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1. TURKEY - REVIEW OF STAND-BY ARRANGEMENT

The Executive Directors considered a staff paper reviewing the
stand-by arrangement for Turkey (EBS/83/17, 1/21/83; and Cor. 1, 2/24/83).

Mr. de Groote made the following statement:

My Turkish authorities are grateful to the staff for the
clear and precise assessment of the current situation of the
Turkish economy, with which they broadly concur.

Continuous implementation by the Turkish Govermment of its
economic program, supported by the three-year stand-by arrange-
ment, has brought Turkey success on the economic front. 1In the
more than two—and-a-half years the stand-by has been in effect,
all program objectives have been achieved or even exceeded: the
annual rate of increase in the wholesale price index has dropped
from over 107 per cent in 1980 to 25 per cent in 1982, and a
remarkable improvement has been achieved in the balance of pay-
ments situation. The authorities have improved resource
allocation by introducing a flexible exchange rate policy and
positive real interest rates, and also by reducing government
intervention in the econcmy in favor of greater reliance on
market forces. They have brought budgetary expenditures under
control and reformed the tax system. The strict application of
these policies, together with wage restraint imposed on wage
settlements in both public and private sectors, made it possible
to hold real domestic expenditures to an Increase of only 1 per
cent in 1982, while GNP grew by 4.4 per cent in real terms during
the same period through a further substantial improvement in the
balance of payments.

Exports have nearly doubled in volume during the period of
the program, growing from 4.9 per cent of GNP in 1980 to about
9.5 per cent in 1982, and a simultaneous increase in invisible
receipts, mainly from workers' remittances and contractors'
earnings, reduced the current account deficit from 6 per cent of
GNP in 1980 to about 2 per cent in 1982. The capital account also
showed positive results, even though financial assistance from the
banks and the special OECD assistance were less substantial than
had been anticipated: gains in political and economic stability
led 80 new firms to invest in Turkey in the course of the last
year. These improvements greatly aided the punctual servicing of
Turkey's foreign debt: debt service payments in 1982 amounted to
$2.2 billion.

In keeping with the desired change from an inward-looking to
an outward-looking policy orientation, 1982 saw the continuation
of the policy of liberalizing imperts and the easing of certain
exchange restrictions. The authorities intend to continue opening
up Turkish industry to international competition despite a gener—
alized trend toward protectionism.
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Achievement of the program targets in the monetary field
proved to be difficult in 1982. Monetary aggregates exerted
strong upward pressure, partly because of the rapid and dramatic
improvement in the balance of payments position but also because
of unforeseen developments in a nonbanking financial Institution.
The control of the money supply had to be temporarily subordinated
to the shoring up of confidence in the entire banking sector. As
soon as circumstances permitted, the Government took steps to
restrain the rate of monetary expansion by reducing the growth
of net domestic assets of the Central Bank. 1In addition, new
measures were taken to strengthen the financial structure of the
banking system and reinforce public confidence in the financial
sector. The complicated system governing liquidity and cash
reserves was simplified. Other new principles embodied in
recently proposed amendments to the banking laws include intro-
ducing deposit insurance, Iincreasing the capitalization of banks,
rationalizing the branch network system, and establishing more
efficient supervision of the banking system., The real interest
rate on deposits was lowered by 5-10 percentage points in order
to reduce the cost of borrowing. A simultaneous reduction in
the withholding tax maintained the real net interest earnings of
depositors at nearly the same level as before.

The Government will continue to use monetary policy to bring
down inflationary pressures. Monetary targets have thus been
established consistent with a projected inflation rate of 20 per
cent and a real growth rate of 4.8 per cent for 1983. TIn view
of the fundamental structural reforms in the financial sector,
however, it is extremely difficult to predict the evolution of
the monetary aggregates, and continued vigilance will therefore
be maintained by the authorities. To reduce the pressures on
the banking system, the Government has taken measures almed at
making it easier for firms to raise funds in the capital markets
by allowing them to increase their capital base by revaluing
assets that had been ercded by the past high inflation.

As to the consolidated budget, it has been difficult to
estimate total revenues for 1982 due to the impact of the tax
reform, the decline in the inflation rate, and the fact that the
1982 budget was only in effect for the last ten months of the
year. The authorities have accordingly watched actual revenue
trends closely and made immediate adjustments of expenditures as
required, succeeding thereby in holding the deficit to 1.7 per
cent of GNP.

The Government is convinced that the tax system should be
further reviewed with an eyve to generating additional revenues;
such reviews, which would incorporate comments made by the
Executive Directors in the course of successive Board discussions,
would provide the basis for amending current regulations and
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improving the efficiency of tax collection. These measures are
expected to decrease the budget deficit still further, to 1.3 per
cent of GNP in 1983.

The new strategy adopted in 1982 for state economic enter-—
prises (SEEs), permitting them to respond more freely to market
forces, has yielded positive results, as explained in detail in
the staff paper. The Government is at present actively discussing
various new proposals for further improving the conduct of the
SEEs, which should strengthen their gradual and irreversible
transition to market-oriented operation.

The increased utilization of industrial capacity that
followed the resolution of the balance of payments bottlenecks,
the good weather that swelled agricultural output, and the
positive contribution of the foreign balance, all did not suffice
to keep Turkey's unemployment rate from rising further during
1982. Little relief may be expected in the short term, since
economic growth must for now continue to depend mainly on the
expansion of the export sector, whose contribution to GDP is
still rather limited. The authorities are nonetheless hopeful
that with the continued opening up of the economy they can
succeed in the medium term in optimizing the relationships among
growth, employment, and the balance of payments.

In 1983, the Government intends to continue implementing
present policies and will reject any policy action that would
run counter to the objectives set forth at the inception of the
present program. Specifically, fiscal and monetary policles
will continue to be characterized by restraint, interest rates
will be maintained at positive real levels, and exchange rate
policy will be flexible. Since the economy is now basically on
track, more emphasis will be laid on its structural improvement.
When the present program expires in June of this year, the
Turkish authorities may well request a new stand-by program at
the end of the present cone that would further support their
continued ad justment efforts. The financing of the balance of
payments will reflect the improved performance of the Turkish
economy: more emphasis will be placed on borrowing from the
international financial markets, particularly by seeking medium-
term syndicated loans. Together with the anticipated borrowing
from the Fund, these borrowings should suffice to meet Turkey's
foreseeable balance of payments needs. Turkey's increased credit-
worthiness in the international markets will provide it with the
resources necessary to continue the reorientation of the Turkish
economy to a more outward-looking stance.

In conclusion, I may say that my Turkish authorities are
aware that adjustment is a continuous process requiring unceasing
effort to arrest and eliminate imbalances. They believe that
Turkey is on the right track to balanced and sustainable growth.
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They have asked me to express their thanks for the understanding
and confidence that the Fund has shown by its unwavering support
of the Turkish adjustment program.

Mr. Suraisry consildered that the three-year stand-by arrangement with
Turkey had thus far been successful: the authorities had made significant
progress in correcting imbalances within the economy; inflation had been
reduced; the public sector borrowing requirement had been cut in half as
a percentage of GNP; the current account deficit had been TEuuLeu from
6.25 per cent of GNP in 1980 to 2 per cent in 1982; and arrears had been
eliminated. That success had at the same time justified the Fund's efforts
to play a catalytic role in encouraging the international financial community
to provide Turkey with debt relief and increased foreign assistance. The
Turkish case was a good example of successful cooperation between the
authorities of the member, the Fund, and official and private creditors;
he hoped that the financilal packages recently agreed for other countries

would be equally successful.

He could support the program for 1983, which aimed at a further
significant reduction of both the current account deficit and the public
sector borrowing requirement, Mr. Suraisry continued. The authorities'
intention to meet those objectives through continued monetary and fiscal
restraint and a fiexibie management of the exchange rate was welcome, and
the quantitative performance criteria set out Iin Table 12 of EBS/83/17
seemed appropriate.

On the fiscal side, Mr. Suralsry commented, a reduction in the Central
Government's cash deficit to 1.3 per cent of GNP in 1983 would require
considerable restraint, with no real increase in expenditures or in trans-
fers to the state economic enterprises. It would also demand an increase
in revenues through improvements in tax administration and collection

procedures. It was thus encouraging to note that the authoritles had

stated their readiness to cut budget appropriations further if revenues
did not Improve as expected.

The program for 1983 seemed well designed to build on the progress
made in recent years toward strengthening the financial position of the
state economic enterprises, Mr. Suralsry sald. Investment in those enter-
prises was projected not to increase in real terms, and profits were

expected to rise. Nonetheless, like the staff, he was disappointed at
the glow pace of structural reform in the state pnrprnrises- which had

led to a delay in the release of World Bank funds under a structural
ad justment loan. He urged the authorities to take effective and speedy

action to correct the situation.

