructuring of interest
rates.

Whereas the forecast F-statistic is not statistically
significant for quasi-money (indicating close forecast
of actual values), it is significant for narrow money.
However, within the latter aggregate, with the notable
exception of a sharper downturn of actual than pre-
dicted values—reflecting unusually strong substitution
of new high-yield three-month deposits for demand
deposits—in the first quarter of 1984, the model fore-
casts rather accurately adjusted narrow money. The
prediction of commercial sight deposits is less suc-
cessful; the increasingly significant forecast errors as
well as the significant F-statistic imply that since the
beginning of 1984 commercial sight deposit holdings
have been determined by a different structure than
postulated by the model. This structural change reflects
primarily the effect of a substantial rise in commercial
time deposit rates—from a zero rate—resulting in a
shift from commercial sight deposits to commercial
time deposit holdings (included in quasi-money) which
had been negligible until the end of 1983. Indeed, if
commercial time deposits are removed from quasi-
money and aggregated with commercial sight deposits,
the goodness-of-forecast statistics improve signifi-
cantly for both commercial sight deposits and quasi-
money thus adjusted.”

Upon aggregation of its components, broad money
forecasts are very close to the observed values. For
the entire two-year period, the forecast error never
exceeds 2.6 percent of the actual value, and the root-
mean-square error is less than 2 percent. These findings
indicate that even when the model fails to forecast
precisely shifts between active and idle balances in
response to abrupt changes in the structure of interest
rates, especially as regards commercial sight and time
deposits, the forecast errors (with opposite signs) for
broad money components tend to cancel out each
other. In any event, broad money forecasts based on
the sum of the forecasts of its components are statis-
tically superior than those performed with direct pa-
rameter estimates.”

2 The maximum deviation of forecast from actual value in any
single quarter in 1984 drops from 23.1 percent of the actual value
(Table 6) to 5.9 percent for commercial sight deposits, and from 8.6
percent to 5.2 percent for quasi-money. The F-statistic for both
aggregates falls below one and is insignificant.

7 Compared with the RMS error of 1.9 percent for broad money,
shown in Table 6, the RMS error of forecasts based on equation (2)
in Table 4 is 3.3 percent. Nevertheless, both sets of estimates yield
better forecasts than the naive approach based on an assumed
constant income velocity of money; extrapolation of the 1982 average
velocity results in an RMS error of 4.9 percent for 1983-84.
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APPENDIX | « THE DEMAND FOR MONEY

Table 6. Turkey: Forecasts of Monetary Aggregates, First Quarter 1983-Fourth Quarter 1984

1983 1984 Forecast Staltistics
I 11 I v I 11 111 v RMS 3
(In billions of 1980 Turkish liras, seasonally adjusted: deviations as
a percentage of actual values are shown in parentheses)
Broad money!
Forecast 1,234 1,239 1.168 1,130 1,131 1.095 1,147 1.240
Actual 1,205 1,211 1,138 1.145 1,111 1,101 1,156 1,214
Deviation 29 28 30 —15 20 -6 =9 26 22
(2.4) (2.3) (2.6) (—1.3) (1.8) (=050 (=0.8) (2.1) (1.9)
Adjusted narrow money
Forecast 376 392 387 393 357 302 294 310
Actual 379 388 349 391 302 284 302 305
Deviation -3 4 38 2 55% I8 -8 5 25 4,55
(—0.8) (1.0) (10.9) (0.5) (18.2) (6.3) (—2.6) (1.6) (7.9) (8. 17)
Commercial sight deposits
Forecast 226 227 220 224 210 193 201 213
Actual 237 236 224 213 193 178 173 173
Deviation -11 -9 —4 11 17 15 28* 40* 20 5.00
(—4.6) (38 (-1.8) (5.2) (B.8) (8.4) (16.2) (23.1) (11.2) (8, 18)
Quasi-money
Forecast 631 620 561 513 563 600 652 718
Actual 589 587 565 542 616 639 681 736
Deviation 42 33 -4 -29 -53 -39 -29 —18 34 1.45
(7.1) (5.6) (=0.7) (=54) (-8.60 (=6.1) (—4.2) (-2.4) (5.5) (8, 17)
Note: Forecasts based on equations (4), (6), and (8) in Table 4. The symbol * indicates that the deviation of forecast from actual value

(forecast error) is more than three times as large as the corresponding standard error of the estimate. RMS is the root-mean-square forecast
error (percentage error shown in parentheses) and the F-statistic is the ratio of the sum of squared errors of forecast to the sum of squared

errors of estimate, adjusted for degrees of freedom.

