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L. INTRODUCTION

1. In the attached letter, the Turkish authorities request the cancellation of the
existing SBA and the approval of a new SBA in support of their program for 2002-04.
The Fund has supported Turkey’s economic program under an SBA covering 200002, with
total committed resources of SDR 15.0384 billion (1,560 percent of quota, or

US$19.4 billion). The Executive Board has approved the completion of ten reviews under the
arrangement, with purchases totaling about SDR 11.7 billion, or US$14.9 billion

(Appendix I). The requested access under the new SBA is for SDR 12.8212 billion

(1,330 percent of quota, or US$16.3 billion), which includes the remaining resources of about
SDR 3.3 billion available under the current SBA and facilitates early repurchase of
outstanding resources of about SDR 4.9 billion under the Supplemental Reserve Facility
(Table 1). With these early repurchases, in an amount equivalent to about US$6.3 billion, net
Fund support under the new program would amount to about US$10 billion. Access is
requested under the exceptional circumstances clause. The World Bank supports Turkey
under a Country Assistance Strategy envisaging lending of up to US$6.2 billion during
FY2001-03 (Appendix IT). The close collaboration between the Bank and Fund staffs has
continued during the preparation of the new program.

II. BACKGROUND

2. Under the existing SBA, Turkey set out to bring its deteriorating public sector
debt dynamics and high inflation under control (Figure 1). During the 1990s, large fiscal
deficits led to average annual inflation of almost 80 percent, high real interest rates
(averaging 25 percent in the second half of the decade), and stunted growth.! The

2000 program instituted strong fiscal adjustment and a preannounced exchange rate craw] to
break inflation expectations. It also included a wide-ranging structural reform agenda,
especially in banking, social security, privatization, and agriculture.

3. Despite notable achievements, after only 14 months under the program Turkey
had experienced two major economic crises. In the first year of the program, the authorities
implemented an array of structural reforms, raised the primary balance of the public sector by
almost 5 percent of GNP, and lowered 12-month inflation to below 40 percent (Table 2).
However, against the background of a widening current account deficit and a fragile banking
system, in November 2000 a liquidity crisis affecting a few domestic banks turned into a full-
blown crisis, with a massive loss of reserves. Despite agreement on an augmented program in
December, the first crisis had badly shaken confidence, and strong and sustained policy
performance was essential, particularly since both the exchange rate peg and the government

' At the time the 2000 program was prepared, the staff estimated that had inflation been in
single digits, annual per capita growth could have been 1-1%2 percentage points higher in
Turkey than the 1.7 percent realized in the 1990s.



Figure 1. Turkey: Economic Developments, 1995-2001
(in percent, unless otherwise indicated)
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debt position remained vulnerable. In the end, resistance to structural reform and political
uncertainties culminating in a public dispute between the Prime Minister and the President
prompted a further speculative attack, forcing the government to float the currency on
February 22, 2001 amidst sky-high interest rates.

4. The strengthened program adopted in May 2001 aimed at restoring investor
confidence and lowering interest rates by addressing the roots of the crises, with the
help of additional external support. The authorities’ revised program featured a
fundamental restructuring of the banking sector—a key source of vulnerability in the past—
through operational and financial restructuring of public banks, and sirengthened regulation
and supervision of private banks. The program also pursued continued disinflation under a
floating exchange rate regime (reducing vulnerability to shocks), further massive fiscal
adjustment to help bring about debt sustainability, and an enhanced role for the private sector
in the economy, including through reforms to facilitate privatization and a voluntary
agreement by forcign banks to maintain exposure to Turkey. The Fund supported this
program by another augmentation of its resources to Turkey.

5. After some initial delays, the revised program was beginning to show results,
when the events of September 11 intervened. Despite generally strong implementation of
the program—all performance criteria were mel, and much progress was made in structural
reform, especially on the legislative front (Table 3 and Appendix II)——it was only in mid-
August that interest rates started to decline and the currency stabilized (Figure 2). However,
September 11 hit Turkey with a large exogenous shock, with the country’s location and high
indebtedness suggesting that it might be harder hit than most countries.

6. September 11 exposed Turkey’s continued vulnerabilities to external events and
highlighted its deep-rooted problems. The September 11 shock is aflecting the Turkish
economy through lower export demand, loss of tourism receipts, reduced access to
international financial markets, and weaker privatization and FDI prospects. These losses in
foreign exchange strained domestic financial markets in September-October and led to large
increases in domestic interest rales, the opposite of what was sought under the program. At
the time of the tenth program review in November 2001, Turkey was estimated to face an
external financing gap of US$10 billion for 2002, with gaps of USSI billion in each of the
following two years. At the same time, the two crises have taken their toll on the real
economy, leading Turkey into its deepest recession in more than 50 years. Turkey also
continues to face deep-rooted macroeconomic and structural problems, including a heavy
public debt burden, entrenched high inflation, banking sector difficulties, and pervasive state
involvement in the economy. Although the May program addressed many of these
problems, an intensified medium-term approach is now needed, supported by
additional external financing, if Turkey is to fulfill its growth potential with disinflation
and falling debt ratios.

7. The prospect of additional external financing in the context of a strengthened
program has helped to improve market sentiment (Figures 3—6). Although financial



Figure 2. Turkey: Market Developments, 2001
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Figure 3. Turkey: Interest Rates, 2001 1/
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1/ Compounded interest rates.
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Output and Demand, 1992-2001

Figure 5. Turkey
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Figure 6. Turkey: Inflation, 1996-2001
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markets reacted negatively in the immediate aftermath of September 11, since mid-October
they have rallied, at least in part in anticipation of additional external financing. Between
mid-October and end-December 2001, benchmark bill interest rates fell by 18 percentage
points (to the lowest level since February 2001), the Turkish lira appreciated by 11 percent,
and the stock market rose by 60 percent. Building on this optimism, Turkey has been in a
position to tap international markets successfully, with U.S. dollar and euro-denominated
issues in the last quarter of 2001 totaling US$1.5 billion, while spreads on dollar-
dencminated Eurobonds have declined by more than 200 basis points since mid-October. As
regards the real sector, third-quarter GNP figures showed an annualized increase of activity
of about 4 percent, suggesting that the economy has started to recover. Following two months
of higher-than-expected CPI increases owing to currency depreciation, markets reacted
positively to the November and December increases of 4.2 percent and 3.2 percent, with
12-month inflation at 68.5 percent at end-year.

3. Nevertheless, Turkey remains vulnerable to external and domestic shocks
(Appendix 1V and Table 4), If the current international conflict extends in time and scope,
‘Turkey will be negatively affected. Also, while the coalition government has shown increased
unity in recent months, a turnaround in market sentiment triggered by political disagreement
cannot be excluded. A continuation of the recent positive trends will require steadfast
implementation of strong stabilization and reform policies.

ITI. THE AUTHORITIES’ PROGRAM FOR 200204

9. With the authorities and the staff largely agreeing on the diagnosis, discussions
focused on policies for 2002 and beyond to address both the aftermath of

September 11 and Turkey’s longstanding economic problems. Although accepting that an
ambitious reform agenda was needed, the authorities emphasized that this would not be an
entirely new program, but one that deepens and extends existing efforts. The staff urged
strong upfront measures to strengthen confidence in the program. The authorities agreed that
such an approach had merit, but cautioned that a successful program also needed to be
realistic, and give due respect to political and social concerns. This approach had already
delivered results in the last few months, including passage of a difficult budget, together with
far-reaching constitutional reforms. Moreover, the government had cut short parliament’s
end-year recess to introduce critical reform legislation, and was fostering closer cooperation
on economic reform both within the ruling coalition and with the opposition. This renewed
commitment was evident in the mission’s numerous contacts with government ministers, all
of whom expressed their strong backing for continued economic reform, This commitment is
also underlined in the forthcoming letter of political suppert for the program, which the three
coalition leaders have agreed to sign.
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10.  Against this background, the authorities’ program sets the goals of protecting
the economy against future crises, while laying the basis for sustained economic growth
(46 and 19):"

. Three key elements of the program are designed to reduce the risk of future
crises. First, continuation of the floating exchange rate regime will limit the potential
for speculative attack, allowing greater interest rate stability. Second, efforts to reform
and strengthen the financial system will make banks less vulnerable to withdrawal of
funds, and boost confidence in domestic financial assets. Third, expenditure and tax
reforms will help sustain the fiscal adjustment needed in the medium term to ensure
debt sustainability.

. The program aims to generate sustained economic growth through macro
stability, to be achieved by fiscal adjustment, disinflation under the planned
inflation targeting framework, and structural reform. Structural priorities under
the program are threefold: banking (to restore credit flows to the real sector), public
sector reform (including greater transparency of government operations, and state
enterprise restructuring), and private sector development (privatization—where recent
progress has been limited—and steps to foster greater foreign direct investment).

A. Macroeconomic Framework and Financing Needs

11. The medium-term macroeconomic framework envisages gradual economic
recovery, continued disinflation, improved external accounts, and government debt
sustainability ({7-8, Figure 7, and Table 5). The key objectives include sustained growth of
at least 5 percent in the medium term, and a decline in inflation to close to single digits by the
end of the program. The authorities stressed the upside potential for GNP growth both in
2002 and over the medium term. They agreed with staff, however, that the uncertain world
economic outlook, the inevitable lag with which their banking and corporate restructuring
strategies will help the real sector, and their continued commitment to disinflation were all
factors that suggest conservative growth projections. The authorities reaffirmed their
commitment to conduct monetary policy consistent with ambitious inflation targets. The staff
indicated that the importance and strength of that commitment should be underscored by an
early introduction of a formal inflation targeting framework. The staff also welcomed the
authorities’ intention to support a viable debt position by maintaining the public sector
primary surplus in the medium term at the level of 6V2 percent of GNP targeted for 2002.
Both sides agreed that the macro objectives and policies under the program were consistent
with a marked decline in government debt ratios and a fully financed external current
account.

Z 4] refers to relevant paragraph in the attached Letter of Intent.
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12.  Recent developments justified some adjustment to the macroeconomic
framework for 2001-02 compared with that underlying the tenth review:

. Notwithstanding the better-than expected third-quarter national accounts figures, the
authorities and staff agreed to maintain the GNP growth projection at —8%2 percent
for 2001 in light of the negative impact of September 11 on net exports. For 2002, the
authorities were keen to retain the 4 percent target underlying the 2002 budget
estimates. In the end, however, they concurred with the staff that the consensus
forecast at 2 percent and uncertainty about the strength of the recovery suggested that
a 2002 GNP growth target of 3 percent was more credible. Both sides agreed that this
projection had upside potential, given the depth of the 2001 recession.

. Given the large pass-through of the currency depreciation in recent months and
increases in administered prices, 12-month CPI inflation in December 2001 at
68.5 percent exceeded the earlier projection of 65 percent. For 2002, the authorities
reaffirmed their commitment to the 35 percent target set at the time of the tenth
review.

13.  As for the halance of payments, the discussions confirmed the assessment made
at the time of the tenth program review that Turkey is likely to face an external
financing gap of about US$12 billion in 2002-04 (Box 1 and Table 6). The new
information that had become available since November (suggesting for 2001 higher export
and import levels, lower services balance, and a better capital account outcome) and revised
macroeconomic and global assumptions (including for 2002 lower oil prices, weaker growth
in both Turkey and its partner countries, and a more appreciated real exchange rate) had a
broadly offsetting impact on the projected gap. The current account was still projected to
move from a surplus of about US$2 billion in 2001 to a deficit of a similar magnitude in
2002. The capital account deficit was projected at US$3 billion in 2002, compared with
US$13 billion in 2001, reflecting mainly the expected improvement in portfolio and banking
sector flows as a result of a gradual restoration of confidence. These projections indicated
that additional external financing of US$10 billion was needed in 2002 (with additional
financing of US$1 billion in each of the following two years) to allow Turkey’s international
reserves to return to prudent levels, with a gross reserves build-up of US$3 billion projected
for 2002, after an estimated decline of US$4 billion in 2001, followed by further moderate
buildups in the following two years.

14.  The authorities and staff estimated that of the US$10 billion additional external
financing in 2002 some US$7 billion would need to be made available to the budget to
support a smooth rollover of domestic debt in 2002 (Appendix V provides a full
discussion). In the baseline scenario, the central government overall deficit would be

13 percent of GNP, of which less than Y2 percentage point could be filled from identified net
external financing and privatization proceeds. With public banks and nonbank lenders
expected to provide about 6 percent of GNP in financing, private banks would need to
provide the remainder. However, with an expected decline in external interbank lending to
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Box 1. Turkey: External Financing Gap, 2002-04

The staff estimates that Turkey is facing an external financing gap of US$10 billion in 2002, and a further gap of about
USS$2 billion in the following two years (Table 6), Taking into account projected current and capital account developments, the
availability of the additional USS$10 billion in 2002 would allow Turkey’s gross official reserves to recover by US$3 billion in
2002, a prudent increase after a projected decline of US54% billion in 2001. With the availability of US$1 billion each in 2003
and 2004, reserves would recover moderately further. Updated post-September 11 macroeconomic and global assumptions are
used in these projections, and the underlying premise for the capital account is that international markets will remain difficult to
tap, at least through mid-2002.

Current account

The current account balance is projected to move from a surplus of US$2 billion (1% percent of GNP) in 2001 to a deficit
of USS2 billion (174 percent of GNP} in 2002, Following the strong growth in 2001, in 2002 exporls are projected to increase by
Jjust 6 percent in U.S. dollar terms and 4 percent in volume terms. The volume increase is in line with growth in projected foreign
trading partner import demand, on the assumption that Turkey’s market share remains constant. As for imports, although lower
oil prices should moderate dollar import growth, the projected economic recovery, of which z large part is expected to come from
import-intensive stock-building, should lead to an overall import turnaround in 2002. Specifically, after a sharp drop in 2001,

in 2002 imports are projected to increase by 7 percent in U.S. dollars and by 8 percent in volume.

On the services side, travel receipts are projected to fall to US$6 billion, a2 decline of 25 percent over the record
performance of 2001. Indicators such as cancellations and tourist arrivals since September 11 indicate that Turkey’s travel
industry is likely to be badly hit, just as it was during the Gulf War period. The projection assumes that the decline in seasonally
adjusted travel receipts from the peak pre-shock base period-—about 40 percent—is the same as during the Gulf War period.

Capital account

Net FDI is projected to reach US$1 billion in 2002, compared with US$2.5 billion in 2001. In April 2001, a one-off
US5%1.4 billion was received in connection with the GSM license. In 2002, while sales of shares in the state ol refinery and
petroleum distribution companies are expected, any FDI component is iikely to be minor.

The large portfolio outflows in 2001 are not expected to be repeated in 2002. The US$4% billion outflow in 2001 has
reflected a withdrawal of foreign investors from Turkey’s stock and government securities markets, leaving existing holdings
relatively small. The net portfolio outflow of US$1.1 billion projected for 2002 comprises a US$0.9 billion increase in Turkish
resident holdings of securities abroad, and a US$0.2 billien decline in nonresident holdings of equities and paper.

Eurobond drawings, which were expected to reach US$3.5 billion in 2002 in the pre-September 11 scenario, are now
projected conservatively at US$2.5 billion, Turkey has not, however, lost access to the Eurobond market, as the successful
recent issuances have shown, making a borrowing target of US$2.5 billion in 2002 readily achievable.