The authorities had found it difficult in the past to exercise effec-
tive control over monetary expansion, Mr., Suraisry observed. The problem
in recent years could be traced in part to a consistently better than
expected balance of payments outcome, which would have made {t necessary
to reduce the credit cellings in order to meet the monetary targets;
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it had also been due to an insufficiently firm application of available
policy tools. He was thus pleased to see that the 1983 program contained
adequate safeguards to prevent slippages in the contrel of monetary
expansion.

Noting that the final purchase under the stand-by arrangement was
scheduled for April, Mr. Suraisry wondered about the operational signifi-
cance of the end-May performance criteria. It was clear that the author-
ities would need to ceontinue their adjustment efforts beyond the current
stand-by arrangement, particularly in view of the bunching of debt service
payments arrears in 1985. In that regard, he would welcome comment from
the staff or Mr. de Groote on the likelihood of a further arrangement
between Turkey and the Fund at the conclusion of the present program.

Mr. Laske stated that, while full success had not yet been achieved,
Turkey had certainly made good progress under the stand-by arrangement
on both the domestic and external fronts. The current account position
had improved significantly, primarily because of a strong expansion in
exports-—especially manufactures—-to newly developed markers. The rate
of inflation had been reduced, although not by an impressive margin, with
further reductions envisaged for 1983, The rate of real growth had by
and large been maintained at the previous year's level, an impressive
achievement given the unfavorable environment of the world economy,
Finally, nearly all performance criteria had been ocbserved.

While the authorities deserved commendation for pursuing policies
that had produced such positive results, they would need to pay particular
attention to the remaining areas of weakness, Mr. Laske continued. Public
finances had improved in recent years; however, the domestic and the uver-
all public sector borrowing requirements had risen in relation to GNP by
roughly 1 percentage point more than originally envisaged. While the
deviation from the target was not particularly large, it could represent
the beginning of a serious deterioration if further efforts were not made
to contain the growth of the borrowing requirements. He was thus pleased
that the authorities had indicated a willingness to redress the situation.

There was a close relationship between fiscal developments and the
performance of the state economic enterprises, Mr. Laske obgerved. The
ratio of proufits of the state enterprises to GNP had improved during 1982,
but progress in more basic adjustments had been lacking to such an extent
that the World Bank had felt compelled to delay disbursements under its
structural adjustment loan for the time belng. Since the state econonic
enterprises plaved such a prominent role in the Turkish economy and in
the fiscal performance of the Government, prompt action by the authorities
to improve the operations of those enterprises would be essential.

Monetary developments in Turkey had also been worrying, Mr. Laske
commented. In 1982, expansion in two important aggregates had been
substantially faster than programmed because of the better than expected
balance of payments performance and the emergency aid provided by the
Central Bank to the banking system in the wake of the Kastelli crisis.
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For 1983, it would be important for the authorities to make certain that
monetary expansion was consistent with the objective of further reducing
the rate of inflation. A continued restrictive stance was all the more
fmportant because of the price pressures that would likely result from
the unplanned creation of liquidity in 1982. He welcomed the structural
changes already taken or planned in the financial system; in particular,
the implementation of a deposit insurance scheme shculd improve savings.
An increased flow of remittances from Turkish workers abroad would also
be helpful.

With respect to exchange rate policy, Mr. Laske considered that the
gratifying expansion of exports in 1982 had, to a great extent, been due
to the flexible exchange rate policy pursued by the authorities. Given
the continuing discrepancy between price performance in Turkey and her
main competitors, it would be important for the authorities to maintain a
flexible exchange rate policy in order to secure Turkey's ilnternational
competitiveness. On a related matter, he had some doubts about whether
the recent success in opening new markets for Turkish exports could be
continued, especially in view of the balance of payments prospects for
the oil producing countries, which had become important markets for those
exports. The Turkish authorities should thus strive for a diversifica-
tion in exports, both geographically and in terms of product type. Such
diversification would require close attention to the international compe-
titiveness of goods to be exported, which was why a sensible and flexible
exchange rate policy was so important.

The effort of the Turkish authorities to reduce import restrictions
was commendable, Mr. Laske said, although more could be done. Domestic
producers had become somewhat inefficient because of the wall of protec—
tioen that had surrounded the Turkish economy in recent years, and it could
only benefit the entire economy if greater competition were forced upon
those producers. All means available should be employed to make the
operations of the Turkish productive process more competitive, more effi-
cient, and more profitable; further liberalization was one step toward
that end.

Mr. Taylor stated that he was in broad agreement with the staff
appraisal. The authorities had had great success in improving the trade
and current account balances, and annual increases of more than 40 per
cent in the volume of exports in the previous two years had represented a
remarkable feat. However, he shared the staff's view that Middle Eastern
markets could not be expected to provide as much scope for export growth
in the future as they had in the past. The 1983 balance of payments fore-
cast was a cautious one, and caution was warranted in view of the current
uncertainty about oil prices; while falling oil prices might be beneficial
to the Turkish economy initially, they could soon adversely affect Turkey's
export markets,

With regard to fiscal policy, the staff's cautious projections for
revenue in 1983 were understandable, especlally since assumptions about
revenue collection in 1982 had proved to be optimistic, Mr. Taylor continued.
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Hence, he welcomed the authoritles' commitment to balance any revenue
shortfalls with matching cuts on the appropriations side. He was somewhat
disappointed that the originally planned reduction in budgetary arrears
would not be carried out, a development that might weaken the thrust of
other criteria in the program.

The pace of reform of the state economic enterprises had slowed some-
what, Mr. Taylor noted. A government committee was reviewing all state
economic enterprises and would be reporting its findings to the Prime
Minister in May; and it was possible that the review itself had contributed
to the slowdown of reform. He noted that the authorities remained committed
to ensuring that shortfalls in the self-financing of state enterprises would
not be offset by greater access to central bank financing or by higher
than planned budget transfers; however, further and more basic adjustments
would be needed in future.

On the monetary side, the authorities should be commended for the
measures taken to contain the banking crisis in the summer of 1982 and
to bring the monetary aggregates back on track in the fourth quarter of
the year, Mr. Taylor said. Their commitment to the 1983 program targets
was also commendable. The structural changes made in the banking system
had perhaps been somewhat overdue, but thelr adoption and rapid implemen-—
tation was welcome. He was pleased that the authorities intended to con-
sult with the Fund if monetary developments in 1983 differed significantly
from the expectations in the program.

Turning to the external sector of the eccnomy, Mr. Taylor remarked
that one disappointment in the balance of payments picture for 1982 had
been the failure to encourage larger private capital inflows, despite the
elimination of external arrears. It would be prudent of the authorities
not to rely on a major improvement in the flow of funds from international
capital markets in the foreseeable future. Also, the process of shifting
from official to market sources of finance might not proceed as rapidly
as had once been hoped. It would therefore be important to maintain the
trend of export growth, even if at a slower pace.

As noted by the staff, the pursuit of a flexible exchange rate policy
had been a crucial factor in the export recovery, Mr. Taylor said, and it
would be wvital that the rate continued to be adjusted, at a minimum to
maintain competitiveness. 1Indeed, since some further improvement in the
current account was called for, he wondered whether a case might not be
made for somewhat stronger action on the exchange rate side, perhaps as
part of a strategy that combined a further adjustment in the rate with a
move toward import liberalization and an opening up of the economy to
competitive influences from modern industries outside.

Good progress had been made in dismantling exchange restrictions,
Mr. Taylor observed, and he welcomed the elimination of Turkey's one
remaining multiple currency practice and the termination of two bilateral
payments agreements with nonmembers. The intention to terminate the
remaining bilateral payments agreement was also welcome. Still, further



EBM/83/43 - 3/4/83 - 10 -

action was required on the trade side, and he shared the staff's view that
it would be desirable to contlnue with the liberalization of the trade and
payments system.

On a presentational matter, Mr. Taylor indicated that he had found
Table 6 of the staff paper--which showed external debt service projections
through 1988-~to be particularly helpful in focusing on Turkey's external
financing requirements. A table projecting total indebtedness would also
have been useful, particularly in the context of a request for further use
of Fund resources.