! Sum of adjusted narrow money, commercial sight deposits. and quasi-money.

Summary and Conclusion

The above analysis provides an insight into the
evolution of the demand for money in a developing
country that adopted interest rate liberalization as part
of an adjustment program. It supports the view that
interest rates, along with inflationary expectations,
play an important role in determining the size and
composition of the demand for money even in the
absence of well-developed financial markets.

Disaggregated estimates for the major components
of broad money on 1977-82 quarterly data for Turkey
indicate that the positive effect of the increase in time
deposit rates on quasi-money holdings outweighs the
negative impact on narrow money balances, resulting
in a sizable positive interest elasticity of demand for
broad money. Further, estimates of the model with
the interest rate partitioned in mid-1980, when the
determination of time deposit rates was liberalized,
reveal a shift in the interest elasticity of money demand.
The magnitudes of the income and inflation elasticities,
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as well as of the adjustment parameter, obtained from
separate estimates for broad money components are
comparable to those found in other developing coun-
tries. As opposed to the disaggregated estimates, direct
estimation of the demand for broad money masks
completely the role of the interest rate, and exaggerates
the speed of adjustment of actual to desired money
balances and the size of the income elasticity.

The model’s forecasting power was tested success-
fully for 1983-84, that is, outside the estimation period.
Whereas forecasts of quasi-money and adjusted narrow
money track rather closely the effect of interest rate
changes, the forecasts of commercial sight deposit
holdings exceed significantly the corresponding actual
levels in the second half of 1984 because of a sharp
adjustment in commercial time deposit rates not an-
ticipated during the estimation period. More impor-
tantly, as forecast errors for its components tend to
offset each other, the resulting broad money forecasts
are remarkably good during most of the prediction
period.
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Appendix 11

Statistical Tables

Table 7. Turkey: National Expenditure and Product, 1980-85

1984 1980 1981 1982 1983 1984 1985
(Pereeniage (Percentage change in constani prices)
of GNP) p

Consumption 83.2 —-3.4 0.6 3.9 4.7 5.3 3.5
Public 8.8 8.8 0.9 2.0 1.7 3.0 3.2
Private 74.4 —-5.2 0.6 4.2 5.0 5.5 3.6
Fixed investment 18.1 —10.0 7 3.5 3.0 10.9
Public 10.0 -3.7 9.4 2.2 1.9 1.8 13.3
Private 8.1 —17.3 —8.7 5.5 4.7 8.8 7.8
Change in stocks' 1.4 39 0.8 -1.0 0.2 0.4 -0.5
Domestic demand 102.8 —1.2 1.6 2.8 4.7 5.5 4.5
Foreign balance' —2.8 0.2 2.5 1.7 —-1.3 0.3 0.5
GNTI at market prices 100.0 - 1.1 4.1 4.6 33 5.9 5.1
Agriculture, forestry, and fishing 18.5 1.7 0.1 6.4 —-0.1 1.5 2.4
Industry 27.8 -5.9 7.4 4.9 8.0 10.1 6.3
Manufacturing 229 —5.4 9.5 5.4 8.7 10.2 5.5
Mining 2.1 —11.1 -7.3 —~5.5 7.5 7.9 11.9
Electricity, gas, water 2.8 4.5 7.0 11.7 2.2 1.1 7.8
Construction 3.8 0.8 0.4 0.5 0.6 1.9 29
Services 44.3 -0.3 4.1 4.0 4.4 5.8 4.1
Transport and communications 9.7 -3.6 0.9 22 32 7.7 4.9
Trade 17.1 —4.2 7.4 4.6 6.9 8.0 4.6
Public services 5.7 5.8 4.0 5.4 4.2 2.6 33
Other services 11.8 1.6 3.2 33 2.6 4.5 3.7
GDP at factor cost 94.4 -1.0 36 4.5 39 6.0 4.2
Net factor income from abroad 0.9 -24.1 -15.4 —47.4 —87.4 401.2 -10.9
Indirect taxes less subsidies 4.7 2.5 13.4 10.4 1.7 2.7 15.3
GNP at market prices 100.0 -1.1 4.1 4.6 i3 5.9 51

Sources: State Institute of Statistics and State Planning Organization.