A modest increase of US$0,3 billion is projected in so-called Dresdner deposits. Dresdner deposits are deposits at the Central
Bank of Turkey from migrant werkers abroad, especially in Germany.,

Net banking sector outflows are expected to decline from US$9 billion in 2001 to less than USS$3 billion in 2002:

* Most important, the net decline in interbank credits of foreign commercial banks is projected to fall from
US36Y% billion to US$3.5 billion. The decline in 2001 occurred despite agreements in December 2000 and June 2001 by
foreign banks to maintain exposure. The projected US$3.5 billion outflow in 2002 represents a roliover ratio of about

60 percent,
. Banks® FX reserve holdings in correspondent accounts abread are projected fo remain unchanged.
. Banks’ medium- and long-term net outflows are projected to reach US$0.7 billion in 2002, comprising net bond

outflows of US$0.4 billion and net medium- and long-term debt outflows of US$0.3 billion.

. FX deposits of fereign residents are assumed to decline by about a third, or US$0.4 billion, compared with a decline
of 45 percent in such deposits in 2001.

Private sector rollover of medium- and long-term loans is assumed to remain at about 95 percent im 2002, giving a net
outflow of US$0.5 billion, while short-term flows are projected to increase from a net outflow of US$1 hillion in 2001 to a
net inflow of US$0.8 billion in 2002, reflecting higher imports.
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private banks of US$3/ billion, projected deposit growth suggested that only 2 percentage
points could be filled from private banks at projected real interest rates, leaving some

US$7 billion (4 percent of GNP) as the remaining financing need. Private banks could be
induced to fill part of this need only through higher real interest rates, leading to crowding
out of lending to the private sector, slower output growth, and a larger budget deficit. An
additional USS$7 billion in external financing to the budget would reduce the domestic
borrowing requirement from private sector banks to a level consistent with their absorptive
capacity, leaving room for lending to the private sector in line with the projected recovery in
output. At the same time, the private sector rollover ratio (the government’s borrowing from
the private sector as a ratio to redemptions of government debt to the private sector, including
interest payments) would be reduced to about 85 percent, a level markets would likely regard
as manageable. This would be consistent with banks maintaining their Treasury bill holdings
both in real terms and as a share of total assets.

15. The authorities stressed that given the uncertain economic outlook they would
be prepared to respond tlexibly to positive as well as adverse developments (10).
Economic prospects and the balance of payments would depend on domestic performance
and external events, such as the duration of the September 11 shock and oil price movements.
In the event that the balance of payments outturn is better than predicted, the program calls,
in the first instance, for larger reserve accumulation and for monetary policy adjustment to
safeguard the inflation target. Should the overperformance be large and persistent, with a
comfortable overall debt position, the program also calls for Fund repurchases ahead of
schedule, or for the authorities to refrain from making scheduled purchases. As for downside
risks, the program aims in the first instance to increase the economy’s resilience to negative
shocks, helping to reassure markets about the robustness of the program. However, in the
event of a large and prolonged negative exogenous shock, the authorities are committed to a
further strengthening of fiscal policy to help ensure that the debt situation remains
manageable.

16.  With the implementation of the program’s policies, the external position and
public debt were expected to remain sustainable over the medium term:

. With the external gaps covered by the additional Fund financing requested
under the new SBA, Turkey’s external position should be sustainable—that is,
current account positions would be financed by identified inflows while reserves
remain at safe levels. The current account was projected to record moderate deficits
of about US$2 billion (1 percent of GNP) over the medium term. At the same time,
the capital account balance was projected to move from a US$3 billion deficit in
2002 to a surplus of US$3-8 billion over the medium term, reflecting an
improvement in confidence. External medium- or long-term financing should help
lower the ratio of short-term debt (by remaining maturity) to reserves-—a key indicator
for market borrowers—to below 140 percent by end-2004. Although under current
assumptions the ratio would begin to pick up again in 2005, reserves may turn out to
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be higher in the medium term than currently projected, if the strengthened program
succeeds in restoring market confidence.

. Turkey’s public debt would be sustainable in the medium term—that is, it would
shift to a declining trend relative to GNP—provided interest rates converge to
program levels and the primary surplus remains strong. The public sector’s net
debt-to-GNP ratio was expected to peak in 2001 at about 92 percent (up from
57 percent in 2000), reflecting the one-off factors of the costs of bank recapitalization,
the fall in output, and the real depreciation of the exchange rate (Box 2). With
US$7 billion in additional external financing to the budget, and with conservative
assumptions for real interest rates, the public sector debt-to-GINP ratio was expected
to fall substantially in 2002, to the low 80s. Much of this decline reflected a one-time
effect as the nominal depreciation in 2001 would become fully reflected in prices and
nominal GNP only during 2002. In 2003 and beycnd, the debt-to~-GNP ratio was
projected to continue its decline, albeit more gradually, assuming continued public
sector primary surpluses of 6%z percent of GNP throughout the program period, a
recovery of growth to 5 percent, a small real appreciation, and continued moderate
declines in interest rates.

B. The Program for 2002
Fiscal policy and debt management

17.  The overarching ohjective of fiscal policy would remain to cement debt
sustainability. The authoritics and staff saw no room to relax the 2002 public sector primary
surplus target of 6%2 percent of GNP, given Turkey’s high indebtedness. The staff noted that
continuing high primary surpluses may not impose a major constraint on economic growth in
the near term, as fiscal easing would likely drive up real interest rates, crowding out
investment and purchases of consumer durables. In any event, on a cyclically adjusted basis,
fiscal policy was not being tightened over the program period, as the primary surplus was
targeted to remain constant while the economy returns to potential.

18.  The authorities intended te continue their strict implementation of fiscal policy
in 2002 (11-15, and Tables 10--12). The staff commended the authorities for a strong fiscal
effort in 2001, which had allowed the public sector primary surplus target of 5%z percent of
GNP to be met despite the deep recession. As regards 2002, the authorities had already at the
time of the tenth review committed themselves to taking measures amounting to 2 percent of
GNP to reach the 6% percent of GNP target. While the macroeconomic framework for 2002
had been revised slightly, no additional fiscal measures would be necessary, as a higher-than-
expected revenue base in 2001 was estimated to fully offset the impact of lower growth and
higher wage and pension payments resulting from indexation in 2002. To safeguard the 2002
target, the authorities agreed to put in place all fiscal measures prior to the Board meeting
where technically feasible, and to refrain from introducing new tax exemptions or state
enterprise discounts during the year, Parliament had already approved the central government
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Box 2. Turkey: Recent Public Sector Debt Dynamics and Medium-Term Sustainability

The crisis in early 2001 had a large one-off effect on Turkey’s public debt. The public sector debt-to-GNP ratio is estimated to have
risen from 57 percent at end-2000 to 92 percent at end-2001 (Table 7). The main factors explaining the increase in the debt ratio are the
cost of recapitalizing public banks, currency depreciation, and the fall in output:

. Recapitalizing the state and SDIF banks in May 2001 resulted in an increase in debt for bank recapitalization relative to end-
2000 of about TL 30 quadrillion (or 16 percent of 2001 GNF}, and added 7 percent of GNP to the public sector interest bill in
2001. A contingency for possible future recapitalization needs of 3 percent of GNP has also been included in the end-2001
debt stock.

. The devaluation in February had a large immediate impact on the Turkish lira value of the FX-linked debt stock (at that time
mostly external debt). Since then, further exchange rate depreciation, which also affected FX-linked debt issued since
February both to public banks for recapitalization and to the domestic private sector has increased the debt ratio further.

. The real output decline, through its effect on the denominator alone, increased the debt-to-GNP ratio at end-2001 by some
6 percentage points.

During 2001, the debt stock became much more seusitive to exchange rate and interest rate changes. The share of debt linked to
the exchange rate rose sharply in 2001, reflecting additional external borrowing (including from the Fund), debt for bank
recapitalization, FX-indexed debt swapped for t-bills in June, and an increase in FX-linked borrowing (Table 8). The higher share of
Floating Rate Notes, mostly reflecting bonds issued for bank recapitalization, and a shortening of maturities for bills have increased the
sensitivity of interest payments to changes in the nominal interest rate (Figure 8),

Nearly all of the increase in the debt stock in 2001 was in the form of debt to public institutions. Indeed, the bulk of the increase in
the stock and its riskiness represents the bringing onto the balance sheet of previous state bank borrowing (mostly in the form of TL or
FX gvernight borrowing) and the Treasury’s contingent liabilities from its earlier guarantee of the liabilities of private banks which were
intervened during 2001. A large part of the new debt issued for bank recapitalization was transferred to the CBT as state and SDIF banks
reduced their short-term borrowing from the private sector, with part of the debt sold along with deposits to the private sector with the
resolution of SDIF banks. Tn addition, much of the Treasury’s debt is held by public sector funds (mainly the Unemployment Insurance
Fund and the Compulsory Savings Scheme). Overall, more than one-half of the Treasury’s domestic debt is now held by public sector
institutions.

The debt ratio is expected to fall sharply under the 2002 program, despite conservative assumptions on real interest rates. Much
of the decline reflects a one-time effect, as the nominal depreciation in 2001 becomes reflected in prices and nominal GNP only during
2002." Other factors contributing to the decline are a strong primary budget surplus, a recovery of output, and a modest rebound in the
real exchange rate. This decline occurs despite cautious assumptions for real interest rates on TL debt. Assuming the programmed
decline in inflation takes some time before it is reflected in inflation expectations, high real rates are projected for the first half of 2002,
resulting in an average of 29 percent for the year, compared with 21 percent in 2001 and a current rate of 15 percent using market
expectations for inflation, However, the implied interest rate in US dollar terms on external borrowing and domestic debt linked to the
exchange rate is about 8 percent (taking into account official lending), implying a real interest rate even lower in light of some projected
real appreciation in 2002, With the increase in the share of FX-indexed debt during 2001, the average real interest rate on total debt in
2002 would be less than 12 percent.

Over the medium term, Turkey’s public debt is sustainable (that is, it declines relative to GNP} provided interest rates converge
to program levels and the primary surplus remains strong., Assuming a continued strong public sector primary surplus, a recovery of
growth to 5 percent, a small real appreciation, and continued moderate declines in real interest rates, the debt to GNP ratio stabilizes in
the mid-60s over the medium term (Table 9). Annual growth at 1% percentage points below the baseline would increase the debt stock
by about 5 percentage points by 2006. Higher real interest rates on TL debt of 5 percentage points above the baseline raise the debt stock
by 5 percentage points by 2006. A combination of higher interest rates and lower growth would result in a rising debt ratio over the

{ medivm term(Figure 9).

1/ As highlighted in previous staff reports, conventional debt-to-GNP ratios tend to overstate the rise in debt when inflation accelerates
following a devaluation (as in 2001), and thus overstate the fall when inflation decelerates. One simple way to correct for this bias is to
vse a measture of GNP that is centered around the end of the year. Indeed, using centered GNP, the debt ratio increases by less in 2001
{from 51 percent to 74 percent), and falls by less in 2002 (from 74 percent to 72 percent) than when using annual GNP.




Figure 8. Turkey: Maturity of Newly Auctioned Debt, 2000-01
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budget in line with understandings reached at the time of the tenth review. The one exception
concerned agricultural subsidies for three products, which were reinstated for 2002, and
would now disappear only in 2003. However, the authorities agreed to cut other transfers
{especially to the energy sector which was benefiting from lower international prices) to stay
within the overall budget limit. The staff and authorities agreed that the less direct control
over state enterprises than the central government called for vigilant oversight, built into the
program through quarterly audits of the implementation of program measures by Treasury
auditors.

19.  The authorities agreed to take further steps to build on the recent achievements
in debt management (16-19). The staff commended the authorities for their skillful debt
management over the past few months, which had helped to widen the investor base and
lengthen average maturities, considerably easing market concerns about the rollover of public
debt. Looking forward, the authorities were determined to take additional steps to further
safeguard the government debt position:

. Securities being offered would be closely matched with investors’ needs.
Specifically, the staff noted that an early resumption of the floating-rate note (FRN)
program and continued foreign exchange-linked issuance, to supplement the regular
Bill auctions, would help meet the needs of domestic banks—the largest government
debt holders—as their liabilities are mainly short-term and mostly in foreign currency.
The authorities generally agreed with these proposals, and in early January announced
an FRN issue for the second half of the month.

. The investor base would be widened further to make it more stable. Although the
setting up of a new Investor Relations Office should help (§48), the statt also argued
for close cooperation between the foreign and domestic debt management arms of the
Treasury, as both forms of borrowing contributed to meeting rollover needs and they
shared overlapping investor bases. The authorities indicated that this issue would be a
focus area in a comprehensive study they were undertaking to further improve the
Treasury’s risk and debt management operations.

. More would be done to lengthen the maturity of government debt and deepen
the liquidity of benchmark issues. The authorities accepted that issuance of FRNs
and foreign exchange-linked debt would help lengthen maturities, while longer-term
fixed rate issuance in Turkish lira would take some time. Moreover, the introduction
in due course of a new and improved primary dealer system would help increase the
liquidity of government paper over the medium term.

Monetary policy

20. The authorities reaffirmed that the goal of monetary policy would be to lower
inflation to 35 percent by end-2002 (420, and Tables 13 and 14). Accordingly, the Central
Bank of Turkey (CBT) had set targets for base money growth of 40 percent, in line with
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targeted inflation and growth in real output. The base money targets—the program’s nominal
anchor until formal inflation targeting is introduced later in 2002—would be performance
criteria under the new program. The staff welcomed these targets as appropriately ambitious;
if adhered to, they should deliver a marked inflation reduction. To achieve the targets, the
staff cautioned against a reduction in interest rates (the overnight rate had been kept at

80 percent since early September) untl inflation expectations came closer te the 35 percent
target. However, there could be some scope for interest rate cuts in coming months in line
with the envisaged decline in monthly inflation. On money demand, the authorities expressed
concern over potential instabilities (Figure 10). Although changes in money demand would
be difficult to detect in a timely manner, both sides agreed on the need to monitor closely
indicators such as dollarization of deposits, and the potential for lower inflation to increase
money demand.

21. The authorities agreed to set program targets on a consolidated basis (the CBT
and Treasury combined), as the Fund would now disburse directly to the Treasury
(426). Under the existing arrangement, Fund disbursements were made to the CBT. This
increased CBT gross reserves, but had no effect on net international reserves (NIR). Under
the new program, disbursements will be made to the Treasury.” When deposited with the
CBT, this will increase both CBT gross reserves and NIR, even though Fund lending
typically should not increase central bank NIR. To correct for this, the NIR target is now
defined on a consolidated basis. In addition, the new target also subtracts Treasury short-term
foreign currency borrowing, to prevent such borrowing and depositing with the CBT from
leading to a spurious increase in measured NIR.

22.  The authorities were making further strong efforts to put in place the
preconditions for successful inflation targeting (J21-22). While the important step of CBT
independence was already in place and technical work (including the recent release of a
Monetary Policy Report) was advancing quickly, the authorities were making additional
efforts to ensure that the conditions for initiating inflation targeting could be in place by mid-
year. The staff noted that agreement on the measures needed to meet the primary surplus
target, together with improved debt management, were improving the outlook for debt
sustainability, and alleviating concerns over fiscal dominance, This had contributed to the
recent decline in nominal interest rates, and would provide greater scope for monetary policy
flexibility. Looking ahead, with financial market conditions improving and the exchange rate
showing signs of stabilizing, the staff and the authorities agreed that rebuilding confidence in
the financial system would be critical in freeing monetary policy to target inflation.