With respect to the scope for a follow-on program with Turkey,
Mr. Taylor remarked that, where access to capital markets was limited, it
might be appropriate as a matter of general policy for the Fund to consider
another stand-by arrangement, provided of course that there continued to
be a balance of payments need and that corrective policies were being
followed. Even a three-year stand-by arrangement could in certain circum
stances be compatible with the Fund's financing role. The circumstances
in which a follow-on arrangement might be considered by the Fund after an
extended arrangement might be more exceptional, because an extended arrange-
ment, at least in principle, should leave the member with a sustainable
balance of payments. 1In the particular case of Turkey, the use of Fund
resources was already quite high, and a follow-on program might push the
economy fairly close to the limits of Fund access. Hence, if a follow-on
request were to be seriously considered, it would have to be put forward
in the context of strong and successful adjustment in the third year of
the current stand-by arrangement. Moreover, any follow-on program should
promise the achievement of a sustainable payments balance at its conclusion.
On a related point, there were signs that Turkey's credit standing was
improving; for example, the export credit agency in the United Kingdom—--
along with most other official insurers—-had resumed short-term coverage
for the Turkish economy and had even provided some limited medium—-term
coverage on an exceptional basis.

In sum, Mr. Taylor said, the signs for further progress under the
current program seemed quite good. Output growth was likely to be main-
tained or strengthened, which should help to increase employment and
dampen the various destabilizing factors that might otherwise upset a
return to a civilian govermment. Lower o0il prices would ease pressures
on the import bill, and the revival of domestic demand could appropriately
take up some of the slack created by the slower pace of export recovery.
Nevertheless, 1t would be essential to malntalin the export effort.

Mr. Erb considered that Turkey had adjusted significantly under its
stabilization program with the Fund. It was important, however, for Turkey
to consolidate the gains that it had made while continuing to implement
reforms in the state economic enterprises and in the relatively complex
and restrictlve trade regime. He was happy to note from Mr. de Groote's
statement that the "Turkish authorities are aware that adjustment is a
continuous process requiring unceasing effort to arrest and eliminate
imbalances.”
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projected Mr Erb observed. While the demand for money might have
strengthened, monetary expansion at the rates experienced in 1982 was
inconsistent with a further reduction in the inflation rate. The program
for 1983 called for a sharp reduction in monetary expansion; however,

M~-Z was still projected to grow by 35 per cent, albeit with some decline
in velocity. He would not be surprised if price developments in Turkey
shortly began to reflect the rapld monetary growth experienced in 1982,
when M~2 had increased by 62 per cent. Hence, he recommended that the
authorities stand ready to tighten monetary policy further 1f the infla-
tion rate should rise, or fail to fall, in 1983.

In the area of interest rate reform, Mr. Erb noted that nine major
banks would be encouraged jointly to establish interest rates in Turkey.
The procedure would seem to foster oligopolistic pricing and might lead
to a situation Iin which interest rates turned out to be higher than if
they had been set in a competitive market. He would welcome comment from

the staff or Mr. de Groote on that matter.

While there had been much progress in reforming the state economic
enterprises, still more needed to be done to make many of them more effi-
cient, Mr. Erb remarked. He was concerned that planned reforms had been

s0 slow that the World Bank had delayed the release of the second tranche
of the third structural adjustment loan. Reform of the state enterprises

was an important element In the mediumterm adjustment effort; hence, he
urged the authorities to reach agreement with the World Bank as soon as

possible on issues related to state enterprises.

On the external side, Turkey had made excellent progress in adjusting
its balance of payments, and the success of the authorities could be
attributed in part to a flexible exchange rate policy and supportive
monetary and fiscal policies, Mr. Erb commented. He urged the authorities
to continue to pursue a flexible exchange rate policy with further adjust-
ments, 1f necessary, Iin order to maintain competitiveness. He agreed with
the staff that the Middle Eastern markets in the near term might not offer
the same export growth potential for Turkey that they had in the recent
past, and competitiveness would thus be important. It should also allow
the authorities to continue to work toward simplifying the trade and
payments system, which the staff had described as relatively complex.
Efforts to liberalize import restrictions should be intensified because
further import liberalization could, inter alia, contribute to a more
efficient allocation of resources, which would be an important element
in the restructuring of the state enterprise system. Finally, he hoped
that any follow-on arrangement with the Fund would include provisions for
further progress in reforming the state enterprises and the trade and
payments system while the authorities continued to make improvements in
monetary and fiscal policies. The structural problems that needed to be
addressed could probably be dealt with in the context of a one-year
stand—-by arrangement, since significant structural adjustment had already
been taking place under the current three—year arrangement with the Fund.
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ment program begun nearly three years previously, with the final purchase
from the Fund to be made at the end of April 1983, It was thus important
to take stock of the progress achlieved thus far and to come to some view
about the outlook for the Turkish economy beyond the expiration date of
the present program. It was clear, on the one hand, that performance
criteria had been observed and that improvements in public finance, the
balance of payments, and the inflation rate were continuing. That out-

come, together with the achievement of a sustained rate of growth over the
perigd, demongtrated that the economy remained aon the nnrh drawn for it

at the beginning of the program. Other less favorable signs indicated,
however, that the process of adjustment and the structural improvement of
the economy associated with it had slowed. Uncertainties about recovery

in the world economy could not be ignored.

The remarkable successes achieved In the fight against inflation in
the past might not be repeated in the future, Mr. de Maulde considered.
As measured by the various consumer price indices, inflation had increased
at a rate of 31 per cent in 1981 and had declined very little in 1982;
indeed, the rate had been 2% per cent for the 12 months ended November
1982. The projections for 1983 suggested an inflation rate of only 20 per
cent, which implied a significant improvement. However, those projections
were based only on continuation of current fiscal and monetary policy, and
it was thus difficult to avoid the meressLon that Lucy m;suu be UPLLmeLLL.
On the fiscal side, a slight improvement was expected in the central govern-—
ment deficit, but it was clear that the improvement could be brought about
only by reducing the share of expenditures relative to GDP as a means of
offsetting the stagnation in revenues. Since it was likely that revenues
for the current fiscal year had been overestimated, expenditures could
fall further in terms of GDP and investment outlays might decline 1in real
terms. Any fall in expenditure and investment would indicate that the
structural improvement of the fiscal system-a key element of the program-
was not taking place as expected, and the difficulties experienced by

Turkey in the past could re-emerge.

He had similar concerns about the operation and financial structure
of the state economic enterprises, Mr. de Maulde continued. It was dis-
quieting to note, for example, that the Worid Bank, which was assuming a
key role in promoting structural adjustment of the state enterprises in
Turkey, appeared to have reservations about the evolution of the process
and had, for the time being, withheld the second tranche of the structural
ad justment loan. One of the intriguing aspects of the evolution of the
state economic enterprises had to do with the use of manpower. The current
limits placed on hiring should have led to a decline in employment equiva-
lent to approximately half the rate of normal vacancies, with exceptions
made for hiring in new plants. However, the figures showed little change

in the Increase in total employment for 1982 and 1983. Since investment

by the state enterprises was expected to decline in relation to GNP in
1983, following a sizable decline in 1982, the new investments that did
take place would have to be in uncommonly labor-intensive projects for
the projections to be consistent. He would appreciate staff comment on
the matter.
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He had not found In the staff report a clear assessment of what the
financial program had achleved in the real economy, Mr. de Maulde said.
Such an assessment would have helped Directors in understanding the
nature of the improvements described in terms of the financial variables,
particularly in the area of exports and, to a lesser extent, of ilmports.
Common sense would suggest that the achievement of such strong export
growth by an economy so traditionally oriented toward import substitution
must have required significant modifications in the production of various
goods and services. A brief description of what had happened in the
real economy would also have helped Directors to evaluate the potential
of the newly expanded export sector and might have provided some insight
into the kind of export-led growth that could be expected for Turkey over
the medium term. In that regard, Mr. de Groote had rightly noted the
importance of the future contribution of the export sector to the problem
of unemployment. If it was to make a real contribution, however, much
would depend upon the capacity of rthe exporf sector to increase its
present market shares, both geographically and in terms of an expansion
of products in response to shifts in external demand. Finally, he could
fully support the efforts of the Turkish authorities to continue the
process of adjustment in the economy, and he therefore had no difficulty
in endorsing the staff appraisal and proposed decision.

Mr. de Vries stated that he also could support the proposed decision.
Both the staff and Mr. de Groote had given a clear picture of where the
Turkish economy stood as it neared the end of an important three-year
program with the Fund. Much success had been achieved by the authorities,
although there remained a number of areas in which further adjustment
efforts would be required.

Over the period of the stand-by arrangement with Turkey, exports had
doubled in volume, the current account deficit had been reduced drastically
as a percentage of GNP, and the flexible exchange rate policy of the author-
ities had played a crucilally supportive role, Mr. de Vries continued. He
welcomed the intention of the authorities to continue pursuing a flexible
exchange rate policy. On a related matter, he recalled that the Fund had
approved a multiple currency practice in Turkey until end-December; yet,
on December 19, 1982, the regulation providing for such a practice had been
replaced by another. He was unclear whether the new regulation constituted
a multiple currency practice.