! Contribution to GNP growth.
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APPENDIX II = STATISTICAL TABLES

Table 8. Turkey: Central Government Operations, 1980-85'
1980 1981 1982 1983 1984 1985

(In billions of Turkish liras)

Revenue and grants 838 1,330 1,424 2,157 2.831 4,691
Direct taxes 471 768 826 1,149 1,381 1,838
Indirect taxes 279 423 479 785 988 2,019
Nontax revenue 88 139 119 223 405 736
Grants — — — - 57 98

Current expenditure 903 1.193 1,231 2,070 3.048 4,209
Personnel 321 390 440 667 877 1,277
Other goods and services 176 255 280 390 595 815
Interest payments 28 67 77 180 375 674
Transfers to SEEs 213 214 233 292 239 181
Other transfers 165 267 201 541 962 1,262

Capital expenditure 170 310 344 463 683 1,104

Overall balance, accrual basis - 235 -173 —151 - 376 - 900 - 622

Increase in accounts payable 15 87 =30 131 - 56 ~ 150

Overall balance, cash basis -220 ~ 86 — 181 - 245 — 956 -772

Financing 220 86 181 245 956 772

Foreign financing, net 74 41 —18 26 319 ~250

Domestic financing, net 151 127 162 181 A1l 1,024
Medium- and long-term, net 8 50 56 207 137 514
Central Bank advances, net 103 39 32 72 190 266
Treasury bills, net 40 38 74 -93 284 244

Other? -5 - 82 37 38 26 -3

(In percentage of GNP)

Revenue and grants 18.9 20.2 19.5 18.7 15.4 16.9
Of which:

Direct taxes 10.6 11.7 11.3 9.9 7.6 6.6
Indirect taxes 6.3 6.4 6.6 6.8 5.4 7.3

Current expenditure 20.4 18.2 16.9 17.9 16.6 15.2

Of which:
Personnel 7.3 5.9 6.0 5.8 4.8 4.6
Interest payments 0.6 1.0 1.1 1.6 2.0 2.4
Transfers to SEEs 4.8 33 3.2 2.5 1.3 0.7
Other transfers 3.7 4.1 2.8 4.7 5.2 4.6

Capital expenditure 3.8 4.7 4.7 4.0 3.7 4.0

Overall balance, accrual basis —5.3 —2.7 -2.1 -3.3 -4.9 -2.2

Foreign financing. net 1.7 0.6 =0.2 0.2 1.7 =05

Domestic financing, net 34 1.9 2.2 1.5 3.3 3.7

Source: Undersecretariat of Treasury and Foreign Trade.

! Consolidated budget, excluding extrabudgetary and revolving funds. For 1980 and 1981, data are for fiscal year (March-February); for
1982, data refer to ten-month period March-December; and since 1983, fiscal year data coincide with calendar year. For 1982, dala expressed
in percentage of GNP have been multiplied by 1.2 for comparative purposes.

* Including errors and omissions.
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Statistical Tables

Table 9. Turkey: Operations of Nonfinancial State Economic Enterprises, 1980-85

(In billions of Turkish liras)