3 The Treasury is the fiscal agency for Turkey, and as such is authorized to receive Fund
resources. However, for operational reasons, the resources available under any Fund-
supported program will be deposited with the CBT, in favor of the Treasury.
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Figure 10. Turkey: Monetary Developments, 2001
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23.  While confidence in the floating exchange rate regime had improved markedly,
additional steps were still needed to improve the forward and futures markets (J24-25).
The staff commended the authorities for refraining from discretionary intervention, and noted
that the exchange rate had stabilized and even appreciated despite the CBT’s decision to
discontinue daily auctions in December. However, the staff urged the authorities to encourage
the development of a successful interbank money market, a crucial ingredient in the
development of forward markets. In this regard, the staff welcomed the CBT’s decision to
end its practice of borrowing on behalf of other banks, although this needed to be phased in
with the strengthening of the financial system. Finally, the staff welcomed the authorities’
initiative in creating a working group, with private and public sector representation, that
would iron out the remaining impediments to the development of forward and futures
markets.

24, The authorities were also mindful that successful disinflation would require
reducing indexation in the economy (J23). Reflecting a long history of high inflation,
backward indexation is common in Turkey. Wages, salaries, pensions, taxes, social
contributions, and administrative prices are all indexed to past inflation to a varying extent.
The authorities and staff agreed that to reduce inflation inertia steps needed to be taken to
limit backward indexation. Already in the previous program, the government had intended to
set civi] servant salaries and public sector wages according to projected inflation, but in the
end had agreed to catch-up clauses that provided compensation for the gap between projected
and actual inflation.* The staff urged decisive action to eliminate backward indexation during
the program period. As a first step, the authorities indicated their commitment to seeking a
significant reduction in the amount of catch-up allowed in the next wage and salary round in
late 2002.

* Civil servant salaries are adjusted twice a year (January and July). In 2002, they will be
increased by 10 percent in January and 5 percent in July. Further adjustments, however, will
be made for the difference between cumulative actual inflation during the first half of the year
and 10 percent, and again for the difference between cumulative actual inflation during the
second half of the year and 5 percent. An additional increase of 2 percent will be granted only
once over the first half of 2002. Wages for public workers (blue-collar workers whose
earnings are on average twice as high as those of civil servants} are also adjusted twice a vear.
The current two-year contract, which was negotiated in May 2001 (and was retroactive to the
beginning of 2001), provided for a 15 percent increase for the first half of 2001—with that
payment delayed until January 2002—and another 15 percent increase for the second half of
2001. Wages had also to be adjusted for 80 percent of the difference between cumulative
actual inflation during the second half of 2001 and 15 percent. For 2002, wages will be
increased by 10 percent both in January and July. In addition, they will be adjusted for

80 percent of the difference between cumulative actual inflation over the first half of 2002
and 10 percent. In the second half, this adjustment will be 100 percent.
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Structural reforms

25.  Both sides readily agreed that structural efforts would need to focus on
completing banking sector restructuring, intensifying public sector reform, and
strengthening the private sector’s role in the economy. Over the past two years, Turkey
had implemented a range of reforms in these areas. Nevertheless, a large agenda remained to
remove structural obstacles to rapid sustained growth. The authorities had made substantial
efforts to restructure the banking system, which had been at the core of recent crises, but the
deeper-than-expected recession in 2001 had created additional difficulties that needed to be
addressed. In the public sector, the authorities had achieved strong fiscal adjustment over the
past two years in part through one-time measures. To sustain the large primary surpluses
needed to ensure a viable debt position in the medium term, the authorities would need to put
revenue collection and expenditure management on a firmer footing, with increased
transparency. And although Turkey had a dynamic private sector, it continued to be hampered
by extensive state ownership in key sectors, cumbersome bureaucratic procedures, and
governance problems. Against this background, the authorities and the staff reached
understandings on an ambitious structural reform package focused on these key areas, with
conditionality covering measures central to the achievement of the program’s macroeconomic
objectives (Annex C in the attached Letter of Intent). World Bank staff provided key inputs to
discussions on all structural issues.

Banking sector reform”

26. Given the critical importance of banks for financial stability and economic
growth, the authorities and staff agreed on a policy package to accelerate the reforms
and complete the restoration of soundness in the banking sector. With state banks now
financially restructured and the weakest private banks taken over by the Savings Deposit
Insurance Fund (SDIF), the authorities’ focus had turned to strengthening the core private
banking system. To this end, the authorities adopted a two-pronged strategy of forcing banks
to value their loan portfolios rigorously, while at the same time offering limited public
support for private bank recapitalization efforts. The staff fully supported this new emphasis,
while also insisting on the importance of establishing institutional capabilities for resclving
the large amount of assets of banks taken over by the SDIF, and of maintaining momentum
for strengthening the regulatory and supervisory frameworks.

27.  The staff agreed with the authorities that the financial restructuring of the state
banks (Ziraat and Halk) had been successful, and that the next step would be to
complete their operational restructuring (28). After their recapitalization in May 2001,
the state banks had eliminated their overnight exposures, aligned their interest rates with

5 A forthcoming supplement to this staff report will provide a full discussion of banking
sector developments.
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those of privale banks, and made provisions for their problem loans. Both banks were
expected to return to normal lending on strictly commercial terms in 2002. Already in 2001,
Ziraat had returned to profitability, and Halk seemed set to join it in 2002, To the extent
profits remained high, the staff suggested that quarterly dividend payments be made to the
Treasury. Emlak Bank had been absorbed into Ziraat in mid-2001, and the remaining state-
controlled bank (Vakif) was in the process of privatization, with the exact form of its
resolution to be decided by mid-2002. The state banks had developed an operational
restructuring plan that included closure of at least 800 branches and reduction of some
16,000 excess staff by mid-2002. The staff urged the authorities to put in place the legal
changes needed to support the restructuring, so that the Council of Ministers could deliver its
formal endorsement in January.

28.  The SDIF had made significant progress in resolving the infervened private
banks, the exceptions being in cases where liquidation had been halted by courts (433).
The SDIF had concluded the sale of 4 banks and had begun the liquidation of those that it
was not able to sell. The authorities were confident that they would soon overcome the legal
challenges raised by the former or minority owners of two small banks, and that liquidation
would proceed shortly thereafter. The resolution strategy for a medium-size bank taken over
in November 2001 would be determined in early 2002. In December 2001, deposits of the
remaining SDIF banks were sold to other banks through a series of auctions, backed by
matching government securities portfolios. Remaining assets and liabilities from banks being
liquidated would be transferred to one of the intervened banks which will be converted into a
bridge bank. The staff stressed the importance of limiting the activities of any such *“bridge
bank™ strictly to asset managcment.

29.  The staff expressed more concern over the limited success of SDIF, and its
Collections Department, in asset recovery (34). Since intervening in banks, the SDIF had
recovered over US$100 million through the sale of bank and nonbank subsidiaries, but a
much smaller amount through sale of movables and real estate. Cash collections in the banks
had amounted to close to US$900 million, with one third coming from former bank owners
and their corporations, and the bulk of the remainder from other distressed assets. The staff
stressed the importance of speeding up the process, which would also help maximize asset
recoveries. The SDIF argued that the planned creation of a bridge bank would help asset
recovery, and had hired an international consulting firm to provide assistance in this regard.

30.  For private banks, both sides agreed on the need to reinforce the earlier strategy,
by requiring banks to more accurately value their loan portfolios, and then bring in
new capital as needed, or be taken over by the SDIF if insolvent (29-32). Since early
2000, when new loan valuation and provisioning rules were introduced, about half of the

40 private commercial banks operating in the late 1990s had been found insolvent and taken
over by the SDIF. In 2001, a recapitalization program for weak banks introduced in midyear
brought in some US$700 million in new capital from their owners. However, the adverse
macroeconomic environment had further weakened the banking system, while at the same
time severely limiting the scope for raising new capital from private investors at home and
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abroad (Table 15). The staff therefore agreed with the authorities on the need to strengthen
the current strategy by developing a public support scheme that would encourage private
recapitalization in the core private banking system.

31.

Following extensive discussions, understandings were reached on a public

support scheme to encourage private banks to recapitalize themselves, with strict
criteria for participation and strong safeguards to protect public resources, backed up
by the threat of SDIF takeover in the event of noncooperation (J30-32):

All banks would be subject to thorough targeted portfolio valuations by their
external auditors. Specific criteria and guidelines developed by the Banking
Supervision and Regulation Agency (BRSA) would be applied, with auditors’
findings verified by an independent third party. The authorities and staff agreed on the
importance of ensuring high quality audits to determine the true net worth of the
banks, and on the need to involve international accounting firms at all stages of the
process.

Once the assessments have established the banks’ accurate financial position,
existing shareholders will be asked to provide any necessary additional capital to
meet regulatory requirements. Since new private capital may be scarce, for solvent
banks under the public support scheme the SDIF would be prepared to match owners’
contributions to Tier—1 capital (shareholder equity), provided that the Tier-1 capital
adequacy ratio (CAR) can thus be raised to 5 percent. To encourage further
consolidation of the banking system, Tier—1 capital from the SDIF would only be
made available to banks with a market share (measured by banking system assets at
end-September 2001) of at least 1 percent. At present, this covers about half of the
remaining 20 banks. In addition, all banks with Tier—1 CAR of at least 5 percent can
apply for convertible subordinated debt (Tier—2 capital) from the SDIF, to bring their
total CAR to at least 9 percent.

The SDIF will make any Tier-~1 capital contributions with seven-year
government bonds that cannot be transferred to any third party without prior
approval of the Banking Regulation and Supervision Agency. The latter would
produce a positive spread for the SDIF, as banks would be required to pay a premium
over the rates on Treasury paper on their subordinated debt.

Under the scheme, if a bank’s financial condition were to deteriorate further, the
SDIF would rapidly obtain majority ownership control through the conversion
into equity of its Tier-2 capital contribution. This would enable it to pursue least
cost resolution methods without having to rely on legal intervention.

For the scheme to work, a number of legal changes would be required. In
particular, fast-track procedures would be needed for writing down the value of
existing shares, and for raising new capital. While the staff and authorities agreed on
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the operational details and legal framework of the scheme, both sides acknowledged
that considerable implementation risks remained, especially in possible law suits that
might seek to block the scheme on constitutional grounds (related to property rights).
The authorities agreed to seek further legal advice to ensure that the scheme had a
secure legal basis. In the event, parliament on January 10, 2002 passed the relevant
legislation, which awaits the President’s signature,

J The public cost of the private bank recapitalization would be unlikely to derail
public debt dynamics. The staff estimated that under present assumptions the public
portion of the cost would likely be covered by the contingency for 2001 already built
into the existing program. This contingency of TL 5%2 quadrillion (3 percent of GNP)
was not used in 2001, and would with accrued interest amount to some
TL 8 quadrillion in 2002, covering the presently estimated recapitalization needs,

32, The authorities agreed to bring their supervisory framework closer to
international standards, and to strengthen the BRSA’s supervisory and regulatory
powers through amendments to the Banking Act (J35). The authorities intended to make
several new prudential regulations effective in 2002, including adoption of International
Accounting Standards, introduction of capital charges for market risks, and introduction of
risk management systems. In addition, the staff stressed the critical importance of amending
the banking law to allow BRSA to intervene and take over banks before they become
insolvent, thus reducing the eventual cost to the government. It was also essential for the
authorities to introduce legal changes as soon as possible, to create fast track procedures (o
facilitate writing down registered capital to reflect market losses, and to allow for the
potential participation of the SDIF in the recapitalization of banks that continue to operate.
Additional institutional changes in the supervisory areca were discussed, but it was agreed that
these changes would be deferred so as not to interfere with the implementation of the public
support scheme. Finally, the staff observed that in dealing with money laundering and
financial crimes, appropriate rules and procedures were in place and were approved by the
Financial Action Task Force in 1999. Banks in Turkey are required to know their customers,
and since mid-2001 no banking transaction can be carried out without the use of a Tax
Identification Number.

33.  The staff noted that experience from other crisis countries highlighted the
importance of complementing the ongoing banking system reform with corporate debt
restructuring (936-38). Recapitalization was only a necessary condition for banks to be able
to start extending credit. Unless corporate indebtedness was restructured to manageable
levels, companies would be unable to obtain new loans, even for viable projects. The
authorities had already taken the first steps toward promoting corporate debt restructuring,
and would in January 2002 introduce a voluntary market-based framework known as the
“Istanbul Approach.” This would involve case-by-case restructuring of multicreditor
exposures to large and medium-size borrowers. While welcoming this approach, the staff
noted that responsibility for this had been devolved largely to the Turkish Bankers’
Association. To improve the chances of success, a more concerted approach would likely be
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needed, with inputs from the corporate sector, and with greater government leadership of the
process. The staff also stressed the importance of improved bankruptcy and foreclosure
frameworks, as well as of enhanced financial disclosure and corporate governance standards.
The authorities indicated their commitment to reforming the bankruptcy law and execution
procedures to reflect the findings of a Report on Standards and Codes on Turkey’s insolvency
regime which the World Bank would complete shortly. It was envisaged that a reform agenda
and an action plan with specific measures would be developed in consultation with World
Bank staff and that such measures would also be discussed with Fund staff in the context of
program reviews. The authorities also indicated their intention to introduce from the
beginning of 2003 international accounting standards for companies, including inflation
accounting rules, and to start requiring corporate groups to report their consolidated financial
position within months.

Public sector reform

34,  The authorities were determined to sustain the fiscal adjustment through
reforms aimed at a lasting improvement of the fiscal position, and a significant
enhancement of fiscal transparency (J39-42):

. Retrenchment in public enterprises would address high labor costs, preparing the
ground for privatization, and creating a supporting environment for disinflation (by
lessening the need for price increases to protect balance sheets). In total, SEEs
presently employ 435,000 workers. The authorities agreed to undertake in January
2002 a comprehensive survey of redundancies in the public sector, followed by
actions to eliminate the identified overstaffing (with tight controls to prevent re-entry)
by mid-2003, with the bulk of the retrenchment to take place in 2002. The staff
estimates that had such a labor force reduction been in place during 2001, SEE price
increases could have been reduced by 5 percent with no impact on SEE primary
surpluses. Alternatively, SEE primary surpluses would have been higher by
(0.6 percent of GNP. Since cutting employment reduces the government’s liabilities,
the staff agreed to exclude net retrenchment costs (severance pay less wage savings)
from the program’s primary surplus calculation, up to a limit of TL 1.25 quadrillion
(0.4 percent of GNP). The agreed cap allows for up to 80,000 redundancies
eliminated by end-2002.

. Tax system reform would help make the revenue base broader and more sustainable,
and reduce distortions in the economy. The authorities committed themselves to
adopting as a prior action a medium-term tax reform plan which during 2002 would
simplify indirect taxes, broaden the direct tax base while harmonizing the rates
applied to it, and upgrade the tax administration. The discussion revolved around two
points: how to upgrade the tax administration, and how to move the revenue base
away from interest-related sources. On the latter, the authorities and staff agreed that
high withholding taxes on nominal interest income had contributed to high interest
rates, provided a strong tax incentive to hold foreign exchange, and paradoxically left
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the primary budget targets vulnerable to a sudden improvement in market confidence
(as it would be unlikely that improved confidence would immediately translate into
additional revenues to replace lost interest-related income taxes). The staff suggested
a preemptive approach, focused on harmonizing the taxation of real interest income
from various sources, but the authorities were concerned that they had too few options
within the year to offset what could amount to large revenue losses. They concurred,
however, that some effort would need to be made early in 2002, and that they would
need to stand ready to respond in the event of weakness in interest-related revenues.
The problem would be fully addressed in the context of a direct income taxation
reform in October 2002. On tax administration, both sides agreed that the reform
should aim to bring Turkey into line with OECD practices. This would involve, as a
first step, reorganizing the tax administration to separate it from other Ministry of
Finance operations.