Turkey's budgetary position was generally on track, Mr. de Vries
remarked, but 1t had been maintained in a way that showed some weakness.
Tax collections had been lower than expected, but the situation had been
counterbalanced by a smaller than expected level of arrears. The real
weakness in the economy, however, continued to be the state economic enter-
prises. The continued reliance on regulations rather than on market forces
was vividly illustrated by the rules on hiring under which one person was
to be hired for every two vacancies that existed. More generally, progress
in structural adjustment in the public enterprises had been slow, and the
World Bank had thus found it necessary to withhold the second tranche of
1ts structural adjustment loan.
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Monetary policy in Turkey had suffered some difficulties because of
the increase in liquidity that had taken place in connection with the
Kastelli affair, Mr. de Vries noted. The problems had since been resolved,
however, and monetary policy was once agaln on track. Like the staff,
he welcomed the elimination of reserve requirements, a move which appeared
tc have eased some of the problems agsociated with very high and very low
interest rates.

The possibllity of a follow-on stand-by arrangement with the Fund was,
in his view, to be welcomed, Mr. de Vries sald. However, Turkey was at
present not far from the overall 600 per cent limit on access to Fund
resources. While it was not so close to the limit as to preclude a new
stand-by arrangement at the conclusion of the present one, the financlal
constraints should be borne in mind. In any event, he agreed with Mr. Erb
that any follow-on arrangement should pay close attention to the state
economic enterprises and the exchange rate system in Turkey.

Mr. Casey observed that the Turkish authorities had made important
adjustments under the stand-by program and had managed to combine good
growth with strong moves toward internal and external stability, although
the improvements needed to be consolidated over the medium term. Confi-
dence in Turkey by the intermational community was being regenerated, with
80 firms having newly invested in Turkey in 1982, There were also indica-
tions that official export credit agencies were beginning to reconsider
the Turkish market favorably; it was to be hoped that commercial creditors
would not be far behind. The elimination of external arrears had no doubt
played a major role in helping to restore confidence in the Turkish economy.

Despite considerable improvements in the current external deficit,
more progress would be needed tc safeguard the long-term position of the
overall balance of payments, Mr. Casey considered. Sound demand manage-
ment policies should be pursued in cowbination with a flexible exchange
rate policy designed to ensure competitiveness. Further liberalization
of the trade and payments system would also be needed, together with a
greater diversification of exports. To the extent that foreign financing
continued to be required, the Committee on Foreign Borrowing should manage
the debt profile and ensure that borrowed resources were put to good use.
As mentioned by Mr. de Groote, medium—term syndicated loans would seem to
be appropriate debt instruments.

With regard to the possibility of a follow-on program with the Fund,
Mr. Casey observed that the Fund's holdings of Turkish lira currently
stood at 540 per cent of Turkey's quota, with further drawings from the
Fund still to be made. Presumably, the resources available for any
follow-on program would be limited unless accelerated repurchases were
made or unless there were an augmentation after the Eighth General Review
of Quotas. He would appreciate clarification from the staff on that
matter. In any case, he agreed that the main issues to be addressed in
any follow-on program were those that had been mentioned by ir. Taylor

and Mr. Erb.
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The current external defilecit was expected to be reduced to 1.8 per
cent of GDP in 1983 despite a deceleration in export volumes, Mr. Casey
noted. In that regard, he wondered why workers' remittances were continu-
ing to recover in 1983, given the still sluggish economic conditions in
Europe. Perhaps the recovery was related to the strengthening of some
European currencles vis-3-vis the U.8. dollar; or perhaps it was tied to
the general restoration of confidence in the Turkish economy. The recent
softening of oil prices could be of benefit in one sense but could also
mean less demand for Turkish products by Middle Eastern countries. He
would appreciate any comment that the staff could provide on the possible
net effect of such developments on the trade balance in Turkey.

The Turkish authorities had gone a long way toward resolving the
difficulties that had arisen in 1982 in connection with the Kastelll
crisis, Mr. Casey observed. However, there remained significant risks
in the area of monetary policy. One was related to assumptions about the
fall in the velocity of circulation, which might not materialize because
of recent reductions in deposit interest rates; the other concerned the
potential for a further injection of liquidity through the balance of
payments and the possibility that the multiplier of high—powered money
could increase. Still, he was satisfied with the structural improvements
that had been made in the financial markets-—-including the performance
criterion relating to the reserve requirement obligations of banks—-as
well as the consultation procedures, which should provide adequate safe-
guards against the risks he had mentioned. One remaining reservation
concerned the encouragement that had been given to the nine largest banks
in Turkey to establish interest rates jointly. Collusion, rather than
competition, might be the result of such an approach; he would be grateful
for further staff comment.

With regard to the public sector, Mr. Casey noted that there had been
gsome slippages on the revenuve side. While the authorities were clearly
prepared to offset those slippages through further expenditure cuts, more
attention should perhaps be pald to the structure and administration of
revenue. Finally, on the state economic enterprises, the authorities had
evidently made a number of reforms, ranging from curbs on expenditure to
lower access to central banks. However, the World Bank was clearly not
gsatisfied with the progress made in the structural reform of state enter-
prises, and, as others had noted, the second tranche of a structural
ad justment loan to Turkey had been withheld for the time being.

Mr. Salehkhou observed that, since the previous review of the stand-by
arrangement with Turkey, the economy had registered further gains as a
result of scrupulous observance by the authorities of the provisions of
the adjustment program. Indeed, apart from the performance criterion
relating to the amount of absorption of bank liquidity——a waiver of which
had been granted on January 12, 1983--all performance criteria under the
program had been met. It was to be hoped that the criteria, particularly
those relating to trade and payment restrictions and the maintenance of
external competitiveness, would continue to be observed by the Government
well beyond the June conclusion of the present stand-by arrangement.
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In the real sector of the economy, GNP growth for 1982 was estimated
at 4.4 per cent in real terms, Mr. Salehkhou noted. That growth and the
domestic sector's contribution to it were small by developing countries'
standards. Part of the problem was related to the growth of real fixed
investment, which, in 1982, had been less rapid than in the preceding year.
With GNP growth stemming mainly from exports and the external sector of
the economy, the rise in the civilian labor force could not be domestically
absorbed, and the rate of unemployment had grown as a consequence. The
staff and the authorities had predicted a 5 per cent increase in GNP for
1983, mainly on the strength of domestic demand; however, the achievement
of that target would depend to a great extent on the success of efforts to
ralse business confidence, private fixed investment, and private savings.
Continued structural reform In the banking sector would be helpful in that
regard.

Turkey had experienced marginal success in reducing inflation in
1982--with wages and salaries falling in real terms——which should help
public finances, Mr. Salehkhou remarked; for 1983, the Government was
aiming to reduce inflation further to 20 per cent. On the external side,
exports had increased substantially during the past two years, partly
because of an otherwise undesirable geopolitical situation in the region.
Since the situation was transitory, however, the Government was probably
correct in expecting more modest growth in 1983 and beyond.

The economic viability of the state economic enterprises should be
given urgent attention in 1983, since any weakening in their financial
position would adversely affect the Government's accounts, Mr. Salehkhou
commented. The financing burden ¢f the enterprises exerted heavy pressure
on the budget, especially since they played such a large role in the
economy, accounting for approximately 30 per cent of all fixed investment
and generating about 8 per cent of GNP. A series of reforms in the public
enterprises had been initiated in 1980, with a view to eventually restor-
ing profitability. In that context, steps had been taken to restructure
pricing policies, improve efficiency, and strengthen management. In 1981
and 1982, additional measures had been implemented, mainly to deal with
the problem of overstaffing and to rationalize investment expenditures.
Despite all efforts, however, the pace of progress In restructuring the
state economic enterprises had not been encouraging. Gilven the slippage
in 1982, a further rationalization of pricing decisions and a more indepen-—
dent, market-oriented management approach would be needed to continue the
reforms already initiated.

Table 11 in the Annex to EBS/83/17 projected a sizable figure for
"duty losses” for 1983, Mr. Salehkhou concluded. There appeared to be
scope for reducing those losses, which had resulted from the imposition
of mandatory prices by the Government. Smooth commercial operation of the
state economic enterprises would greatly alleviate the current problems.

In that connection, following the authorization by the Consultative
Agsembly in June 1982 to reorganize the state enterprises by decree, the
authorities had established reform measures under which, inter alila,
manufacturing enterprises would be removed from direct ministerial control,
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directed to operate on strictly commercial principles, and permitted to
issue equity capital. He would welcome staff comment on the status of
the implementation of those measures. Finally, the authorities should be
commended for thelr efforts and perseverance in implementing the stand—by
program, and he could therefore support the proposed decision.