1980 1981 1982 1983 1984 1985
Operating revenues 1,176 1,841 2,726 3,704 6,483 9,567
Sales of goods and services 1,146 1,787 2,650 3,596 6,310 9,319
Subsidies 30 T4 76 108 173 248
Operating expenses 1,169 1,759 2,583 3,630 5,845 8,486
Wages and salaries 238 34 370 464 719 5
Other goods and services 898 1,390 2,135 2,973 4,845 7.113
Depreciation 23 23 48 155 240 375
Other operating expenses 10 32 30 38 41 33
Operating surplus or deficit i 82 143 74 638 1,081
Net transfers from Government 198 173 176 166 122 - 101
Government transfers 213 214 233 292 239 181
Less: direct taxes 15 4] 57 126 117 282
Income after taxes 205 255 319 240 760 980
Net investment 436 593 636 759 1,476 1,754
Gross fixed investment 281 406 533 769 1,171 1,604
Increase in stocks 178 210 151 145 545 525
Less: depreciation 23 23 48 155 240 375
Financing requirement 231 338 317 519 716 774
Foreign financing, net 68 122 140 138 177 399
Domestic financing, net 163 216 174 381 539 375
Central Bank, net 50 32 31 -5 - 56 80
Other 113 184 143 386 595 295
Source: Undersecretariat of Treasury and Foreign Trade.
Table 10. Turkey: Labor and Employment, 1980-85
1980 1981 1982 1983 1984 1985
(In thousands of persons 15 years of age and over)
Civilian labor force 17,951 18,250 18,476 18,779 19,099 19,338
Workers abroad 888 953 943 1,006 1,083 1,069
Domestic civilian labor force 17,063 17,297 17,533 17,773 18,016 18,269
Domestic civilian employment 14,531 14,668 14,801 14,912 15,111 15,289
Agricultural employment 8,820 8,812 8,816 8,785 8,755 8,725
Nonagricultural employment 5,711 5,856 5,985 6,127 6,356 6,564
Industry 1,771 1,822 1,855 1,911 1,984 2,052
Construction 581 582 584 586 606 623
Transportation 480 491 498 507 523 541
Trade 628 656 675 697 730 763
Other services 2,251 2,305 2,373 2,426 2,513 2,585
(In percentage of domestic civilian labor force)
Unemployment rate! 14.8 15.2 15.6 16.1 16.1 16.3
Source: State Planning Organization.
" Including disguised agricultural unemployment and discouraged workers not seeking employment.
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Table 11. Turkey: Monetary Survey, 1980-85
1980 1981 1982 1983 19841 1985

(In billions of Turkish liras at end of period)

Net foreign assets? —326 =227 —208 —455 — 1,490 — 3,560
Domestic credit 1,206 1,854 2,446 3,046 5,646 8,991
Public sector, net 542 669 709 704 2,523 3,828
Private sector 665 1,185 1,737 2,341 3,123 5,163
Other items, net 2 10 317 698 1,023 2,714
Broad money (M2)? 882 1,637 2,554 3,288 5,179 8,146
Narrow money 704 972 1,342 1,941 2,253 3,209
Quasi-money? 178 665 1,212 1,347 2,926 4,937
(In percentage change)*

Domestic credit 95.2 73.5 36.1 23.5 64.6
Public sector, net 42.0 14.5 2.4 —-0.2 25.2
Private sector 53.1 59.0 33.7 23.6 194

Broad money (M2)? 67.1 85.6 56.0 28.7 57.5 57.3

Source: Central Bank.

! Data on net foreign and domestic assets, or their components, are not comparable to those for previous years because of revaluation
foreign assets and liabilities and assumption of certain private sector liabilities by the public sector on December 31, 1984.

* Net of liabilities (to residents and emigrants) denominated in foreign currency.

* Time deposits plus certificates of deposit.

4 Change as a percentage of M2 at the end of the preceding year.

Table 12. Turkey: Exchange Rates, Inflation Rate, and Interest Rate, Fourth Quarter 1979-First Quarter 1986

Turkish Liras Real Effective
Year/Quarter Per U.S. Dollar Exchange Rate' Inflation Rate Interest Rate?
(Annual percentage (Percent per
(1980 = [00) change)? annim)
1979 1V 354 '128.9 76.8 9.6
1980 1 61.6 105.2 118.8 9.6
11 75.5 95.9 116.9 9.6
111 80.1 92.3 101.5 12.0
v 86.9 99.6 98.6 12.0
1981 1 94.6 105.5 55.3 315
11 102.8 106.2 35.1 31.5
111 118.9 102.8 37.2 37.5
v 128.6 93.4 27.2 37.5
1982 1 142.2 91.9 25.7 37.5
11 153.3 91.1 30.3 375
111 171.9 90.8 28.1 37.5
v 182.9 88.4 24.8 37.5
1983 1 194.2 91.2 30.4 32.0
11 2121 89.6 28.0 32.0
111 235.0 88.0 27.6 28.0
v 260.5 86.7 35.4 28.0
1984 1 310.0 81.5 34.4 42.3
11 3479 85.7 52.3 42.3
111 387.3 87.9 56.5 46.8
v 421.6 91.1 56.3 46.8
1985 1 470.6 96.6 57.3 46.8
11 518.7 89.7 43.8 46.8
111 539.4 82.8 36.9 45.0
v 559.3 81.4 38.4 45.0
1986 1 603.6 76.5 33.6 45.0

Sources: State Institute of Statistics, Central Bank, and Fund staff estimates.