Consolidating fiscal activities into fewer institutions would enhance aggregate fiscal
control and improve transparency. The staff suggested that in 2002 the work should
focus on eliminating all remaining extrabudgetary funds (except the SDIF). The
authorities were concerned that other budgetary reforms expected over the next few
years first be put into place. Recognizing the general principle, however, they agreed
to approve these funds’ budgets in parliament, report their outturns monthly (on a
consolidated basis with the central government’s outturn), and subject them to
scrutiny in the form of audits reported to parliament. This would leave executing their
budgets through the Treasury system as the remaining step before their full
elimination. The staff also welcomed the authorities’ commitment to provide an
appropriation in the 2003 budget for expenditures currently financed outside the
budget by earmarked revenues, and urged further progress in reducing the number of
revolving funds.

The authorities were putting into place a significantly enhanced legal foundation for
fiscal policy. Procurement and public liability management laws would both come
into effect during the first year of the program, and the authorities had already begun
to prepare a law covering budgeting, transparency, accounting, and internal and
external control. This law was expected, among other things, to promote common
accounting standards in general government. This should allow broader and more
frequent monitoring of general government. Neither the staff nor the authorities
wished to wait, however, for this new system to be in place, and thus the program’s
fiscal conditionality has been extended to cover additional elements of the public
sector (15).

Social protection would be enhanced in the new program. In view of the

retrenchment program in public enterprises, the safety net for retrenched workers was a key
area of discussion. The authorities indicated that they would eliminate positions first through
voluntary and then through forced retirements (in both cases accompanied by severance
payments), and would utilize layoffs only when necessary. They also noted that
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unemployment insurance would provide a safety net to those who would not be eligible for
adequate severance. The other important area of discussion was the Direct Income Support
program for farmers, where the staff supported World Bank efforts to enhance budgeted
resources. The authorities agreed about the importance of this social program, and raised
budgeted resources to levels consistent with verified lists of eligible farmers.

Enhancing the role of the private sector

36.  The authorities stressed their commitment to a wide range of reforms designed
to increase the role of the private sector in the economy. They recognized the need for
profound changes to Turkey’s economic structure and investment environment, and agreed
with staff that such changes would be pivotal in unleashing the potential for private sector-led
growth. The priorities would be to advance privatization, make Turkey a more attractive
destination for foreign direct investment (FDI), and further improve transparency and
governance.

37.  The authorities planned to take major steps to revitalize privatization in 2002,
and to improve the private investment environment (Y45-46). The staff noted the slow
pace of privatization in 2001, which had in part reflected weak market conditions. For 2002,
the privatization strategy would focus on the sale of companies for which the preparations for
privatization had been completed (in particular, the oil refinery and petroleum distribution
companies), the preparation of detailed action plans to bring other major companies (such as
Tiirk Telekom) to the point of sale in a transparent manner, and the enactment of supporting
legislation (including the Tobacco Law, to facilitate the privatization of the tobacco and
alcohol monopoly, Turkey’s largest company). As regards the investment environment, the
staff noted the low level of FDI, which left Turkey vulnerable to sudden reversals in capital
flows. Indeed, Turkey’s FDI averaged 0.2 percent of GDP in the second half of the 1990s—
well below the average of 2.7 percent of GDP for developing and transition economies. The
authorities indicated their intention to act quickly on the recommendations of the recent
Foreign Investment Advisory Service report on administrative barriers to investment.

38.  The authorities agreed that improving transparency and governance, and
enhancing communication of the aims of the economic program, would be key to
fostering a business-friendly environment (J48). Major initiatives would include the
establishment of an investor relations office within the Treasury to facilitate two-way
communication with investors, and an Investor Council consisting of prominent business
representatives from Turkey and abroad.

IV. DESIGN OF THE PROPOSED PROGRAM
A. Access and Capacity to Repay the Fund

39.  The proposed additional resources under the new program—to meet Turkey’s
external financing gap—would raise Fund exposure to Turkey to unprecedented levels,
and would require invoking the exceptional circumstances clause (Table 16). Access
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would increase by almost 1,000 percent of quota, or US$12 billion (that is, the projected gap
of US$10 billion in 2002, plus projected gaps of US$1 billicn in each of the years 2003 and
2004) on top of the amounts outstanding under the current arrangement (US$4.3 billion).
This exceptional access is being requested to address Turkey's very large balance of payments
needs following the event of September 11, as discussed above. The first purchase will be in
an amount equivalent to UUS$9.3 billion, comprising the amount needed to prepay the

US$6.3 billion outstanding under the SRF, and the US$3.1 billion from the 11" review under
the existing SBA. This frontloading also coincides with Turkey’s financing needs, as
discussed above. Even after SRF prepayment, outstanding Fund credit would exceed

1,800 percent of quota by end-2003—the highest ever recorded in the history of the Fund—
and would remain at about this level through 2005.

40, The authorities agreed to prepay the amounts outstanding under the SRF. As
Turkey’s financing needs had become more medium term in nature following the September
11 shack, this prepayment would allow an appropriate lengthening of the maturity of
Turkey’s repayments to the Fund. Indeed, without the prepayment and the associated increase
in access, the financing gaps in 2003—04 would have been significantly larger.

41.  Although the Fund would be highly exposed—with Turkey expected to account
for around 30 percent of cutstanding Fund credit next year—Turkey should still be in a
position to discharge its obligations to the Fund in a timely manner (Table 17). Turkey’s
unblemished record of payments to the Fund, the authorities’ commitment to an intensified
reform program, and the likely gradual resumption of access to the international capital
markets provide assurances in this respect. Indeed, the recent turmaround in market sentiment,
based on the prospect of additional Fund financing in the context of strengthened policies, is
noteworthy in this regard. Turkey’s obligations to the Fund will, however, continue to be
substantial over the medium term. Based on current conservative balance of payments
projections, peak payments to the Fund, including repurchases and charges, would reach
US$10 billion (or 14 percent of exports of goods and nonfactor services, accounting for

29 percent of Turkey’s overall external debt service) in 2006. The risks associated with
unparalleled Fund exposure underscore the need for continued close monitoring of Turkey’s
capacity to repay the Fund over the medium term, and for corrective measures if medium-
term projections turn out less favorable than expected.

42, Alongside Turkey’s unblemished payment record, its financing needs and the
strength of the new economic program justify the proposed access to Fund resources.
Turkey’s financing needs for 2002-04 are estimated at US$16.3 billion (of which

US$4.3 billion would have been available in 2002 under the existing SBA). In response, the
authorities have committed themselves to an intensified medium-term economic program,
addressing the economy’s deep-rooted problems, for which they deserve international
financial support. In the absence of support from other sources, this financing is being
provided by the Fund.
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43.  Finally, both the Safeguards Assessment and the design of the program should
provide further protection of Fund resources. The comprehensive safeguards procedures
of the CBT (described in Section V below) will help provide assurances regarding the
accounting and control of Fund resources. Moreover, as already discussed, the new program
is designed to address Turkey’s key vulnerabilities to shocks. The authorities are also
committed to taking strong policy actions should negative shocks be large and prolonged, and
to increasing reserves or prepaying the Fund should the balance of payments and debt
situation turn out to be better than expected. Together with the proposed close monitoring of
the new program (see Section IV.C below), this should help further protect Fund resources.

B. Private Sector Involvement (PSI) in the Program

44,  The staff indicated that Fund-supported programs with high access carried with
them an expectation of a significant PSI component, Accordingly, in the discussions
particular attention was devoted to this topic given the unprecedented level of Fund access.

45. It was acknowledged by both sides that the existing program contained elements
of PSI:

* On the external interbank side, the authorities had secured two voluntary
agreements with foreign commercial banks to maintain their exposure to
Turkey. In meetings at Frankfurt and New York in December 2000 and June 2001,
foreign banks had agreed to maintain (and seek to rebuild over time), in a voluntary
fashion, the size of their overall interbank and trade credit to Turkey.

. The authorities had also taken steps to enhance voluntary PSI in {inancing the
public sector. In June 2001, the authorities had engaged in a voluntary domestic debt
swap to help lengthen maturities. More recently, they had pursued active and flexible
debt management practices to widen the investor base and lengthen the maturity of
government debt, as discussed above.

46.  Both sides agreed that the voluntary PST approach to government debt had
shown some results, but that efforts on the external interbank side had yielded little.
The increased demand generated by the voluntary debt management measures had
contributed to lower interest rates on Turkish lira debt and narrower spreads on foreign
currency debt. As a result, although domestic private banks had been constrained in their
purchases of debt by the fall in their liability base in real terms, they had increased the share
of government securities in their balance sheet from 22 percent at end-2000 to an estimated
33 percent at end-2001. Moreover, the authorities had been able to bring a wide range of
international and domestic investors on board by tapping the Eurobond markets for

US$1.5 billion in the fourth quarter of 2001, despite the difficult external environment.
However, progress with external interbank loans had been less encouraging. Despite the two
agreements with foreign banks, net interbank outflows amounted to some US$8 billion in
2001, representing a rollover of just 50 percent of the principal falling due in the year
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(Figure 11), Exposure had remained broadly stable during the good to quiescent phases of the
program, but declined sharply during unsettled periods, notably February—March and June—
July 2001. However, the outflows did not result from lower supply alone. Much of the
outflow in the third quarter of 2001 reflected syndicated loans which matured and were not
fully rolled over as the recession and the currency depreciation reduced borrowing banks’
demand.

47. It was acknowledged that the PSI elements of the new program would have to
factor in this background of mixed success:

. On the external interbank side, while the authorities would continue their
dialogue with international banks to encourage them to maintain their exposure,
they concurred with the staff that a renewal of the interbank agreement would
only be successful if proactively supported by the authorities of those countries
whose banks are the major players. Without such support, attempting to secure a
further voluntary agreement with foreign banks along the existing lines would likely
be ineffective, and could further undermine the concept of voluntary PSI. In the event,
the existing voluntary agreement was not renewed when it expired at end-December
2001. However, the authorities agreed that daily monitoring of external interbank
flows would continue, so that external private sector financing could be tracked
closely. The authorities also underscored their commitment to explain their intensified
program to international markets, to maintain a dialogue with borrowing and lending
banks to encourage the rollover of interbank lending, and to embark on further
roadshows. They agreed with staff that, whatever PSI measures were taken, strong
policy performance was a prerequisite for resumed capital inflows.®

. As for PSI on government debt, the authorities argued that perseverance with a
voluntary approach, in the form of creative debt management practices, would
work best. They noted the strong catalytic effect which had already occurred in
response to prospects of a new Fund arrangement. The authorities reiterated their
strong commitment to strictly voluntary and market-friendly approaches, and argued
that any departure from this approach could easily reverse the turnaround in market
confidence recently achieved. Their planned measures to further lengthen maturities,
widen the investor base, and deepen liquidity in the market would help secure the
required private sector financing under the program, and make it less susceptible to
fluctuations in market sentiment. The staff noted the continued risk that the

% Although the program conservatively projects that there would still be net external outflows
by the private sector in 2002, the proportion of Turkey’s external gross financing requirement
financed by private sector inflows is projected to rise from 60 percent last year to over

70 percent this year, as portfolio outflows slow and a higher proportion of Turkey’s short-
term external debt is rolled over.
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Figure 11. Turkey: Private Sector Involvement, 2000-01
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Treasury’s ability to fund itself voluntarily from the private sector could be derailed
by short-term market turbulence. However, they acknowledged the authorities’
arguments, and encouraged them to explore all avenues under their voluntary
approach.

C. Program Monitoring

48.  The program supported by the proposed SBA will run from January 2002
through December 2004, and will be subject to close monitoring. By extending beyond
the next scheduled election, due by spring 2004, the program should help to anchor medium-
term economic policy expectations. As for monitoring, given the unprecedented access and
considerable risks, the first three reviews will be bi-monthly (beginning with the first review
in March 2002), followed by quarterly reviews thereafter for the duration of the program
(Table 1).

49, Given the deep-rooted problems facing Turkey, structural conditionality will be
especially strong (Box 3). Several prior actions and other program structural
conditionality—concentrated in the important areas of banking, public sector and fiscal
reform, and privatization—have been discussed at length in Section III above, and are
summarized in Annex C of the attached Letter of Intent. The program also includes
quantitative performance criteria on: (i) the cumulative primary balance of the consolidated
government sector; (ii) the contracting or guaranteeing of new external public sector debt;
(111) the stock of short-term external public sector debt outstanding; (iv) net international
reserves; and (v} base money. In addition, indicative targets have been set for: (i) net
domestic assets; (i1) the cumulative overall balance of the consolidated government sector;
and (iii) other subcomponents of the broader public sector primary surplus.

V. SAFEGUARDS ASSESSMENT

50.  Under the proposed arrangement, Turkey will be subject to a full safeguards
assessment. The safeguards assessment under the transitional procedures, which was limited
to the CBT’s external audit mechanism, was completed on August 21, 2001, and ifs
recommendations presented in the tenth review staff report (EBS/01/192). Under the new
arrangement, the CBT will be subject to a full safeguards assessment. This assessment has
already begun, with TRE requesting a series of documents to allow the off-site assessment
(Stage One). The CBT has provided most of these documents, which TRE is assessing with a
view to determining whether an on-site (Stage Two) assessment is warranted. The staff will
incorporate the specific recommendations of the safeguards assessment in program
conditionality.
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Box 3. Structural Conditionality
Coverage of structural conditionality in the proposed program

The proposed program aims at reinvigorating structural reforms, while incorporating those policy actions that
were already agreed under the previous program (as set out in Table 2 of the November 20 Memorandum on
Economic Policies and Annex B of the Letter of Intent attached to EBS/01/192). The areas covered by the
program’s structural conditionality continue to fall into two categories: (i) measures with a direct and
significant bearing on the attainment of macroeconomic stability, which include extensive conditionality in
the banking sector, the key source of weakness underlying the recent crises; and (ii) measures that will
improve medium-term growth prospects, which, in addition to banking reforms, include measures to
strengthen tax policy and expenditure management, and steps to enhance the role of the private sector in the
economy, Since Turkey’s problems largely reflect a lack of confidence stemming from structural weaknesses in
the economy, the credibility of the program depends fundarnentally on the strength of the structural effort.

Status of structural conditionality from earlier programs

Previous programs featured key structural conditions, many of which were prior actions for program reviews
(see EBS/01/66). Comprehensive structural reforms have focused oh banking sector restructuring, fiscal
transparency, private sector development, and governance. While privatization has proceeded rather slowly, in
part owing to weak market conditions, major progress has been made in other areas. The proposed program
builds on these important results, with strong upfront conditionality. Over ten prior actions, including banking
sector restructuring, privatization, and private sector development, are envisaged for Board approval of the
proposed program.

Structural areas covered by World Bank Lending and conditionality

The key element of the World Bank’s program lending in 2001 was the Public Sector and Financial Sector
Adjustment Loan (PFPSAL) approved in July 20¢1. The PFPSAL program is focused on banking and public
sector reforms to support the quality of fiscal adjustment and modemization of the public sector. A follow-up
operation (PFPSAL 1) is being prepared. The Bank’s program lending also supporis structural reform to
promote private sector development and the strengthening of the social safety net. The Economic Reform Loan
{ERL) covers reform of the energy, agricultural, and telecommunications sectors, as well as privatization and
structural fiscal reforms. The Agricultural Reforin Implementation Project (ARIP) supports implementation of
the agriculture reform program, inciuding the introduction of a direct income support program for farmers. The
Social Risk Mitigation and Privatization Social Support projects help Turkey’s efforts to improve its social
protection system and alleviate the social costs of the crisis.