Mr. Janjua observed that, during the two—and-one-half years of the
stand-by program thus far, Turkey had made considerable progress toward
reducing the external and internal imbalances in its economy. Since the
previous Board discussion on Turkey in August 1982, the authorities had
persevered in their effort to rehabilitate the real sector of the economy,
and the balance of payments had strengthened beyond the program targets,
with exports increasing at a record pace. The economy had moreover
registered a growth rate of 4.4 per cent during 1982, and, while the
rate of inflation during the second quarter of the year had been a source
of concern, subsequent develoupments indicated a considerable deceleration
in the rate, despite better than expected improvements in the balance of
payments, increases in the prices of electricity, coal, petroleum, cement,
textiles, sugar, and transport fares in late 1982, and a flexible exchange
rate. The achievements of the authorities had been realized despite
recessionary conditions in the world economy and protection in a number
of Turkey's export markets. The authorities had strictly adhered to the
program and had reacted quickly to the problems. Moreover, because the
ad justment measures taken had contributed to growth and stability, Turkey's
credit rating had also begun to improve.

During 1982, the successful implementaticon of the program had involved
difficult decisions, Mr. Janjua continued. The tightening of monetary
policy had been regarded by the staff as the cornerstone of the Government's
economic strategy, and it was a reflection of the determination of the
authorities that they had been able to accomplish the difficult task of
keeping the rate of monetary expansion broadly on track while avoilding a
crisis in the banking system. Better than expected improvements in the
current account had added to the areas that could be controlled by monetary
policy. While the implementation of policies had been marked by some
deviation from the program targets, all targets in the monetary field had
been achieved. The authorities had mopped up excess liquidity and had
introduced a wide range of measures to further strengthen the financial
structure of the banking system and to reinforce public confidence.

Despite some slippages on the fiscal side, the thrust of fiscal policy
remained properly directed, Mr. Janjua said. Public sector borrowing
requirements had declined by 1 percentage point as a proportion of GNP,
and a similar result was expected for 1983. Through various measures, the
authoritlies had shown thelr determination to tailor expenditure to any
revenue shortfall, although they recognized the need for generating
additional revenue and were thus further reviewing the tax system.

The decisions taken by the authorities with respect to the state
economic enterprises had yielded some positive results, including a sub—
stantial increase in profits, Mr. Janjua went on. The authorities had
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indicated that they would continue with a flexible pricing policy;
greater access to central bank financing and higher than budgeted trans-
fers would not be permitted in cases of shortfalls in self-financing of
the public enterprises or of financing from other sources. It was to be
hoped that progress in correcting the structural problems of the state
economic enterprises could be accelerated, although the problems should
be viewed in a medium-term perspective. He was glad that the authorities
remained committed to introducing necessary reforms and improving the
economlc efficiency in finances of the public enterprises so that they
did not place the economy under undue pressure.

An important aspect of the activities of the state enterprises as
well as of economic growth in the medium term was the level of investment
in the economy, Mr. Janjua remarked. During 1982, the growth of fixed
investment had been 3 per cent--the same as in 1981--which was half the
program level; in 1980, fixed investment had declined by about 11 per
cent. While the depressed level of investment had presumably contributed
to the slowdown in inflation and to the ability of the autheorities to
observe all performance criteria, it had implications for employment and
for production, particularly for the medium term. Given the increasingly
important role of the external sector in the mid-1980s, depressed invest-
ment could constitute a constraint on Turkey's production and exportable
surplus.

During the remainder of the program period, through June 1983, the
authorities intended to continue with present policles, Mr. Janjua observed.
Further improvements in the balance of payments, budgetary position,
profits of the state economic enterprises, and inflation were expected
to be realized, together with a higher growth rate. In the circumstances,
he could support the proposed program. Turkey had made a significant
effort to implement needed reforms, and the economy had made visible gains
through the policies adopted. As indicated by Mr. de Groote, the author-
ities intended to continue the adjustment effort and to consolidate the
gains already made. If the internal and external imbalances were signif-
icantly reduced and Turkey's creditworthiness were to improve, it should
be pogssible for the authorities to maintain the momentum of their adjust-
ment effort.

Mr. Caranicas recalled that, during the discussions in February and
August of 1982, the Executive Board had expressed satisfaction at the
remarkable success achieved by the Turkish authorities in implementing
the three-year stand-by arrangement. As the arrangement was nearing
completion, he welcomed the opportunity to look once again at the perfor-
mance of the economy and to draw some concluslions about the prospects fur
its viability after the program period.

The target for reducing inflation had been exceeded, Mr. Caranicas
observed; current estimates showed a 27 per cent increase in the GNP
deflator in 1982, as compared with a revised target of 32-33 per cent.
That alone was a remarkably positive outturn, although the stand-by
program called for a further decline in inflation to 20 per cent in 1983,
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to be achieved by a continued emphasis on fiscal and monetary restraint

in combination with a somewhat rudimentary incomes policy. Nonetheless,
some perplexities remained on the inflation front. Despite a shortfall

in revenue collection, public finances appeared to be strong, which should
serve to bring about some degree of disinflation. According to the staff,
revenues were projected to increase substantially in 1983, with a partic-
ularly sharp rise in nontax revenues. He would appreciate some clarifica-
tion by the staff about the factors underlying the assumed revenue increase.

In the monetary sphere, the limited efficacy of the techniques of
monetary control at the authorities' disposal had long been at the root
of Turkey's economic management problems, Mr. Caranicas considered. Some
additional uncertainty was created by the financial innovations recently
instituted, which might make it difficult to predict the responses of
market agents. Another problem was related to the lagged effects on prices
of the higher than targeted monetary expansion. The staff's argument that
money supply growth in 1983 would be consistent with inflation and output
targets was contingent upon an assumed decline in velocity, following an
already sizable drop in 1982. Given the current downward trend in deposit
rares, he wondered whether the additional liquidity inijected into the
economy in 1982 could be absorbed and whether there would not be an accele-
ration of inflation.

An important question to be asked in the review of the stand-by
arrangement was the extent to which the external position of the country
would be sustainable in the period beyond the arrangement when there might
be less external assistance available, Mr. Caranicas commented. The answer
to that question was the best way in which to assess, ex post, the viability
and success of an adjustment program worked out by the Fund. Drawing the
attention of his colleagues to the medium—term balance of payments scenarios
prepared by the staff for the August 1982 review of the stand-by arrange-
ment, he noted that the balance of payments assistance in 1980/81 had
covered a large percentage of Turkey's import bill and debt service, That
percentage had increased to 17 per cent in 1982, and, using figures
supplied by the staff, he calculated that it would probably decrease teo
about 15 per cent in 1983, In that connection, he had found the World
Bank's suspension of the second tranche of its structural loan to be sonme-
what disturbing. In the August discussion, it had been suggested that a
new outflow of foreign exchange might be expected beginning in 1983 and
running through 1986. The solution preferred by the staff was a combina-
tion of a smaller current account deficit and renewed borrowing fron
commercial sources, MNaturally, however, the new borrowing would result
in higher debt service ratios, as indicated in Table 6 of EBS/83/17. The
implied growth of exports in such a scenario was 10 per cent a year in
volume terms, and all other projections hinged crucially on the realization
of that assumption about export growth. 1In the circumstances, it would
be important to assess whether appropriate policies were in place that
could bring about such an outcome. He himself had some reservations on
that point.
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In 1982, the effective exchange rate had depreciated only modestly
in real terms, Mr. Caranicas observed. According to paragraph 9 of the
January 3, 1983 letter from the Minister of Finance, the authorities were
determined to continue aiming toward the maintenance of existing external
competitiveness. Perhaps a more active exchange rate policy was warranted
in the circumstances. He therefore welcomed the assurances of the author-
ities that they would consult with the Fund if competitiveness should
falter and, in the words of the Minister of Finance, would "reach such
understandings as may be necessary.”

Finally, with respect to the possibility of a follow-on arrangement
with Turkey, Mr. Caranicas noted from the Appendix I on page 19 of EBS/83/17
that the Fund's holdings of Turkish lira as a percentage of its quota were
quite substantial. Unless repurchases were accelerated or calculations
were made on the basis of quotas proposed under the Eighth General Review,
Turkey was at present close to its limit on borrowing from the Fund.
Turkey's record of cooperation with the Fund was a long and good one,
and thought should perhaps be given to the problems that might arise with
a follow-on program for which there was not a great deal of available
financial support. Fund management should look closely at the problems
that could arise not only for Turkey but for other countries as well
that might reach the limits of access to Fund resources before quotas
were increased under the Eighth General Review.

Mr, Erb remarked that, while the possibility of a follow-on program
with Turkey could not be ruled out, the level of the Fund's heldings of
Turkey's currency and the overall limits on access to Fund resources,
made it unlikely that a follow—on program would result in any significant
net new flows of resources from the Fund. Tn the circumstances, any new
Fund program would play mainly a catalytic role, serving to ensure poten-
tial and existing creditors that the adjustment process within Turkey was
continuing.