! Export-weighted rate, adjusted for relative wholesale price changes. An increase indicates appreciation.
* Percentage change in wholesale prices over the corresponding quarter in previous year.

* After-tax interest rate on six-month deposits.
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Table 13. Turkey: Balance of Payments, 1980-85

(In millions of U.S. dollars)

1980 1981 1982 1983 1984 1985
Current account —3,408 -1.916 —935 — 1,898 —1,407 - 1,013
Merchandise trade’ —4,603 —3,864 —2,638 —2,990 —2,942 —2,975
Exports, f.o.b. 2,910 4,703 5,890 5,905 7,389 8,255
Imports, f.0.b. -7,513 - 8,567 —8,518 — 8,895 -10,331 —11,230
Services, net —976 —627 —601 —693 -579 -36
Travel 222 277 224 292 271 770
Interest payments —1,138 —1,442 — 1,565 -1,511 — 1,586 -1,753
Other —60 538 740 526 736 947
Transfers, net 2,171 2,560 2,294 1,785 2,114 1,998
Private? 2,153 2,559 2,189 1,549 1,885 1,762
Official 18 1 105 236 229 236
Capital account 2,045 1,197 1,165 1,382 1,195 1,725
Direct investment 18 95 55 46 113 99
Other long-term capital 2,029 998 1,029 303 1,046 -24
Resident official sector 1,554 425 230 —136 245 - 780
Drawings 1,660 795 1,083 792 1,214 783
Debt relief 1,450 850 750 1,000 580 —_
Principal 980 600 650 930 580 -
Interest 470 250 100 70 - -
Repayments - 1,556 -=1,220 - 1,603 —1,928 —-1,549 -1,563
Deposit money banks -72 —69 45 =15 187 — 148
Other sectors 547 642 754 454 614 904
Short-term capital =2 104 87 1,033 36 1,650
Resident official sector 226 287 =2 844 - 189 352
Deposit money banks 2 -36 69 93 66 1,137
Other sectors —230 — 147 14 96 159 142
Net errors and omissions 1,436 647 -75 507 317 —808
Counterpart items 19 68 13 161 —171 370
Overall balance 91 -4 168 152 —66 275
Total change in reserves -91 4 — 168 —152 66 —275
Net use of Fund resources 422 268 133 112 — 141 —255
Other? —513 —264 —301 —264 207 —=20

Source: Central Bank.
! Including transit trade.

* Including imports with waiver.

3 Including changes in short-term assets of deposit money banks through 1983; for subsequent years, the latter are included under short-

term capital flows.
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Table 14. Turkey: Direction of Trade, 1980-85
(In millions of U.S. dollars)