Other relevant structural conditions not included in the proposed program

An area that is not covered by program conditionality is trade regime and policy, given that Turkey’s trade
regime is only moderately restrictive. This area, however, will be kept under review, and specific policy actions
will be included in program conditionality if warranted. On privatization, the program does not include upfront
conditionality on actual sales of enterprises. The Fund and World Bank staffs regard this approach as
appropriate at present, given the current unfavorable market conditions for many of the enterprises to be
privatized. Instead, Fund and World Bank conditionality is aimed at preparing the ground for rapid privatization
once market conditions improve as expected in 2002,
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VI. STAFF APPRAISAL

51.  Over the past two years, despite financial turmeoil, the authorities have made
considerable progress under their ambitious Fund-supported economic reform
program, with positive results now becoming more apparent. In particular, the authorities
have moved ahead with fiscal consolidation, banking sector restructuring, pension reform,
and preparations for privatization. While positive results have materialized more slowly than
expected, signs of financial stabilization and economic recovery have increased over the past
few months.

52.  Nevertheless, following September 11, which hit Turkey with a large exogenous
shock, the country now faces a large external financing gap, which deserves the support
of the international community in the form of a new Fund-supported program. The
September 11 shock is affecting the Turkish economy through several channels at a time
when Turkey continues to face deep-rooted economic problems. The confluence of these
factors calls for a new medium-term economic program supported by the Fund.

53.  Besides financing, the twin challenges facing Turkey are to protect the economy
from future shocks and to lay the basis for sustained economic growth. The new program
addresses both these challenges. The program’s strong initial focus on cleaning up the
banking sector and consolidating the fiscal adjustment, coupled with the maintenance of a
free float of the Turkish lira, should go a long way toward making the economy more robust
in the face of future shocks. At the same time, the medium-term structural reform strategy
aims directly at addressing the key impediments to growth, namely a weak banking system,
inefficient management of public resources, and obstacles to a dynamic private sector.

54, At the core of the program strategy is the maintenance of high primary budget
surpluses over the medium term, underpinned by fundamental reforms of the tax
system and spending policies. The staff welcomes the government’s recognition that a strict
fiscal stance is needed over the medium term, coupled with improved public debt
management to solidify government debt sustainability. Also, it is encouraging that the
government has committed to policies designed to make the budget adjustment permanent,
rather than relying on one-off measures. Especially important in this regard will be the
reduction in public sector employment, which should be pursued vigorously, albeit in a
manner that minimizes social costs. The government’s renewed focus on strengthening social
policies with the support of the World Bank is, therefore, especially welcome.

55.  The budget system itself will be overhauled, to improve transparency in the use
of public funds and facilitate budgetary prioritization. Building on the considerable
progress in streamlining the budget system over the last couple of years, notably the closure
of several budgetary and extra-budgetary funds, the program appropriately aims to take the
process even further. The planned steps to improve public procurement, overhaul the tax
system, reform public sector employment, and consolidate budget institutions will not only
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improve spending decisions, but will also help build support for the economic program by
enabling the public to better monitor the use of tax revenues.

56.  Lowering inflation on a lasting basis will be key to the success of the program.
Achieving the targeted reduction in inflation will be central to the success of the floating
exchange rate regime and to the achievement of a stable macroeconomic environment
conducive to economic growth. To achieve the targeted disinflation, the central bank should,
in the first instance, adhere strictly to its base money targets, the key nominal anchor under
the program. At the same time, the central bank should move ahead expeditiously with its
preparations for formal inflation targeting. It is hoped that these moves, coupled with the
planned progress toward putting the banking system on a sounder footing, strengthening the
government finances, and moving toward a de-indexation of the economy, would allow an
early transition o the new monetary framework. Finally, the development of the domestic
money and foreign exchange futures market and the improvement of the foreign exchange
management of major energy enterprises in the public sector should help to further bolster the
workings of the foreign exchange market, and allow the floating exchange rate system to
work even more cffectively.

57. A sound banking system will help protect the economy from future shocks and
lay the basis for efficient financial intermediation in support of economic growth.
Progress in reforming state banks has been one of the main achievements under the existing
program, and every effort must now be made to complete the operational restructuring of
these banks, followed by their privatization. Regarding private banks, the banking
supervision agency has established an impressive track record, although the deepest recession
in Turkey for more than 50 years has taken its toll. Accordingly, a new private bank
recapitalization scheme has been developed. It is imperative to ensure that a strong legal and
regulatory framework for this scheme is put in place expeditiously, and that the scheme is
implemented in a fully transparent manner that protects public resources. In particular, the
scheme must not entail a bailout of existing owners. The planned steps to further strengthen
the supervisory framework and institutions are welcome, and should leave Turkey with a
modern and effective banking supervision system. However, to maximize its effectiveness,
banking sector restructuring needs to be complemented with corporate debt restructuring. The
authorities, working with the World Bank, should play a more active role in ensuring that an
appropriate framework is put in place, including through instituting improved bankruptcy and
foreclosure procedures.

58. The program contains several measures to free up the growth potential of
Turkey’s private sector. The program rightly addresses key obstacles to domestic and
foreign private investment. Over the past year, while the legal basis for privatizing large
enterprises has been improved, results have been few. For the new program to succeed in
enhancing Turkey’s growth prospects, it is imperative that the authorities convert the
envisaged privatization plans rapidly into actual sales. Dealing with bureaucratic obstacles to
investment and addressing governance concerns will also be important, and the adoption of
concerted strategies to these ends is welcome. Finally, the renewed emphasis on better
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communication, including through the establishment of an investor relations office and an
Investor Council, is also welcome.

59.  Private sector involvement (PSI) under the new program is based on a voluntary
approach. This partly reflects the current rather favorable situation, which reduces the case
for less voluntary measures. On external interbank PSI, the continued outflows during 2001
despite rollover agreements with international banks suggest that a renewal of that approach
would not be successful without more active support from creditors’ authorities. On PSI for
government debt, the authorities” argument that a departure from a market-based approach at
this point could reverse the recent turnaround in market confidence has merit. However, it
should be recognized that the effect of short-term market turbulence on government financing
remains a significant program risk. To counter this risk, and to encourage PSI more generally,
strong policy performance is key.

60.  While the program faces real risks, Turkey’s policy record under the May 2001
program increases the likelihood of the new program being implemented as planned
and achieving its key objectives. The proposed program faces many risks: the banking
system remains fragile and the government debt situation is precarious; the external
environment could take a turn for the worse, especially if the current international conflict
were to spread; and, after two crises in less than one year, continued full political support for
the program is essential. At the same time, several factors give confidence that the program
could well succeed: the government has shown increasingly greater unity and impressive
implementation of the May 2001 program in spite of the deep recession, and the three
coalition leaders have renewed their commitment to economic reform, including through a
soon-to-be issued joint public letter of support for the program; the proposed program
contains an impressive reform agenda which, if implemented fully, will help insulate Turkey
from adverse external developments; the government is committed to responding flexibly to
unforeseen developments in consultation with the Fund staff; and the program calls for close
monitoring, including frequent reviews. Full implementation of the program, coupled with
demonstration of political unity, should help sustain the positive developments of the last few
months, and underpin the success of the program.

61.  Against this background, the staff recommends the approval of the proposed
stand-by arrangement. Turkey has built a solid record of policy implementation with
positive results now becoming increasingly evident. Moreover, Turkey has adopted an
appropriate strategy in response to the fallout of the September 11 events, and to address the
remaining long-standing problems in the economy. Nevertheless, following September 11,
Turkey faces a balance of payments need, which deserves international support. On this basis,
and mindful of the risks noted above, the staff recommends the approval of the proposed
arrangement.



Table 1. Turkey: Proposed Schedule of Purchases Under the SBA, 2002-04

Purchascs Conditions
Date In millions In percent In billions 1/ (as indicated in Letter of Intent)
of SDRs of quota (%) of U.5. dollars
Scheduled Purchases 12,8212 1,330.0 16.3
2002 11,201.7 1,162.¢ 14.3
Janvary 14, 2002 7.326.4 760.¢ 93 Board approval of SBA
March 25, 2002 867.6 90.0 1.1 First review; end-January and end-Febrary 2002 performance criteria
May 24, 2002 867.0 90.0 1.1 Second review; end-March and end-April 2002 performance criteria
July 25, 2002 867.6 90.0 1.1 Third review; end-May and end-June 2({)2 performance criteria
Qctober 25, 2002 12725 132.0 1.6 Fourth review; end- August and end-September 2002 performance criteria
2003 8093 34.0 1.0
January 24, 2003 202.4 21.0 0.3 Fifth review; end-November and end-December 2002 performance criteria
April 25, 2003 2024 21.0 0.3 Sixth review; end-Febmary and end-March 2003 perforrnance criteria
July 25, 2003 202.4 210 .3 Seventh review; end-May and end-June 2003 performance criteria
October 24, 2003 202.4 21.0 0.3 Bighth review; end-August and end-September 2003 performance criteria
2004 809.8 84.0 1.0
January 23, 2004 2024 21.0 0.3 Ninth review; end-November and end-December 2003 performance criteria
April 23, 2004 2024 210 0.3 Tenth review; end-February and end-March 2004 performance criteria
Tuly 23, 2004 2024 210 0.3 Eleventh review; end-May and end-Fune 2004 performance criteria
Octaber 28, 2004 2024 21.0 03 Twelfth review; end-Augusi and end-September 2004 performance criteria
Memorandum iems:
2002 11,201.7 1,162.0 143
2003 809.8 84.0 1.0
2004 809.8 84.0 1.0
Quota (in millions}) 964.0 1¢0.0 12291
US$/SDR 1.275

1/ Por illustrative purposes only, SDR amounts have been converted into U.S. dollars at an SDR/TLS. dollar exchange rate of 1.275.
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Table 2. Turkey: Selected Indicators, 1999-2004

1999 2000 2001 2002 2003 - 2004
(In percent)
Real sector
Real GNP growth rate -6.1 6.3 -8.3 30 50 30
GNP deflator 55.8 50.9 60.7 48.9 249 13.1
Nominal GNP growth rate . 60.4 47.0 534 312 18.8
WFT (12-month, end-of-period ) 629 327 88.0 310 16.2 12.0
CFI (12-month, end-of period) 68.8 39.0 68.5 35.0 20.0 12.0
Average nominal treasury bill interest rate 1062 38.0 997 69.6 46.0 324
Averuge ex-unte real interest cate 1/ 320 -9.4 324 332 275 20.5
(In percent of GNFP)
Central government budget
Primary balance 2/ 1.5 42 54 5.4 5.6 3.8
Net interest payments 3/ 131 15.8 232 205 16.2 13.5
Overall balance -11.6 -11.6 -18.2 -152 -10.6 -7.8
Censolidated public sector
Primary balance -2.0 23 5.7 6.5 6.5 6.5
Net interest payments 4/ 221 219 4.7 15.4 15.8 13.3
PSER (including CBT profils) 242 19.6 19.0 11.9 Q3 6.8
Net debt of public sector 61.0 574 922 813 733 69.4
Net extermal 20.1 183 38.0 351 306 28.3
Net domestic 409 391 54.2 46.2 427 40.9
Of which:
Central government {gross) 42.5 409 0.3 542
Auvctioned and other cash debt 25.8 234 253 231
Bank recapitalization e 174 35.6 28.4
External sector
Current account balance -0.7 -4.9 1.3 -1.2 -1.2 -1.2
Gross external debt 550 56.6 754 71.7 667 633
Net external deht 34.0 37.0 51.6 48.1 44 4 40.8
Short-term external debt (by remaining maturity) 208 230 233 204 19.0 18.8
Monetary aggrepates
Seignarage 5/ 32 18 1.0 1.0 0.7 .
Nominal growth of broad liquidity (in percent) 90.9 40.2 75.1 40.2 274 17.1
(In billions of U.S. dollars, unless otherwise indicated)
Privatization proceads 0.1 33 23 L5 2.5 1.0
Net external financing of central government 14 4.1 27 1.0 -1.0 -1.0
Amortization 6.0 62 82 6.5 8.4 8.0
Gross borrowing 74 103 55 74 75 7.0
Of which: Burobond issues 30 7.3 22 2.5 4.5 4.7
GNP 187.4 201.3 1503 165.6 1830 2013
GNP {in quadrillions of Turkish lira) 783 125.6 184.7 2832 s 4413

Sources; Data provided by Turkish autherities; and Fund staff estimates.

1/ Average of monthly nominal interest rate divided by 12-menth ahead CPI inflation. Wilh average maturily of newly issued debt less than one year, and with
FRNs paying quarterly coupons, this measure overstates the effective real interest rate when inflation is declining.

2/ On a commitment basis, excluding profit transfers from the CBT, interest receipts, and privatization proceeds.

3/ Tnterest payments minus intercst receipts plus profit transfers from the central bank.

4f [nterest payments minus interest receipts plus CBT profits before tmnsfers (o the government.

5/ Change in reserve money in percent of GNP, where reserve money is defined as currency issued plus reserve requirements.



Table 3, Turkey: Quantitative Performance Criteria and Indicative Targets, 2001

March 31, 2001 May 3, 20T Tunc 30, 2001 July 31, 2001 Sep. 30, 2001 Dree. 31, 2001
Ceiling/Flaor Outcame Ceiling/Floor Oulcome Ceiling/Floor Outcome. Ceiling/Floar Outeame Ceiling/Floor Ohtcame Ceriling/Floor
I. Performance criteria
L. Flaar en the cormlative primary balance of the consofidated gnvernment
scetor {in tnlliens of Tudcish lira) L.Ra0 3,557 3,250 6,292 4,250 7330 6,200 10,316 9.250
2. Ceiling on contracting or guaranteeing of new external public dehi.
{in milions of US$) 5,504} 1035 7.500 1,783 e - 12,008 3,067 17,000
3. Ceiling on the stock of public short-lerm external debt outstanding
{in millions of G5%} L 100 L0 2,100 i3 i} o 2,100
4. Ceiling on the canmlalive primary expenditurs of the central government
(in trillions of Turkish lira} 5,830 5480 11,400 10,958 17 450 16,800 24,150 22,961 36,050
Juby-Aug . 2001 Sepl-Oct, 2001 Nov.-Dec., 2001
5. Floar en change in net international reserves (in millions of LiS$) 1/ . -1,500 -838 -3.562 23,059 -2,500 -1.370 23,250 =304 b -3.546 y
Aug. 31, 2001 Oet. 31, 2001 Des, 30, 200§
{indicalive
6. Ceiling on the stack of net domeatic assets of the CBT 445/ limit)
{in tallions of Turkish lira} ] 5117 8,750 7,842 13.250 12,943 17,250 L6437 21,550 17,033 22400
II. Indicative targets
1. Faor on the cumulative overall halunce of the consolidated government
seetor (in triltions of Turkish liva) -L620 -734 -4.,750 1A} - -11.750 12,74 -18,150 -18,001 27,800
Ang, 31, 2001 Oct. 31, 2001 Dec, 51, 2001
(performance
criterion}
2. Ceiling on base money {in trillions of Tarkish lira) 3/ 5,900 5815 6,050 6247 7.175 6,748 1.550 7.141 7.750

I/ Floars cosrespond 1o changes in NIR during the period specified in Annex F of the Metmorandum on Beenomic Policies atiached to the May 3, 2001 Letter of Tntent. Exeludes any carcyover from previous perind.
2/ Includes $650 million carryover from previous perind.