The Acting Chairman observed that the figures in the table in
Appendix I on page 19 of EBS/83/17 had been referred to by some Directors
in suggesting that Turkey had nearly reached the limit of its access to
Fund credit. However, to produce an accurate figure from the table for
use of credit tranche resources, it was necessary to deduct the member's
subscription, which was equal to 100 per cent of its quota. Wirhout
making any predictions about the potential size of a future stand-by
arrangement with Turkey, he did wish to note that scmething over 100 per
cent of quota was available at present, and the figure could be larger if
repurchases were effected in the meantime.

The staff representative from the European Department added that the
schedule of repurchases for Turkey from mid-June 1983 to mid-June 1984
called for repurchases of approximately SDR 150 million. Hence, under any
reasonable assumptions about the size of the future stand-by arrangement,
net purchases would be relatively modest.
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Mr., de Vries remarked that the comments by the Acting Chairman and
the staff representative from the European Department were scmewhat at odds
with his own understanding of Fund credit policiles. It was clear that the
total amount of credit under all facilities was not to exceed 600 per cent
of a member's quota, but the operarive word was "credit.” The remarks by
staff and management seemed to suggest that total Fund holdings could reach
an outside limit of 700 per cent of quota. He would appreciate further
clarification from the staff.

Mr. de Groote said that he was grateful for the apparent acceptance
by his colleagues of the likelihood of a follow—on arrangement with Turkey
as well as for the indication of the amounts of financing that might be
available from the Fund. If and when the Turkish authorities began negotla-
tions on a further stand-by arrangement, he understocd that the Fund would
take account of the policies to be pursued by the authorities as well as
of the available financial support from the Fund in any proposal that might
be brought to the Executive Board.

Mr. Morrell stated that he could join others in supporting the
proposed decision on the review of the stand-by arrangement for Turkey.
The authorities had made commendable progress under the program, achieving
a substantial improvement in the current account of the balance of payments
while reducing inflaticn and maintaining the growth of real output. All
program objectives had been achieved or exceeded, which was remarkable in
view of the unfavorable external envircemment, particularly the trade
barriers in some of Turkey's traditional export markets. The improvement
in the current account could be attributed to the flexible exchange rate
policies pursued by the authorities. He agreed with the staff that flexible
management of the exchange rate must be continued if Turkey was ro reach
a balance of payments position that could be sustainable without large-~
scale external assistance.

The structural changes introduced in the financial system in Turkey
should help to avoid any further loss of confidence in individual institu-
tions or in the financial system generally, Mr. Morrell considered. Most
of the changes had a prudential purpose, including those related to the
reform of interest rate policy, which should help to restore interest rate
margins. However, he was not entirely certain about the extent to which
the lower deposit rates would be passed on to the borrowers; there appeared
to be some inconsistency between the statement by the staff in paragraph (ii)
on page 8 of EBM/83/17 and the suggestion hy Mr. de Groote that the real
interest rate on deposits had been lowered to reduce the cost of borrowing.
He also wondered how the relatively small reduction in the overall real net
interest earnings of depositors fitted in with the assumption of an increase
in the private savings ratio. 1t seemed odd that the staff would be fore-
casting an increase in private savings while, at the same time, talking
about a reduction in interest rates. Finally, like others, he was curious
about the proposed procedure for setting Iinterest rates in Turkey. A system
which relied on agreement on a rate among banks allowed for the possibility
of collusion, which could lead to higher rather than lower rates.
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Mr. Malhotra considered that the stand-by program for Turkey had been
a remarkable success in many ways. A reasonably high rate of growth of
GNP had been maintained over the period; inflation had been reduced consid-
erably since 1980, and the current account deficit--which had fallen from
6 per cent of GNP in 1980 to 2 per cent in 1982--was expected to fall to
less than 2 per cent of GNP in 1983. Moreover, growth in exports over the
program period had nearly doubled, and the budget deficit had been signif-
icantly reduced. Some uncertainty continued to surround the money supply,
although the authorities had indicated that they would maintain contact
with the Fund In order to ensure that it did not move out of line with
targets. On the external side, the authorities had thus far followed a
flexible exchange rate policy, and interest rates had been pesitive. 1In
all, it appeared that the authorities had successfully lmplemented the
stand-by program on a broad scale.

Despite the successes that had been achieved, Mr. Malhotra coutinued,
further efforts would be necessary. For example, the guthorities should
pay close attention to reforms that would facilitate the ralsing of
revenue. Emphasis should also be given to structural adjustment of the
state economic enterprises; desplte the efforts thus far to improve the
working of the public enterprises, a number of deficiencies remained that
would have to be addressed over the medium term. He was also concerned
about what was happening to investment levels in the economy and about the
lmpact of declining investment rates on employment.

Regarding the possibility of a2 follow-on arrangement with the Fund
once the current program was concluded, Mr. Malhotra considered that
continued cooperation between the Turkish authorities and the Fund would
be valuable as a way of consolidating progress thus far. If the author-—
ities indicated a willingness to continue or strengthen the policies begun
under the current arrangement, the Fund should be willing to provide both
technical and financial support for their efforts.

Mr. Senior stated that, like others, he could endorse the staff
appralsal and the proposed decision. The Turkish authorities should be
commended for the adjustment policies implemented in the previous year,
which had led to a satisfactory real growth rate, a further decline in
the inflation rate, and a significant improvement in the balance of pay-
ments. The consistent mix of policles embodied in the Government's
economic program was noteworthy; monetary pelicy, for example, had been
allowed to work efficlently, mainly because of a greatly improved fiscal
framework and the increasingly flexible functioning of the labor and
foreign exchange markets.

While the rate of growth of broad money had been greater than envi-
saged, Mr. Senior continued, nominal national income had been broadly in
line with program targets, and the breakdown between prices and output
had been slightly better than expected. Those positive developments might
have been due to a decline in the opportunity cost of holding money brought
about by lower inflationary expectations. The crisis experienced with a
major nonbank financial institution in Turkey could also have had something
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to do with the decline in the velocity of circulation of M-2; when concen-
trated in a single nonbank financial institution--as in Turkey—--such a
crisis was frequently accompanied by an increased demand for precautionary
balances, which was all the more plausible if account was taken of the
wide-ranging set of measures implemented to buttress the financial system.
It was possible that the Kastelll crisis and the reforms launched in the
second half of 1982 had given rise to a structural change in the demand
for M-2 such that its rate of growth no longer accurately reflected the
stance of monetary policy. Assuming that such a structural change had
occurred, it would be helpful if the staff could provide information on
the evolution of other monetary aggregates; in particular, 1t would be
Interesting to know the behavior of M-1 and the corresponding reserve
multiplier during 1982. 1In the absence of such an analysis, however, he
would tend to agree with the view that monetary aggregates in terms of

M-2 were not growling at excessive rates and were compatible with the
projected movement on both the inflation and the balance of payments
fronts.

Turning to the situaticon in the labor market, Mr. Senior observed
that, despite a high rate of growth of real income and a policy of wage
restraint throughout 1982, the unemployment rate was estimated to have
risen during the year. He wondered whether the staff or Mr. de Groote
could provide some sense of the evolution of unemployment over the previous
two years. He would also be interested in hearing the staff's view about
the major factors behind the rigidity of unemployment vis—3-vis wage
restraint and real output growth. Finally, he wished to reiterate his
commendation to the Turkish authorities for the strong adjustment effort
already made and for their commitment to implementing further measures
that might be warranted.

Mr. Jaafar expressed satisfaction at the overall pertformance of the
Turkish economy under the program, noting that progress In three areas
deserved particular commendation. First, the authorities had achieved a
rate of growth much higher than that achleved in many other countries
during the period; second, the inflation rate had been reduced signif-
icantly from the levels of previous years; and, third, the current account
deficit had been cut in half. His only concern was related to the increase
in the money supply in 1982, which had exceeded the targeted limit. The
slippage had resulted from overperformance in the external sector, where
the current account deficit had been significantly below what had been
envisaged in the program. A similar slippage might occur in 1983, given
the recent changes in cil prices. The staff had assumed only a 3 per cent
decline in o0il prices, but recent developments suggested that it could be
more significant. If so, overperformance could again take place on the
external side in 1983 unless steps were taken to neutralize the surge in
liquidity. In the circumstances, he urged the authorities to monitor the
liquidity situation carefully and to take whatever steps were necessary
to ensure that it did not get out of hand.