1980 1981 1982 1983 1984 1985

Merchandise exports, f.0.b.! 2,910 4,703 5,746 5,728 7,134 7,958
European Community 1,251 1,503 1,755 2,010 2,732 3,204
France 164 216 195 181 201 215
Germany, Fed. Rep. of 604 643 707 838 1,280 1,391
Italy 218 246 327 423 501 502
United Kingdom 105 148 189 247 261 539
Other countries 160 250 337 321 489 557
Middle East and North Africa 654 1,964 2,754 2,629 2,929 3,338
Iran, Islamic Rep. of 84 234 791 1,088 751 1,079
Iraq 135 559 610 320 934 961
Libya 60 442 235 184 142 59
Saudi Arabia 44 187 358 365 378 430
Other countries 430 542 760 672 724 809
United States 127 268 252 232 368 506
Japan 37 35 43 37 37 43
Switzerland 125 262 324 286 358 128
U.S.S.R. 169 194 124 89 239 100
Other countries 547 475 494 445 570 640
Merchandise imports, c.i.f.' 7,909 8,933 8,843 9,235 10,757 11,344
European Community 2,268 2,519 2,466 2,596 2974 3,547
France 377 400 263 218 243 514
Germany, Fed. Rep. of 837 940 1,006 1,053 1,172 1,369
Italy 300 a2 415 510 629 658
United Kingdom 317 434 434 441 443 468
Other countries 437 373 345 374 487 538
Middle East and North Africa 3,024 3,568 3,665 3,654 3,827 3,658
Iran, Islamic Rep. of 803 515 748 1,222 1,548 1,265
Iraq 1,237 1,564 1,309 947 944 1,137
Libya 778 789 919 793 661 621
Saudi Arabia 106 410 477 269 216 226
Other countries 102 290 212 423 458 409
United States 442 589 814 695 1,073 1,149
Japan 113 206 357 349 405 507
Switzerland 348 533 330 266 234 187
U.S.S.R 181 164 107 238 313 221
Other countries 1,533 1,354 1,104 1,437 1,931 2,075

Source: State Institute of Statistics.

! Excluding transit trade.
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Table 15. Turkey: Commodity Composition of Exports, 1980-85

(In millions of U.S. dollars: percentage of total in parentheses)

1980 1981 1982 1983 1984 1985
Agricultural products 1,672 2,219 2,141 1,881 1,749 1,719
(57.5) (47.2) (37.3) (32.8) (24.5) (21.6)
Cereals and pulses 181 326 337 376 267 255
Fruits and vegetables 754 795 649 591 646 624
Cotton 323 348 297 197 168 170
Tobacco 234 395 348 238 216 330
Other crops 49 70 96 97 108 75
Livestock 131 285 414 382 344 265
Mining and quarrying products 191 194 175 189 240 245
(6.6) 4.1) (3.1) (3.3) (3.4) (3.1)
Industrial products 1,047 2,290 3,430 3,658 5,145 5,996
(36.0) (48.7) (59.7) (63.9) (72.1) (75.3)
Processed agricultural products 190 412 568 670 808 647
Textiles and clothing 440 803 1,056 1,299 1,875 1,788
Hides and leather 50 82 111 192 401 484
Forestry products 8 20 33 15 24 106
Chemicals 76 94 148 120 173 266
Rubber and plastics 16 72 61 77 97 108
Petroleum products 39 107 344 232 409 372
Glass and ceramics 36 102 104 108 146 190
Cement 40 198 207 81 56 44
Iron and steel products 34 100 362 407 576 969
Nonferrous metals 18 30 45 79 86 116
Machinery and metal products 30 85 143 123 134 450
Electrical equipment and products 12 26 75 69 100 119
Motor vehicles 50 117 110 126 134 147
Other 8 42 63 60 126 190
Total' 2,910 4,703 5,746 5,728 7,134 7,958
Source: State Institute of Statistics.
! Merchandise exports, f.0.b., excluding transit trade.
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Table 16. Turkey: Commodity Composition of Imports, 1980-85

(In millions of U.S. dollars; percentage of total in parentheses)

1980 1981 1982 1983 1984 1985
Agricultural products 50 125 176 138 417 375
(0.6) (1.4) (2.0) (1.5) (3.9) (3.3)
Mining and quarrying products 4,006 4,099 3,960 3,864 3,908 3,917
(50.6) (45.9) (44.8) (41.8) (36.3) (34.5)
Crude oil 2,952 3,258 3,527 3,242 3,373 3,321
Oil products 910 621 221 423 264 290
Others 144 220 212 199 213 306
Industrial products 3,759 4,640 4,658 5,177 6,338 7,052
(47.5) (51.9) (52.7) (56.1) (58.9) (62.2)
Processed agricultural products 301 229 176 203 432 487
Chemicals 727 946 839 1,031 1,211 1,200
Fertilizers 395 253 51 120 127 95
Rubber and plastics 181 240 237 251 358 343
Textiles 79 78 103 98 117 146
Glass and ceramics 35 40 34 57 62 63
Iron and steel 462 605 592 675 859 1,060
Nonferrous metals 87 141 122 195 220 224
Machinery and metal products 865 1,246 1,346 1,462 1,630 1,588
Electrical appliances 270 336 374 398 563 664
Motor vehicles 222 356 594 478 468 813
Other 135 170 190 209 291 369
Imports with waiver 95 69 49 56 94
(1.2) (0.8) (0.6) (0.6) (0.9) (...)
Total' 7,910 8,933 8,843 9,235 10,757 11,344
Source: State Institute of Statistics.
! Merchandise imports, c.i.f., excluding transit trade.
Table 17. Turkey: International Reserves, 1980-85
(In millions of U.S. dollars at end of period)
1980 1981 1982 1983 1984 1985
Total reserves 1,463 1,726 2,027 2,253 3,899 3,655
Foreign exchange 1,308 1,571 1,873 2,098 3,099 2,615
Central Bank 1,077 928 1,080 1,253 1,239 1,020
Deposit money banks 231 643 793 845 1,860 1,595
Gold' 155 155 155 155 800 1,040