3/ Includes $2946 mailion carryover from previnus period

4/ Net domeslic assets are defined a3 base money Tess (he net forelgn assets of the CBT vatued in Torkish lira at end-July 2061 actual exchange rates.

3/ For end-Decembier, the ceiling on net domestic assels will be an indicalive largel; the ceiling on bage money a performance criterion.



Table 4. Turkey: Indicators of External Vulnerability, 1997-2003 1/
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Projections
1997 1998 1989 2000 2001 2002 2003
CPI inflatien {end vear) 99.1 69.7 68.8 39.0 68.5 350 200
Public sector borrowing requirement (percent of GNP) 132 154 24.2 19.1 19.2 121 8.9
Net debt of the public sector {percent of GNP} 42.9 43.7 61.0 574 915 813 730
Export volume (percent change) 21.6 58 07 9.3 144 18 6.4
Import volurme (percent change) 19.5 0.6 -133 314 -21.9 1.7 9.3
Current account balance, in percent of GNP -1.4 1.0 -0.7 -4.9 13 -12 -12
Capital account balance {in billions of US$) 6.0 -15 0.6 6.8 -16.4 -2.9 32
Of which: Foreign direct investment 0.6 0.6 0.1 0.1 2.5 1.0 1.1
Foreign portfolio investment -0.1 -6.1 0.2 252 -4.0 -1.1 -0.5
Gross official reserves, in hillions nf US$ 2/ 19.6 209 243 232 190 221 237
In months of imports of goods and NFS 38 4.1 53 4.0 4.2 4.5 43
In percent of broad meney 376 323 325 27.8 27.2 289 26.7
(iross total external deht, in billions US$ 84.9 97.2 103.1 119.6 1133 118.7 1220
In percent of GNP 437 471 33.0 56.6 754 717 66.7
In percent of merchandise exporls 26.0 310 351 3a.1 323 321 305
Gross shori-term external debt, in billions US$ 3/ 295 338 39.0 46.4 35.0 338 347
In percent of gross total external debt 347 349 379 40.5 30.9 283 28.5
In percent of gross official reserves 150.4 161.9 160.7 199.8 183.8 152.8 1465
In percent of banking system gross reserves 747 584 88.7 106.2
Debl service 4/ 212 260 341 370 44.3 41.3 41.9
REER appreciation (CPI based, period average) 5/ 6.4 85 4.1 99 -23.5
REER appreciation (CPI based, end of period) 5/ 135 a9 5.6 13.7 <263
Capital adequacy ratio &/ 12.6 124 9.1 17.3 16.8
State and SDIF banks 12.6 8.6 8.2 7.9 27.6
Private banks 11.9 12.0 9.0 18.3 10.9
Foreign banks 13.7 21.0 203 29.4 28.5
Nonperforming leans (in percent of total) 6/ 21 6.7 97 92 156
Real broad liquidity, percentage change (CPI deflated) 139 37 16.6 0.9 42 39 6.0
Real credil to the private sector, percentage change 7/ i8.2 17.7 =14 283 -28.6 1.7 74
Banks' net foreign asset position, in millions of US$ -889 -3.018 -3,176 -5,883
Banks' net open exchange position, in millions of USS -1,922 -2,808 -2,608 -5.437
Spread on Turkish dollar Burobonds {in basis poinis) 8/ 548 530 443 718 676

Sources: Data provided by the Turkish authorities; and Fund staff estimates and projections.

1/ For 2001-03, program projections.

2/ As of end-November 2001, reserves stood at US$18.3 billion.

3/ By residual maturity.

4/ Interest plus medium- and long-term debt repayments as percent of current account receipts {excl. off. transfers).

5/ As of August 2001,

6/ As of September 2001,
7! Deflated by the WPL
8/ As of Jaruary 4, 2002.
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Table 5. Turkey: Macroeconomic Parameters, 2001-04

(Percentage change unless otherwise indicated)

2001 2002 2003 2004
Real GNP -8.5 3.0 5.0 5.0
Nominal GNP 47.0 53.4 31.2 18.8
GNP deflator (average)} 60.7 48.9 24.9 13.1
CPI {average) 54.4 48.7 26.9 14.4
CPI (end-period) 68.5 35.0 20.0 12.0
WPI (average) 61.6 49.3 238 12.2
WP (cnd-period) 88.6 31.0 16.2 12.0
Average interest rate on treasury hills (in percent) 99.7 69.6 46.0 324
Average ex-ante real interest rate 1/ (in percent) 32.4 33.2 27.5 20.5
External current account balance (in percent of GNP) 1.3 -1.2 -1.2 -1.2
Consolidated public sector primary balance (in percent of GNP 5.7 6.5 65 6.5
GNP (in quadrillions of Turkish liras) 184.7 2832 371.6 441.3
GNP (in billions of US$) 150.3 165.6 183.0 201.3

Sources: Data provided by the Turkish authorities; and staff estimates and projections,

1/ Average of monthly nominal interest rate divided by 12-maonth ahead CP1 inflation. With average maturity
of newly issued debt less than one year, and with FRNs paying quarterly coupons, this measure overstates the
effeciive real interest rute when inflation is declining.
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Table 6. Turkey: Balance of Payments, 1997-2005
(In biilions of U.S. dollars}

1997 1998 1499 2000 2001 2002 2003 2004 2005

Current account balance 2.6 2.0 -1.4 9.8 2.0 -2.0 -2 24 221
Trade balance -15.4 -14.2 -10.4 -2z.4 -5.2 -6.2 Bl -8.8 -10.2
Exports (fob), of which: 12.6 31.2 20.3 31.7 35.1 370 39.9 434 46.8
Exports (fob} in trade returns 26.3 27.0 26.6 27.8 31.1 2.8 354 38.5 41.5
Shuttle trade 53 17 23 2.9 32 34 3.6 3.9 4.2
Imports {fob), of which: -48.0 -45.4 -30.8 -54.1 -40.2 -43.3 -4R.1 -52.2 -56.9
Inmiports (cify -48.6 -45.9 -40.7 -54.5 -41.1 -43.8 -48.7 -52.9 -57.0
Energy imports (cif -6.1 -4.5 -53 43 =17 -6.3 -6.8 -1.1 213
Services (net) 7.9 10.5 39 74 34 0.2 1.5 1.4 25
Services (cradity, of which: 213 25.8 18.7 22.3 182 16.2 19.7 1.8 239
Interest 1.9 2.5 24 2.8 2.7 1.7 22 3.3 41
Tourism receipts 7.0 7.2 52 7.6 8.0 6.0 82 R.7 9.2
Qther recelpts 1/ 7.7 10.5 71 7.9 3.8 4.4 4.9 53 5.8
Services (debit), of which: -13.4 -15.3 -14.8 -15.0 -14.8 -16.0 -18.2 -20.5 -21.4
Intercst -4.6 -4.8 5.5 -6.3 -1.7 -3.0 9.2 -10.7 -10.8
Private tranafers {net), of which: 4.6 5.6 48 5.0 3.6 3.9 4.3 4.8 5.3
‘Workers remittances 4.2 5.4 45 4.6 2.8 3.1 3.4 3.9 4.4
Official transfers (net) 0.3 02 0.4 0.2 0.2 nz2 0.2 0.2 0.2
Capital account balance 8.7 0.4 4.7 34 -13.1 -2.9 3.2 7.2 8.5
{including errors and omissions ) 6.0 -1.5 6.6 6.8 -16.4 -2.9 32 7.2 8.5
Direct investment 2/ 0.6 1K1 0.1 0l 2.5 1.0 1.1 14 1.7
Portfolio investment in securities -0.1 -6.1 0.z -5.2 -4.0 -1.1 -0.5 .7 0.8
Public sector (central & local governments & BBFs) -0.1 -1.9 12 6.2 -1.7 1.6 -0.5 11 15
Bonds (net) 1.4 -0.3 3.1 6.1 0.1 0.4 0.6 1.7 1.9
Burobond drawings 2.9 2.7 5.0 7.5 2.2 2.5 4.5 4.7 5.0
Burobond repayments -1.5 -3.0 -1.9 -1.4 -2.1 2.1 -39 -3.1 =31
Loans {net) -1.5 -1.7 -1.9 0.1 -1.8 1.2 -1.1 -0.6 -0.3
Lian dishursements 1.1 1.2 1.0 3.7 2.9 4.7 2.7 2.8 2.9

Luoan repayments 2.5 -2.8 2.8 -3.6 -4.7 3.5 -3.8 s34 -3.2
Central Bank of Turkey, Dresdner {net) 1.2 .7 -0.2 0.7 0.4 0.3 0.7 0.7 0.8
Domestic money banks (net) 1.7 1.9 0.5 z1 -9.0 -5.0 a.9 1.6 14
Domestic meney banks {(FX deposils abroad, -: accurnulation) -7 -0.& 1.8 -1.9 0.5 0.0 0.0 0.0 -0.1
Domestic money banks (other, net) 2.4 2.7 2.4 4.0 -8.5 -5.0 0.9 1.0 1.5
TDromestic money banks (medium and long-term, net) 2.1 0.5 0.2 -0.2 -1.2 -0.7 03 0.8 0.5
Domestic money banks (short-lerm, net} 03 2.2 22 4.2 -8.3 4.3 1] 0.8 1.0
Interbank credit tines from foreign commercial banks 0.7 0.1 2.1 4.7 -6.3 -3.5 0.5 0.6 &7
{her private sector {net) 5.6 33 28 5.6 -14 .3 1.5 1.7 2.3
Other private sector {medium and long-term, net) 3.6 4.2 23 4.9 -0.5 -0.5 0.0 0.4 0.9
Other private sector (short-term, net} 2.0 1.1 0.5 0.6 -1.0 0.8 1.5 1.2 14
Errors and omissions -2.8 -2.0 1.9 2.9 -3.3 0.0 0.0 0.0 0.0
Overall balance 33 0.4 5.2 =31 -14.4 -4.9 1.0 4.7 6.4
Overall financing 33 -0.4 -3.2 3.1 14,4 4.9 -1.0 -4.7 5.4
Change in net international reserves (+ denotes decling) 3.3 -0.4 =52 31 14.4 4.9 -1.0 -4.7 -6.4
Change in gross official reserves (+ denctes decline) -1.3 -2 -5.9 -0.2 42 231 -l1.6 -4.0 1.6
Change in reserve liabitities (IMF} 0o -2 0.7 i3 102 8.0 0.5 -0.8 -8.0
Purchascs 0.0 0.0 0.8 14 1.4 14.3 1.0 Lo 0.0
Repurchases 0.0 0.2 -0.1 -0.1 -1.1 -6.3 -0.5 -1.8 -8.0
Exceptional financing (gap) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 .0 0.0
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Table 6. Turkey: Balance of Payments, 1997-20035
{In billivns of T.S. dollars)

1997 1998 1999 2000 2001 2002 2003 2004 2005
Memorandum items;
Trade in goods and services
As percent of GNP
Current account balance, incl. shuttle trade -14 1.0 0.7 -4.9 13 -1.2 -1.2 -1.2 -1.0
Trade account balance, incl. shuttle trade -1.9 -6.9 -5.6 -11.1 -3.4 3.3 -4.4 -4.4 -4.8
Exparts of goods and non-factor services 26.8 26.5 24.4 25.3 33.6 31.1 31.4 3.0 313
Imparts of goods and nen-factor services 293 212 26.2 311 31.5 31.0 31.2 3l0 31.7
Percent change
Value growth in exports of goods (incl. shultle trade) 1X4] 4.4 -6.1 5.0 10.8 5.0 7.9 K] 78
Yalue growth in exports of goods (excl. shutie trade) 135 23 -1.7 6.1 11.0 5.6 7.9 LX) 7.8
Value growth in imports of goods 11.6 -5.3 -12.5 36.0 -25.6 1.5 11.1 8.5 9.1
Valume growth in exports of goods (excl. shuttle trade) 13.5 6.4 6.3 11.6 12.6 38 5.3 6.1 6.4
Volume growth in imports of goods 236 -2.5 -1.2 352 -20.2 9.1 7.4 7.7 6.8
Terms of trade -0.2 3 -4.2 -6.4 14 2.7 -0.2 0.1 a1
Reserve and dabl indicators
Gross foreign reservas (Central Bank of Turkey)
US$ billion 19.6 20.9 24.3 232 19.0 221 23.7 277 26.1
Meonths of goods & NFS imports 38 4.1 53 4.0 4.2 4.5 4.3 4.6 4.0
Lixternal dett {end-of-period}
US$ billion 84.9 97.2 103.1 119.6 1133 118.7 122.0 126.5 124.8
Percent of GNP 43.7 412 5.0 35.2 75.4 7.7 66.7 63.3 58.7
Percent of exports of goods & NFS 163.2 178.2 225.5 233.8 2241 230.8 212.6 204.3 187.6
et external debt (end-of-period} 3/
US$ billion 33.2 62.5 63.6 74.8 716 79.7 312 2l 81.2
Fercent of GNP 27.4 30.4 34.0 370 51.6 48.1 444 40.8 38.1
Shart-term dabt {end-of-period)
USS$ billien 18.0 21.2 23,5 289 19.4 16.3 18.6 20.9 235
Rativ to foreign reserves 9.9 101.6 96.7 124.6 102.1 73.6 78.4 75.4 90.0
Short-term debt plus MLT repayments
US$ bidlion 295 33.8 3%.0 46,4 350 33.8 34.7 37.5 40.3
Ratio to foreign reserves 150.4 161.% 160.7 199.8 183.8 152.8 146.5 1357 154.4
Debt service ratio 4/ 21.2 26.0 34.1 370 443 41.3 419 383 36.1

Sources: Data provided by the Turkish authorities; and Fund staff estimates and projcctions.

1/ The decline in other receipts hetween 1998 and 2000 partly reflects a methodological change in the compilation of this item.
2/ Including privatization receipts,

3/ Nonhank extamal debt less the NFA of the banking system.

4/ Interest pius medium- and long-term debt repayments as percent of current account receipts (excluding official transfers).
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Table 7. Turkey: Net Debt of the Public Sector, 2000-02

(in percent of GNP)

2000 2001 2002
Total (including CBT net assets) 574 922 81.3
CBT net assets 8.7 3.9 7.5
Central government 1/ 57.5 88.0 84.7
External 18.8 27.1 33.1
Net domestic 387 60.9 516
Auction and other cash debt 2/ 23.4 25.3 231
Bank recapitalization 174 35.6 284
Other =21 0.1 0.0
Rest of the public sector 5.6 8.1 4.1
External 5.5 8.6 6.1
Net domestic 3/ 3.1 -0.6 2.0

Memeorandum items:
FX indexed net debt 20,9 61.5 55.2
Lira denominated net debt 36.4 30,7 26.1
DPebt in percent of centered GNP 4/ 51.3 74.2 71.8

1/ Excludes IMF onlending by CBT during 2001, IMF lending prior to 2002 is included as part of CBT net assets.

2/ Debt issued for budget financing.

3/ Includes assets of the Unemployment Insurance Fund.