The staff representative from the European Department observed that,
while agreeing that performance with respect to monetary policy had been
acceptable, Directors had indicated concern that excess liquidity might
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have been generated in 1982 and that the program for 1983 held the poten-
tial danger of excess monetary expansion. Many of their concerns rested

on assumptions about the velocity of money, about which it was difficult

to make a prediction for 1983, On the one hand, it was possible to assume
that the declining trend of velocity would bottom out in 1983; at the same
time, taking a longer historical view, it was likely that velocity would
decline further in 1983 from its present level. The staff would be review—
ing the issue of monetary expansion in its entirety when it next visited
Turkey, and account would be taken of the comments of Executive Directors.

On interest rates, the staff shared the view of those who felt that
the system for setting interest rates in Turkey could be oligopolistic,
the staff representative noted. The authorities believed that the system
would serve to encourage Interest rate determination by market forces——
because the banks involved were competing banks——rather than to establish
rates by administrative means; nonetheless, the possibility existed for
an agreement on interest rates that could be higher than appropriate.

The effort to introduce various reforms into the banking system was
proceeding as planned, the staff representative remarked. The Government
had set out the principles to be incorporated in new legislation, although
the legislation itself had not yet been introduced or agreed in Parliament.

Little could be added to the comments of Executive Directors on the
sitvation of the state economic enterprises, the staff representative
remarked. Their operating performance had improved significantly, and
pricing policies had been strengthened. However, the pace of basic
structural reform continued to be slow.

Clear improvement had been registered in the budget situation, the
staff representative commented. Unfortunately, that improvement had
resulted from a worse than expected outcome in revenue ccllection in
combination with more stringent control of expenditures, which had had an
adverse impact on the level of investment. The staff hoped that the
authorities' intentions to improve revenue collection would be realized,
but it recognized that there were a number of stumbling blocks to progress
in that area.

While there were few reliable statistics on unemployment in Turkey,
the most informed guesses set the real level of unemployment at 15-20 per
cent, the staff representative said. Whether official statistics or esti-
mates were used, however, it was clear that unemployment had increased by
at least 1 percentage point in 1982 and that the trend would unfortunately
continue in 1983. The problem of unemployment was exacerbated by the fact
that the outflow of workers that had taken place in large numbers in the
1970s was not continuing at present. Indeed, given the slowdown in construc-
tion projects in the Middle East and other oil exporting countries in North
Africa, it would be prudent to ask whether there might not be a reflow of
workers back inte Turkey. Hence, the unemployment situation was not likely
to be solved quieckly, even with Turkey's relatively high rate of growth of
5 per cent.
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On the external side, the staff representative said, he agreed with
those Directors who had pointed to the importance of continuing to demon-
strate flexibility in managing the exchange rate system. In fact, more
action on the exchange rate might be called for, particularly given the
difficulties that might be experienced in Turkey's main export markets
and the fact that some countries competing with Turkey in those markets
had been taking exchange rate action themselves. Both the exchange rate
question and the related trade problem would be taken up in greater detail

in the context of the forthcoming Article IV consultation with Turkey.

Remittances in 1982 had been affected by a number of factors, includ-
ing the reduced level of activity and lower wage growth in Western Europe,
exchange rate changes, and confidence problems that had arisen in connec-
tion with the Kastellil affair, the staff representative said. The author-
ities believed that some of those adverse factors would be reversed in 1983,
which was why a modest improvement in remittances was being projected.

Commenting on the capital account, the staff representative noted that

Tiirlkay wnit1d noad +n ra—actrahlich 1tFta Asrodds vatdne In tha Inroarnarianal
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capital markets so that 1t could replace the official aid that it had been
receiving on concessional terms in recent years. There were signs that

the improvement had already begun; for example, in 1982 a consortium loan
for $200 million had been made available for the financing of agricultural
exports, and discussions between the Turkish authorities and the commercial
banks seemed to indicate that a significant--albelt gradual--recovery in
Turkey's credit rating was in prospect.

Commenting on Turkey's relations with the Fund and the World Bank,
the staff representative observed that the Bank had withheld disbursements
of the structural adjustment loan primarily because it had not been satis-
fied with the pace of structural reform in the state economic enterprises.
The disagreement was basically a matter of the timing rather than the
implementation of the required corrections, and it was to be hoped that
the World Bank mission currently in Turkey would be able to resolve the
matter with the authorities. 1In any event, the leader of the World Bank
mission would be providing the Fund staff with the latest information on
the situatlon, so that the Fund missicn could later visit Turkey with a
full understanding of the World Bank's position. Basically, the World
Bank believed, like the Fund, that it was essential to institute funda—
mental reforms in the state economic enterprise sector; the Bank took a
particular interest in the matter--because it was wmore involved than the

Fund in +the gartaral analveds Af rha state antarnrigsac——and hanad that
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under the new reform, Turkey would accept the provision of technical
assistance to certaln individual state enterprises so that the management
of those enterprises could be 1mproved.

With respect to questions about a possible follow-on arrangement with
the Fund, the staff representative observed that the Turkish authorities
had already indicated to management that they would wish to hold discussions
with the Fund staff on a possible one-year stand-by arrangement once the
current three—year arrangement had ended. The specifics of such a program
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would no doubt focus on some of the policy areas that Executive Directors
had touched upon in the current discussion. No thought had yet been given
to the size of a possible stand-by arrangement with Turkey, although it
was clear that the balance of payments need would not be as great in 1983
as 1t had been in the past, and prolected substantial repurchases of credit
tranche drawings would reduce the net amount available. More important
than the amount of access to Fund resources would be the continued cooper-
ation between the Fund and Turkey and the way in which that cooperation
was viewed in the international arena. Finally, regarding a question by
Mr. de Vries on the modification of the multiple currency practice in
Turkey, he noted that, In the past, it had been possible for an exporter
with the right to a retention quota to sell his foreign exchange at a

rate other than the official rate. Under the new system, the exporter
could retain the foreign exchange only for his own import needs and was
unable to sell it at anything other than the official rate to a third
party. In the staff's view, therefore, the features that had led to the
multiple currency practice had been removed.

to the guogestion that the gvstem for sett

g to the su ggestion that the system n

i ingo
1 ing
interest rates in Turkey could lead to collusion among the banks in setting
higher than warranted rates, sald that the system appeared to be directed
toward a rate that was similar to the prime rate in the United States and
to the base rate in France. Why was Turkey being criticized for following

what was apparently a common arrangement in many countries?

Mr. de Maulde, resp

The staff representative from the European Department replied that
all banks in Turkey were obliged to remain within the limit established by
the nine major banks. The staff considered that the interest rates estab-
lished by the group of nine banks were perhaps too positive in real terms
at present, and the staff would have felt better if the authorities had
been able to Iinfluence the decision of the group of banks to ensure that
the rates were in line with the overall monetary policy stance adopted.

The Deputy Director of the Exchange and Trade Relations Department,
responding to a question by Mr. Suraisry, observed that it was common
practice to include credit and other quantitative performance criteria
throughout the entire period of the stand-by arrangement, including ceil-
ings toward the end of the period, even 1f it was anticipated that the
final drawing would take place before that time. As performance criteria,
the end-period ceilings were not without operational significance; for
example, the final drawing for Turkey under the program was scheduled for
April and would be based on the observance of the March ceilings. However,
if these ceilings were not observed, the drawing could not be made in April.
[f the May ceilings were observed, the drawing could be made before the
end of the stand-by arrangement. Moreover, in cases where the member
intended to request a new follow-on stand-by arrangement, the end-period
ceilings had particular significance because they gave an indication of
overall performance and served as a useful benchmark for the formulation
of the follow-on program.
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Regarding questions on the limits on access to Fund resocurces, the
Deputy Director observed that the 600 per cent of quota ceiling was a
cumulative limit, which meant that, at any glven moment, total outstand-
ing drawings under stand-by and extended arrangements could not exceed
600 per cent of a member's quota. The implication was that account had
to be taken of repurchases. 1In the case of Turkey, the total use of
Fund resources in the credit tranches at the end of the current stand-by
arrangement would be equivalent to 492 per cent of quota, which would
leave 108 per cent of quota, or SDR 325 million, as potentially accessible.
Moreover, between June 1983 and June 1984 some SDR 150 million in repur-
chases were scheduled, so that the maximum amount of resources available
over the period could be approximately SDR 475 million. Of course, the
actual size of the stand-by arrangement would depend on various other
considerations of the sort that had been outlined by the staff represen-
tative from the European Department.

The Actling Chalrman wondered whether a first credit tranche drawing
was counted for the purpose of the limits and whether the staff took
account of repurchases due during the year of a proposed one-year stand-by
arrangement in determining whether the limits on access would be reached.

The Deputy Director of the Exchange and Trade Relations Department
replied that first credit tranche drawings were counted in the limits of
150 per cent of quota per year up to a maximum of 450 per cent of quota.