Source: Central Bank.

! Official holdings, valued at US$42 per ounce through the end of 1983, US$217 per ounce at the end of 1984, and US$277 per ounce at

the end of 1985.
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Table 18. Turkey: Outstanding External Debt, 1980-85!

(In millions of U.S. dollars at end of period)

19807 1981 1982 1983 1984 1985
Total outstanding disbursed debt 16,227 16,861 17,619 18,385 20,273 25,366
By lender:

Medium- and long-term debt 13,722 14,667 15,455 15,346 16,767 18,749

Multilateral agencies 3.242 3,857 4,531 4916 5,494 6.157
IMF 1,054 1,322 1,455 1,572 1,426 1,326
IBRD, IDA, IFC 1,438 1,783 2,115 2,488 3,044 3,490
European Investment Bank 447 427 420 393 391 449
European Resettlement Fund 253 287 384 399 554 815
Islamic Development Bank 35 23 117 22 35 35
OPEC Fund 15 15 40 40 40 35
Other - — — 3 4 7

Bilateral lenders 6,026 6,712 7,115 6,560 7,200 7.955
OECD countries 5,253 5,901 6,146 5,607 5,983 6,528
OPEC countries 392 449 S87 535 603 640
Other countries 381 362 382 418 614 787

Commercial banks 3,436 3,257 3,229 3,262 3,723 4.372

Other private lenders 1,018 841 580 608 350 265

Short-term debt 2.505 2,194 2,164 3,039 4,506 6,617
Islamic Development Bank 25 45 73 94 65 30
Bilateral lenders 620 459 68 - — 30
Commercial banks 608 184 146 392 941 1,465
Deposits of citizens abroad 908 946 1402 1,981 2,383 3,420
Other private lenders 334 560 475 572 1117 1702

By type of credit:

Medium- and long-term debt 13,722 14,667 15,455 15,346 16,767 18,749
Project and program credits 9,268 10,238 11,321 11,244 12,224 13,616
Eurocurrency loans 763 651 720 902 1,737 2,617
Rescheduled debt 3,473 3,206 2,859 2,710 2,419 2,020

CTLDs 2,137 2,077 1,996 1,886 1,669 1,440
Bankers’ credits 429 429 429 429 400 315
TPRCs 107 100 84 45 — —
Suppliers’ arrears 800 600 350 350 350 265

Private credits 218 572 555 490 387 496

Short-term debt 2,505 2,194 2,164 3,039 4,506 6,617

Public sector 1,473 1,161 1,104 1,737 2,663 3,755
Bankers' credits 10 — S 63 195 432
Overdrafts 254 69 48 164 417 376
Dresdner Bank scheme 365 473 817 1,251 1,778 2.678
Petroleum credits 620 459 68 -— — —_
Other 224 160 171 257 273 269

Private sector 1,032 1,033 1,060 1,302 1,843 2,862
CTLDs 543 473 585 647 61 18
Acceptance credits 377 230 276 318 703 1,093
Pre-export financing 112 330 199 254 414 609
Fixed deposit accounts — — - 83 544 724
Other — — — —_ 121 418

Sources: Undersecretariat of Treasury and Foreign Trade, and Central Bank.

! Excluding military debt, as well as obligations incurred under bilateral arrangements with certain Eastern European countries.

? Data for certain categories may not be fully comparable with those shown in subsequent years.
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