4/ End-year debt stock divided by the sum of Q3-Q4 GNP of current year and Q1-Q2 GNP of following year.
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Table 8. Turkey: Distribution of Debt by Instrument, 2000-01

2000 2001
Percent Share Percent Share
of GNP of debt of GNP of debt
Total 66.1 100.0 96.1 100.0
(including CBT net assets) 57.4 87.0 92.2 96.0
External debt 24.3 36.8 35.8 373
Domestic Debt 41.8 63.2 60.3 62.7
Floating interest rate 20.1 30.4 34.0 354
Floating rate notes 8.0 121 34.0 35.4
Unsecuritzed state bank duty losscs 121 18.3 0.0 0.0
Fx-indexed 2.5 3.8 18.2 18.9
CPl-indexed 2.3 3.5 0.0 0.0

Discount bills and other 169 25.6 8.1 3.4
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Table 9. Turkey: Medium-Term Public Debt Sustainability, 2001-06

(in percent of GNP)

2001 2002 2003 2004 2005 2006
(In percent of GNP)
Primary balance 5.7 6.5 6.5 6.5 6.5 6.3
Interest 24.7 18.4 15.8 13.0 11.8 10.3
Overall balance -19.0 -11.9 -9.3 -6.5 -53 -4.0
Operational balance 1/ -3.0 =32 -3.8 -34 -3.2 -2.7
Privatization 0.8 04 09 0.5 0.5 0.5
Net debt 92.2 813 733 69.4 66.3 639
External debt 38.0 35.1 30.6 28.5 27.8 27.2
Domestic debt 54.2 46.2 42.7 40.9 38.8 36.7
(In percent)

Real GNP growth -8.5 3.0 5.0 5.0 5.0 5.0
Inflation 08.5 35.0 20.0 12,0 8.0 5.0
Nominal interest rate on TL debt 99.7 69.6 46.0 324 27.4 23.9
Real interest rate on TL debt 2/ 21.3 29.0 26.0 20.0 18.0 18.0

1/ Adjusts for the impact of inflation on the debt stock. Since interest payments are measured on a cash basis,
the operational balance will adjust to changes in interest rales and the underlying fiscal position with a fag.

2/ Ex ante real interest rate using prograin inflation, assuming an average maturity of new debt issued of
six months.
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Table 10. Turkey: Central Government Primary Budget, 2000-02

(In trillions of Turkish liras)

2000 2001 2002
Bst. Prog. Est. Diff. Nov. Prog. Diff.
Total revenue 32,111 48,426 48,315 -111 71,658 72,740 1,082
Tax revennie 26,087 39,220 39,500 281 58,202 61,785 3,583
Direet 10,424 15,688 16,026 338 20,182 21,007 824
Personal income 6,212 11,664 11,581 -84 15,486 15,186 -300
Corporate incoms 2,357 3,229 3,646 417 3,540 5022 1,083
Motor vehicle and wealih 214 415 416 2 724 766 42
‘Windfall gains tax 1,641 380 383 3 33 33 0
Indireet 15,663 23,532 23,474 -57 38,019 40,778 2,758
VAT 8,379 12,454 12,330 -124 19,484 20,553 1,069
Domestic transactions 4487 7,142 7,292 149 11,114 12,007 804
Foreign transactions 3,802 5312 5,038 -274 8,371 8,340 175
Foreign trade (excluding VAT) 399 386 390 4 603 681 78
Petroleum cxeiscs 3,268 3,577 5,602 26 10,533 11,147 614
Other indirect, incl. excises 3,617 5,115 5,152 37 7,400 8,397 997
Non-lax revenue 6,025 9,206 8,815 -391 13,456 10,955 -2,501
Budgetary funds 2,206 3,124 2,700 =424 5,000 2,195 -2,805
Bducation levies 513 828 0062 -166 700 700 0
Revenue from state property 1/ 1,104 1,844 1,987 143 3,094 3,044 -30
Other non-tax revenue 2,052 3,009 3,004 55 4,362 4,716 354
Of which:

Interest receipts 332 415 445 30 650 650 0
CBT profits 229 472 472 0 750 750 0
Annexed budget 151 401 401 0 300 300 0
Non-interest expenditure 26,265 38,419 38,241 -178 54,525 56,043 1,518
Personnel 9,982 14,995 14,935 -60 22,101 22,514 413
Civil servants 8,274 12,525 12,463 -60 18,901 19,206 305
Public workers 1,708 2,470 2,470 0 3,200 3,308 108
Other current 3,635 4,800 4,800 0 7,292 7,283 -9
Transfers 10,002 14,854 14,736 -118 19,396 20,510 1,114
Social security, incl. unemployment fund 3,321 6,032 5914 -118 7,589 8,519 930
Budgetary funds 1,995 866 866 0 300 300 0
Apricultural subsidies 359 938 438 ¢ 2,335 2,525 190
State banks 2/ 394 480 480 o 40 90 30
State enterprises 886 1,200 1,200 0 1,655 1,580 -75
Tax rebates 1,633 2,359 2,359 0 3,400 3,400 0
Other transfers 1,415 2,979 2,979 0 4,077 4,096 19
Investment 2,251 3,770 3,770 0 5,736 5,736 0
Unallocated earthquake expenditures 395 0 0] 0 U] 0 0
Primary balance (anthorities' definition) 1/ 5,847 10,007 10,074 67 17,133 16,697 -436
Primary balance (IMF staff definition) 3/ 5,286 9,119 9,156 37 15,733 15,297 -436

Memorandum items:
Monitorable earthquake costs 1,343 650 650 0 0 0 ¢
Primary expenditure excl. tax rebates 24,632 36,060 35,882 -178 51,123 52,643 1,518
Total revenue (IMF staff definition) 3/ 31,550 47,538 47,397 -141 70,258 71,340 1,082
GNP 125,596 184,767 184,607 -100 280,551 283,241 2,690

Sources: Data provided by Turkish authorities; and Fund staff estimates.

1/ Bxcluding privatization proceeds.
2/ Excluding recapitalization of state banks,

3/ Bxcluding privatization procecds, CBT profits, and interest receipts.
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Table 11. Turkey: Central Government Primary Budget, 2000-02

(In percent of GNF)
2000 2001 2002
Est. Prog. Est. Diff. Nov. Prog. Diff.
Total revenue 25.6 26.2 26.2 0.0 255 25.7 0.1
Tax revenue 20.8 212 214 0.2 207 218 1.1
Direct 8.3 8.5 87 02 72 7.4 0.2
Personal income 4.9 6.3 6.3 0.0 5.5 5.4 0.2
Corporale income 19 1.7 2.0 02 1.4 1.8 04
Motor vehicle and wealth 0.2 02 0.2 0.0 03 03 .0
Windfall gains tax 1.3 02 02 0.0 0.0 0.0 G.0
Indirect 12.5 12.7 12.7 0.0 134 144 0.8
VAT 6.7 6.7 6.7 -0.1 6.9 7.3 0.3
Domestic transacticns 3.6 3.9 39 0.1 4.0 4.2 0.3
Foreign transactions 3.1 29 27 -0.1 3.0 30 0.0
Foraign trade (excluding VAT} 0.3 0.2 0.2 0.0 0.2 02 0.0
Petroleum excises 2.0 3.0 3.0 0.0 3.8 3.9 0.2
Other indirect, incl, excises 29 2.8 2.8 0.0 2.6 3.0 0.3
Non-tax revenue 4.8 5.0 4.8 -0.2 4.8 39 0.9
Budgetary funds 1.8 1.7 1.5 02 18 0.8 -1.0
Education levies 04 04 04 -0.1 0.2 02 0.0
Revenne from state property 1/ .9 1.0 1.1 .1 1.1 1.1 0.0
Other non-tax revenue 1.6 1.6 1.7 0.0 1.6 1.7 0.1
Of which:
Interest receipts 0.3 0.2 0.2 0.0 0.2 0.2 0.0
CBT profits 02 0.3 0.3 0.0 0.3 0.3 0.0
Annexed hudget 0.1 0.2 0.2 0.0 1 0.1 0.0
Non-interest expenditure 209 20.8 20.7 -0.1 19.4 19.8 0.4
Personnel 7.9 8.1 8.1 0.0 7.9 7.9 0.1
Civil servants 6.6 6.8 6.7 Q.0 6.7 6.8 0.0
Puhlic workers 1.4 1.3 1.3 0.0 1.1 12 0.0
Other current 2.9 2.6 2.6 0.0 2.6 2.6 0.0
Transfers 8.0 8.0 8.0 -0.1 6.9 7.2 0.3
Social security, incl. unempioyment fund 2.6 33 3.2 -0.1 27 3.0 0.3
Budgetary funds 1.6 0.5 05 0.0 0.1 0.1 0.0
Agricultural subsidies 63 0.5 05 0.0 8 0.9 0.1
State banks 2/ 0.3 0.3 03 0.0 0.0 0.0 0.0
State enterprises 0.7 0.6 0.6 0.0 0.6 0.6 c.0
Tax rebates 13 13 1.3 0.0 12 12 0.0
Other transfers 1.1 1.6 1.6 0.0 1.5 14 0.0
Investment 1.8 2.0 2.0 0.0 240 2.0 0.0
Unallocated earthqnake expenditures 03 0.0 0.0 0.0 0.0 0.0 0.0
Primary balance (authorities' definition) 1/ 47 54 35 0.0 6.1 5.9 -02
Primary balance (IMF staff definition) 3/ 42 49 5.0 0.0 56 54 02
Memorandnm items:
Monitorable earthquake expenditures 1.1 0.4 0.4 0.0 0.0 0.0 0.0
Primary expenditure excl. tax rebates 19.6 19.5 194 -0.1 182 18.6 0.4
Total revenue (IMF stalf definition) 3/ 251 25.7 25.7 -0.1 25.0 252 0.1

Sources: Data provided by Turkish authorities; and Fund staff estimates.

1/ Excluding privatization proceeds.
2/ Excluding recapitalization of state banks.

3/ Excluding privatization proceeds, CBT profits, and interest receipts.
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Table 12. Turkey: Public Seclor Primary Balances, 200002
2000 2001 2002
Est. Prog. Est. ;i Nov. Prog. Diff.
{In trillions of TL})

Pubiic sector 2,882 10,324 10,554 a0 18,236 18,439 203
Central government 1/ 5,286 9,119 9,156 37 15,733 15,297 -436
Total reverme 31,550 47,538 47,397 =141 70,258 71,340 1,082

Tax revenue 26,087 39,220 39,500 281 58,202  &1,783 3,583
Nontax revenue 1/ 5,463 8,319 7.897 -421 12,056 9,555 2,501
Non-interest expenditure. 26,205 38,419 38241 -178 54,525 36,043 1,518
Personnel 9,982 14,995 14,935 -60 22,101 22,514 413
Other current 3,635 4,800 4,800 0 7,292 7,283 -9
Trangfers 2/ 10,397 14,854 14,736 -118 19396 20,510 1,114
Investment 2,251 3,770 3,770 0 5,736 5,736 0
Rest of the public scelor -2.404 1.405 1,398 -7 2,503 3,142 639
EBFs =225 -168 -161 7 -651 -677 26
Unemployment insurance fund 334 1,134 1,120 -15 721 748 28
Local governments -302 KK 33 G 39 -82 -141
SEEs 3/ -2,211 405 405 Y 2.274 3,061 rEyi
Social insurance institutions 0 0 0 G 0 0 0
Revolving funds 4/ 91 40 40 G 100 92 -8
{In percent of GNF)

Public sector 2.3 57 5.7 04 6.5 65 0.0
Central government 1/ 42 4.9 5.0 0.0 5.6 54 -02
Total revenue 251 257 25.7 0.1 25.0 252 0.1

Tax revenue 20.8 21.2 214 0.2 207 218 1.1
Nontax revenue 1/ 44 4.5 4.3 0.2 43 34 -0.9
Non-interest expendifure 208 20.8 20.7 0.1 194 19.8 04
Personnel 79 8.1 8.1 0.0 79 79 0.1
Oiher current 24 2.6 2.6 0.0 2.0 2.6 0.0
Transfers 2/ 8.3 8.0 8.0 -0.1 69 7.2 03
Investiment 1.8 2.0 2. 0.0 20 2.0 0.0
Rest of the public sector -1.9 0.8 0.8 0.0 09 1.1 0.2
EBFs -0.2 -1 <01 0.0 0.2 0.2 0.0
Unemployment insurance fund 0.3 0.6 0.6 0.0 03 0.3 0.0
Local governments 0.2 0.0 0.0 0.0 0.0 0 0.0
SEEs 3/ -1.8 02 02 0.0 08 1.1 03
Social insurance institutions 0.0 0.0 0.0 00 0.0 0.0 .0
Revolving funds 4/ 0.0 0.0 0.0 0.0 0.0 0.0
Memoranduimn items:
GNP {in trillions of TL) 125,596 184,767 184,667 -100 280,551 283,241 2,690
Real GNP growth 6.3 -8.5 -8.5 0.0 40 30 -1.0
CPI inflation {Dec-Dec) 35.0 65.0 68.0 3.0 35.0 35.0 0.0
Current account (in % GNP) -4.9 1.3 12 -0.3 -1.2 -14 -0.2
Net public debt {in % GNF) 374 935 922 -1.3 736 813 7.7
PSBR (in % GNP) 19.1 19.5 19.2 -03 123 12.1 -0.2

Sources: Turkish authorities; and Fund staff estimates.

1/ Excluding privatization proceeds, transfers from the CBT, and interest receipts.
2/ Excluding recapitalization of state banks.
3/ Excluding severance payments for relicees amounting to TE 201 trillion (0.1 percent of GNP).

4/ Added to the public sector balance for 2002. Not included in the 2001 primary surplus calculation.

primary surplus.
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- 55

(In quadillions of Turkish Lira)

1999 2000 2001 2002 Flow increase
Blec Dee. Sep. Dec Dec. Dec 2001 to
Actual Proj. Proj. Dec 2002
Net foreign assets 6.0 R =36 -39 17.3 234
{in hillions of U.S. dollars} 11.1 4.1 -2.4 -3.8 9.0 12.8
CBT 15 6.6 -6 -3.7 10.6 16.3
(in billions vf TUS. dollars) 14.0 9.9 -2.4 -3.8 55 9.3
Deposit money banks -l.6 -39 0.0 0.0 6.7 6.7
{in billions of U.S. dollars) -2.9 -5.8 0.0 0.4 3.5 3.5
Net domestic assels 34.2 53.3 103.3 110.8 130.1 193
Net claims on gavemiment 170 309 76.7 B34 98.1 14.7
CBT -19 -2 21.9 319 225 -85
Dxeposit muney banks 18.8 311 548 51.4 5.0 24.2
Claims an husiness sector 1/ 153 31.2 30,4 41.0 54.9 13.9
Turkish lira clains 1.2 21.8 20.2 224 31.6 9.2
Foreign exchange elaims (est.} 2/ 71 9.4 18.8 185 232 4.7
Other ilems {nat) -1.1 -8.8 -10.4 -13.6 229 -9.3
Briad money (M2Y) 40.2 56.0 95.6 1051 147.4 42.3
Lira broad money (M2) 22.0 311 4au.6 44.2 62.0 17.8
Foreign exchange deposits 2/ 18.2 24.G 35.1 a9 854 24.5
Repos 4.1 6.l 4.0 35 4.9 1.4
Broad liguidity 44.2 62,0 103.7 108.6 152.3 437
Reserve maney 39 5.8 7.6 78 10.9 3.1
Memorandum items:
Annual percent change
Broad money (M2Y) 98.7 346 1.5 g7.6 4.2
Lira broad mancy (M2} 92.5 41.5 5603 421 40.2
Toreign exchange deposits 2/ Hs.6 373 126.4 144.2 40.2
Clains on business sector 1/ 50.8 70.3 25.0 31.5 KERY
Turkish lira clalms 05.8 949 -3.4 2.8 41.0
Foreign exchange cluims {est.} 2/ 32.0 316 93.2 08.3 253
et claims on govermnment 134.2 81.7 2717 170.0 17.7
CBT -29.6
Deposit money banks 155.1 63.2 147.0 65.3 47.0
In billions of U.8. dollars
Broad money (M2Y) 4.6 8314 65.0 70.1 76.7 6.7
Tira hroad money {h2) 40.9 46.3 26.5 29.5 323 2.8
Fareign exchange deposits 337 371 38.5 40.6 44.5 3.9
Foreign exchange claims {est.) 13.2 139 liry 12.4 121 -0.3
Net elaims on govermment 3l.a 460 50.0 55.6 51.1 -4.5
Credit to the private sector 34.0 46.4 24.1 27.3 28.6 1.2
Base money/GNP 3/ 50 4.6 4.1 4.2 kR
Broad money (MIYYGNP 3/ 51.3 44.6 54.0 569 52.0
Lira broad moaney (M2Y GNP 3/ 281 248 22.0 23.9 ZL.Y
Money multiplier
Broad money (M2Y) 104 9.7 131 13.6 13.6
Lira broad money (M2} 5.7 54 5.3 57 3.7

1/ Tneludes credit o locul goverments and stalz economic enterprises,

2/ Twvaluated at current exchange rates.
3/ Evaluated as percent of annial average GINP.