On the second question, the 150/450 per cent limits did not take into
account prospective repurchases, but the overall limit on access of 600 per
cent of quota was interpreted as net of repurchases scheduled during the
period to be covered by a propesed stand-by arrangement.

Mr. Caranicas considered that the fundamental nature of the issues
surrounding access limits warranted careful study, perhaps in the context
of the review of the decision on enlarged access, which was to take place
before end-June 1983,

Mr. de Vries observed that access limits represented one of the most
important features of the activities of the Fund, and he would look for-
ward to a review of the matter before the end of June. 1In the meantime,
he could not, prima facie, accept the sugestion that the 600 per cent
limit on access referred only to the credit tranches.

The Acting Chairman remarked that the issue raised by Mr. de Vries
and others could best be debated on the occasion of the review of the
decision on enlarged access.

Mr. de Groote recalled that, since the beginning of the stand-by
arrangement with Turkey in June 1980, he had had a number of opportunities
to engage his colleagues in frank and open discussions on the Turkish
economy. The atmosphere in the Board on those occasions had always been
a positive one, in part because he had been able to indicate that the
Turkish authorities were making progress along the lines recommended by
the Fund. The current discussion was similar in that respect; the Turkish
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authorities envisaged further measures of adjustment designed to enable
the economy to continue to progress, and those measures would be taken in
due course.

Regarding questions on the structural reform of the state economic
enterprises, Mr. de Groote observed that the Turkish authorities were in
agreement with the World Bank on the need for further progress. There
had already been an acceleration in the dismantling of the state economic
enterprises, the introduction of new managerial techniques, and the
reliance on market forces. As a result, there was currently no longer
any financial reliance by the state economic enterprises on the budget.
Other reforms were however necessaty, and the withholding by the World
Bank of a portion of the structural adjustment loan had served to high-
light that need. The World Bank mission currently in Turkey had produced
a number of positive suggestions for breaking the impasse, and he was
confident that, within the coming three to five months, most of the
required measures would be implemented. It was obvious to all--including
the authorities—that, if the measures were not taken, the state economic
enterprises could once again become a burden on the budget.

A number of Directors had expressed some concern about monetary
developments in Turkey, Mr. de Groote recalled, The authorities consid-
ered that the flow of savings would continue to increase and that remit-
tances would also Increase wmoderately during 1983. A reduction was
expected in the velocity of money, which was dependent upon a reduction
in interest rates. Real rates would remain quite high, because the
reduction in the rate of inflation was larger than the reduction in
interest rates in general. The effect of any reductlon in interest rates
on velocity depended upon whether or not depositors reacted to movements
in nominal or real interest rates. Assumlng that they reacted to changes
in real interest rates, a reduction in the velocity of money could be
expected.

On a related matter, Mr. de Groote noted that Mr. Morrell had sensed
some contradiction between a passage in his opening statement and a para-
graph in the staff paper regarding interest rates. The staff had based
its remarks entirely on nominal interest rates and, in that respect, had
noted a reduction in the Interest rates on time deposits; allowing for a
drop in the withholding tax of nearly 5 percentage points, the reduction
in after—tax nominal interest rates had been rather modest. He himself
had taken another approach and had expressed everything implicitly in real
terms. The real interest rate on time deposits before taxes was lower
because of the general movement of real interest rates, and that should
have an effect on the potential for the banks to reduce the cost of borrow-
ing in real terms. One could in the circumstances envisage a resulting
increase in investment. At the same time, however, the reduction in the
withholding tax had maintained the real net interest rate for depositors
at about the same level. The situation was thus one that might be attrac-
tive for some time because remuneration for depositors would be maintained
in real terms while the real cost of borrowing by investors would be reduced.
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On suggestions for diversification of exports, Mr. de Groote agreed
that there was a need for greater competition for domestic producers and
possibly for stronger action on the exchange rate. The exchange rate
policy thus far had been flexible, but the authorities did not preclude
the possibility of engaging in an even more active exchange rate policy
1f circumstances should warrant. A diversification of exports had already
been taking place and had been accompanied by an important diversification
in the productive structure of the Turkish economy, especially in the
manufacturing of household goods, light equipment, and so on.

Some Directors had asked about the net effect of the shrinking Middle
Eastern markets on Turkish exports, Mr. de Groote remarked. It was not an
easy matter to determine the net impact of the shrinkage. On the one hand,
the weakening of oil prices would reduce Turkey's petroleum bill substan-
tially; at the same time, Turkish exporters and contractors would continue
to have the advantage of close contact and traditional associations with
neighboring Middle Eastern markets. However, he agreed with Mr. de Maulde
that 1t might be useful to look more closely at the diversification of

supply.

Several Directors had pointed to the insufficient inflow of private
foreign investments in Turkey, Mr. de Groote recalled. Turkey was only
just beginning a new period of opening up its economy, and several measures
were envisaged that should provide incentives to foreign investment.

It was clear that progress on the inflation front had not been as
favorable as might have been expected, Mr. de Groote said. However,
incomes and wage policies were on the whole well oriented, and wages would
remain well within the level of inflaticon. At the same time, the economy
was beginning to see the supply effects resulting from increased invest-
ments in a number of areas supplying commodities for private consumption.
On the whole, the Turkish authorities felt confident about meeting the
targeted inflation rate for 1983,

With regard to the potential for a follow-on arrangement, Mr. de Groote
observed that the Turkish authorities had held detailed conversations with
the management and staff of the Fund and envisaged the possibility of a
new stand-by arrangement at the conclusion of the present program. They
were particularly concerned about maintaining cooperation with the Fund
because the Turkish Government would be undergoing a period of political
transition, and it would be important for the Fund to be seen as monitoring
targets throughout that period to avoid giving the impression that the
political transition might coincide with a change in economic policy. The
authorities were not so much concerned about the amounts of financial
resources available from the Fund to support such a program; rather, their
precccupat ion was with maintaining a framework for economic policy actions
that would continue to be accepted by the new Government following the
October elections.

The Turkish authorities, Mr. de Groote said, wanted to press forward
on the road to recovery and industrialization so as to make Turkey a modern
competitive country. They recognized that, if they were to achileve their
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aim of reducing the current high rate of unemployment, they would need to
make continuing improvements in investment and in market penetration for
exports in order to achieve a sustalnable balance of payments position.
Finally, the Turkish authorities wished to express their gratirude for the
continued support they received from friendly nations, including Saudi
Arabia, the United States, and Germany. They were conscious of the sacri-
fices made by such countries to provide that assistance and were happy to
note that the Turkish situation was improving to the extent that less
assistance would be needed in future than in the past.

The Executive Board then adopted the following decision;

Review of Stand-by Arrangement

1. Turkey has consulted with the Fund in accordance with
paragraph 4(b) of Executive Board Decision No. 7189-(82/115),
August 23, 1982, and paragraph 8 of the letter from the Minister
of Finance of Turkey dated July 20, 1982 (EBS/82/130, 7/26/82)
in order to reach understandings with the Fund regarding policies
and measures that Turkey will pursue during the remaining period
of the stand~by arrangement for Turkey (EBS/80/126, Sup. 3,
6/19/80).

2, The letter from the Minister of Finance of Turkey dated
January 3, 1983 shall be annexed to the stand-by arrangement for
Turkey, and the letter of July 20, 1982, together with the Memo-
randum attached thereto, shall be read as supplemented by the
letter of January 3, 1983. Accordingly, the understandiags referred
to in paragraph 4(b) of Executive Board Decision No. 7189~(82/115)
relating to the net domestic assets of the Central Bank of Turkey
and the net Central Bank credit to the public sector shall be those
referred to in paragraph 6 of the attached letter of January 3,
1983, Moreover, the understandings referred to in paragraph 4(c)
of Executive Board Decision No. 7189-(82/115) shall be supplemented
by the understandings described in the final sentences of para-
graphs 4 and 6 of the attached letter of January 3, 1983 relating
to transfers to the state economic enterprises, and the reserve
requlirements of banks, respectively.

Decision No. 7355-(83/43), adopted
March 4, 1983

2. EXECUTIVE DIRECTOR

The Acting Chairman bade farewell to Mr. Vidvel at the conclusion of
his service as Alternate Executive Director.
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DECISION TAKEN SINCE PREVIOUS BOARD MEETING

The following decision was adopted by the Executive Board without
meeting in the period between EBM/83/42 (3/2/83) and EBM/83/43 (3/4/83).

3. EXECUTIVE BOARD TRAVEL

Travel by Executive Directors as set forth in EBAP/83/65 (3/1/83),
EBAP/83/66 (3/1/83), EBAP/83/67 (3/1/83), EBAP/83/68 (3/1/83), and
EBAP/83/69 (3/1/83) is approved.

APPROVED: August 12, 1983

JOSEPH W. LANG, JR,
Acting Secretary