Table 14, Turkey: Central Bank Balance Sheet, 2000-02

2000

2001 2002
Dec March Tune Sept. Dec Feb Apr Jun Sep Dec
Acmal Acral Actual Actual Acmal Prog. Prog. Prog. Prog. Prog.
Cenrral Bank balance sheet {In guadrillions of Turkish lira) 1/

Net foreign assets 33 1.2 -55 -10.2 -12.8 -2.5 -1.9 -1.1 -0.6 0o
Gross foreign assers [5.6 20.6 222 30.6 285 259 KR ] EI 321 328
Gross foreign liabilitcs 12.3 154 277 40.5 41.2 324 325 32.5 329 328

Inlemational reserve lisbilines 3.1 6.1 118 19.7 207 1.7 11.7 117 1.7 11.3
Other reserve habilines 2¢ 4.8 5.4 6.9 10.5 10.1 10.1 10,1 10.1 101 10.1
Banks' foreign exchange deposits with CBT 4.3 7.8 49 10.6 104 10.6 0.7 10.7 10.9 11.0

Net domestic assers 25 4.4 115 178 204 16.7 10.8 10.4 il2 0.5
Claims on central gavernment {net) 04 -8 17.5 222 3.6 226 2.6 22.6 22.6 228
Claims on other public sector (net) -0.3 -5 -0.7 -0,7 -1.0 -1.0 -1.0 -1.0 -1.0 -1.0
Claims on banks 57 10.8 0.5 2.3 -2.0 -3t -33 -3.9 -3.5 -4.2
Other items (ner) -33 -5.0 -3.% -5.9 8.1 -7.8 -7.5 -73 -6.9 -8.5

Base mancy 5.8 36 6.4 7.6 7.8 83 29 9.2 1016 109
Currency issued 58 3.6 4.4 51 i3 56 6.0 63 7.4 7.3
Rank deposirs in liras 2.0 2.0 2.0 2.5 2.5 2.7 2.9 3.0 3.2 3.6

Required reserves 1.4 1.2 1.3 1.4 1.6 1.8 1.9 2.0 2.1 2.3
Pree reserves 06 0.8 0.7 11 0.9 0ng 1.0 1.0 1.1 1.2
Memorandum itemns: {In billions of U.S. dollars)
Gross international reserves 232 19.5 17.5 20,0 19.8 208 218 223 228 228
Gross international liabilites 18.3 18.4 219 26.6 286 225 226 22.6 22.7 228
Nez foreign assets 4% 1.1 -4.4 A7 -89 -7 -1.3 -0.8 -0.4 0.0
plus CBT forward position 0.0 -0.3 0.0 0.0 0.0 0.0 0.0 .0 n.o 00
plus oter regerve liabilites 73 S 54 6.9 7.1 7.1 71 71 7.1 7.1
minus Dresdner one-year deposits 0.6 06 0.6 .6 03 07 0.7 07 0.7 0.7
minvs defense fand 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4
Net international reserves 3/ 11.1 50 0.f -0.9 3.0 4.2 4.6 5.1 55 59
Net international reserves 4/ 11.1 4.7 0.0 -13 -3.4
Definitians in the 2002 program (CBT phus Treasury) (In billions of 7.5, dallars)
Net international reserves { Treasury) 5/ 6/ -13 -160.7 -11.8 -12.8 -14.0 -15.8
Nel internationad reserves ( Treasury plus CBT) 5/ -4.2 -6.5 -7.2 -7.8 -R5 -9.7
{In quadrillions of Turkish Lira, program exchangs mte)

Net foreign assets (Treasury) -1.8 -154 -16.9 -18.5 -20.1 2224

Net foreign assets (Treasury pluz CET) -14.6 -17.8 -8 -197 -HLT 2224

Net domestic assets (Treasury) 7 1.8 154 16.9 18.5 2011 224

Net domestic assets { Treasury plus CBT) 2.4 26.1 7.7 289 33 333

Base money {Treasury plus CBT) 7.8 83 B9 9.2 104 0.9

Exchange rate (TL per U.S. dollar, in millions) 0.67 1.06 1.27 1.53 1.44

Sources: Central Bank of Turkey; and Hund staff projections.

1/ Consistent with program assumptions, all foreign currency aggregarcs arc vatued at current exchange rates through end-2001, and at the program exchange rate of TL 1.44 million per U.S. dollar therealter.

2/ Mainly Dresdner deposit lighilies.
3f AL enrrent cross exchange rates.
41 At cross exchange mtes used in the 2001 program.

5/ At end-December 2001 cross exchange rates (i.e. cross exchange rates for the 2002 program)

6/ Equals borrowing from IMF plus shore-term foreign curtency dencminated liabilities.

7/ Since the Treasury cannof create bage money, equals negative of Treasury net foreign assets.

9¢ -
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Table 15. Turkey: Banking Systern—Selected Indicators, 1998-2001 U/
(In quadrillions of Turkish Liras)

1998 1999 2000 2000 2001 2001 2001
Dec. Dec. Sept. Dez, March June Sept.

Banking systerm

Total assets 42.0 82.4 108.5 119.2 131.4 166.0 181.1
Cash and claims on CBT 2.7 5.1 6.2 6.2 77 8.8 10.9
Claims on other banks 4.4 8.1 124 144 14.6 18.8 17.8
Securities portfolio 10.2 23.3 27.2 320 344 63.0 68.8
Loans, net 14,7 226 34.6 358 40.6 44.8 51.5
Other assets 10.0 223 282 30.8 34.1 30.6 321

Total liabilities 42.0 §2.4 108.5 119.2 1314 166.0 181.1
Deposits 242 483 653 68.1 78.8 96.4 113.1
Borrowing from banks 4.7 10.1 14,6 16.0 20.8 23.4 24.1
Repos 4.6 8.9 £2.0 13.6 11.1 13.5 11.2
Qther liabilities 52 10.8 [0.6 13.0 154 16.3 17.1
Shareholders' equity (incl. profits) 33 42 6.1 85 53 16.4 1536

(In percent)
Memorandum items:
Capital adequacy ratio 82 ~ 173 7.7 203 16.8
NPLs total loans 6.7 9.7 8.7 92 8.5 13.7 156
Provisions NPLs 442 53.7 9.4 59.8 53.2 66.5 65.4
ROA 1.8 -0.4 0.0 -0.7 -3.3 -3.0 -1.8
ROE 23.1 -7.2 0.0 -10.5 -83.0 -30.0 -20.8
Share in assets 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Share in deposits and repos 100.0 100.0 100L0 100.0 100.0 100.0 100.0
Private banks 2/

Total assets 23.6 42.2 60.2 56.2 68.4 30.9 94.0
Cash and claims on CBT 1.5 2.7 36 34 4.6 5.6 6.8
Claims on other banks 2.7 5.4 8.3 9.8 10.9 13.3 169
Securities portfolio 6.5 143 I7.1 135 14.4 16.7 233
Loans, net 28 12.4 20.9 15.6 22.7 27.1 319
Other assets 4.1 73 103 16.0 15.8 18.2 21.1

Total liabilities 23.6 42.2 60.2 56.2 68.4 80.9 94.0
Deposits 13.7 23.2 32.7 30.8 40.5 51.2 63.7
Borrowing from banks 30 6.3 93 10.0 12.8 14.1 13.6
Repos 2.6 4.7 6.8 3.9 1.7 2.9 30
Other Habilities 1.9 3.0 37 35 57 4.8 5.2
Shareholders' equity (incl. profits) 2.4 4.8 7.7 7.9 1.7 7.8 8.6

(In percent)
Memorandum items:
Capitai adequacy ratio 16.7 18.3 14.6 10.6 10.9
NPLs total lnans 6.9 15 34 3.5 38 4.8 44
Provisions NPLs 412 62.2 -69.3 63.0 52.5 42.2 452
ROA 2.8 38 1.0 2.3 03 0.t 0.6
ROE 27.4 337 8.2 16.2 23 0.8 7.1
Share in assets 56.2 .51.2 . 555 SN it B 520 ~48.7 519

Share in deposits and repos ' 56.5 48.6 511 425 46.9 493 336



- 58 -

Table 15. Turkey: Banking System--Selected Indicators, 19982001 1/
(In quadrillions of Turkish Lirag)

1998 1999 2000 2000 2001 2001 2001
Dec. Dec. Sept. Dec. March June Sept.
Public (state and SDIF) banks 3/

Total assets 14.8 326 41.4 53.6 53.0 739 74.1
Cash and claims on CBT 1.1 22 2.4 27 27 2.9 33
Claims on other banks 0.7 1.3 2.5 22 2.1 36 4.7
Securities portfolio 30 7.2 9.2 16.7 19.0 452 44.5
Loans, net 4.4 7.6 10.3 12.6 13.1 12.0 12.7
Other assets 5.6 i4.3 17.0 19.4 16.1 102 8.9

Total liabilities 14.8 326 41.4 53.6 53.0 739 74.1
Deposits 10.3 24.6 319 36.4 37.1 43.8 47.6
Berrowing from banks 0.4 0.9 1.7 22 3.7 4.9 5.6
Repos 1.5 33 5.4 89 93 10.3 8.1
Other liabilities 22 3.3 54 7.0 7.1 8.3 8.1
Shareholders' equity {incl. profits) 04 -1.5 -3.0 -1.0 -4.2 6.5 4.7

(In percent)
Memorandum items: : -
Capital adequacy ratio 4/ -13.7 79 -40.4 450 27.6
NPLs total loans 7.8 21.0 204 19.2 18.0 333 41.1
Provisions NPLs 48.7 61.9 54.4 59.1 58.9 732 69.9
ROA -0.3 -6.9 4.0 -4.7 -9.0 -1.4 -6.2
ROE -11.2 -83.2 973
Share in assets 353 39.6 382 449 40.4 44.5 40.9
Share in deposits and repos 40.9 43.8 483 55.5 51.6 49.3 44.8

Foreign and investment banks

Total assets 2.7 5.0 6.9 83 10.0 11.2 12.9
Cash and claims on CBT 0.1 G.1 0.2 0.2 0.3 0.4 038
Claims on other banks 0.6 1.6 1.6 1.9 1.6 - 1.9 2.2
Securities portfolic 0.2 1.0 0.9 1.3 1.0 N L0
Loans, net . 1.5 2.6 33 1.6 49 57 6.8
Other assets 03 0.7 0.9 1.4 2.2 2.2 2.1

Total liabilities 2.7 6.0 6.9 8.3 10.0 11.2 12.9
Deposits 0.3 0.5 0.7 09 1.2 1.4 1.8
Borrowing from banks 1.3 27 3.5 38 4.3 43 49
Repos 0.1 0.1 -0.2 0.2 0.1 02 0.1
QOther liabilities 0.7 1.7 1.5 19 2.6 32 3.3
Shareholders’ equity (incl. profits) 0.4 0.9 1.5 1.5 1.8 2.0 23

Memorandum items: (In percent)

Capital adequacy ratio 28.7 294 29.8 31.3 29.5
NPLs total loans 2.1 2.1 22 1.8 2.1 2.8 2.9
Provisions NPLs 540 313 43.2 51.8 55.8 45.5 45.6
ROA 5.6 57 4.6 39 23 40 57
ROE 351 363 S 216 Bt P - 132 222 -3
Share in assets 6.4 7.2 6.3 7.0 7.6 6.7 7.1
Share in deposits and repos -1 1.1 0.6 1.3 1.5 1.5 1.6

Source; Bank Regulation and Supervision Agency (BRSA).
1/ Includes off-balance sheet repos and reverse repos.
2/ Comprises the private (domestic) deposit-taking commercial banks.
3/ These include three state hanks (Emlak Bank was closed and its assets and Habilities merged with Ziraat Bank} and SDIF banks.
In March 2001, three SDIF banks did not report. '
4/ CARSs are reported on a quarterly basis. SDIF bariks capital base was not reported in December 2000.
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2000 2001 2002 2003 2004 2005 2006 2007
Outstanding Fund credit {(end of period)
In billivns of SDRs 32 11.2 17.4 17.9 7.3 11.1 3.5 0.8
In pereent of quota 333 1,163 1,810 1,852 1,791 1,150 368 81
In percent of exports of G&INFS 8 28 44 40 36 22 6 1
In percent of public sector extemal debt 7 20 28 28 27 19 7 2
In percent of averall external debt 4 13 19 19 18 11 4 1
In percent of foreign reserves 18 75 101 87 80 55 20 6
Debt service due to the Fund
In billions of SDRs 0.1 1.2 6.0 1.3 19 6.3 7.5 2.7
Tn percent of quota 13 127.8 621.2 132.9 194.0 6504 780.8 285.0
In percent of exports of G&NES 0 32 15.1 2. 39 12,2 13.7 49
In percent of public sector external debt service G 4.1 26.8 6.4 %.0 29.3 333 25.7
In pereent of vverall external debt service 1 6.0 29.6 5.9 7.8 24.8 28.6 15
In percent of foreign reserves 1 8.4 352 7.0 8.8 313 41.7 231
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Table 17. Turkey: External Financing Reguirements and Sources, 1998-2005

{In billions of U.S. dollars)

1998 1999 2000 2001 2002 2003 2004 2005
Gross financing requirements 27.6 355 49.1 44.6 372 36.2 374 KR
Current account deficit (excl. official transfers) -1.8 1.7 10.1 -1.8 22 2.4 2.7 23
Amorttization on debt securities 33 2.0 1.7 2.1 2.5 4.1 31 3.6
Of which:
Public sector 3.0 1.9 1.4 2.1 2.1 3.9 3.1 3.1
Dreposit money banks 0.3 0.1 0.4 00 0.4 0.2 0.0 04
Medium and long-term debt amortization 3.2 10.6 13.8 15.4 13.0 13.5 13.1 13.1
Of which:
Public sector 1/ 2.8 2.9 18 4.7 3.5 3.8 3.4 32
Private sector 3.0 5.2 79 88 8.5 8.8 8.8 8.8
Deposit money banks 23 24 2.3 18 1L.O LG 1.0 12
Short-term debt amortization 18.0 212 2335 289 19.4 16.3 18.6 209
Public sector 1/ 0.9 0.9 0.7 1.7 0.7 0.7 .7 0.8
Private sector 8.6 92 0.6 10.4 9.4 10.2 11.6 12.8
Deposit money banks 8.5 1.2 13.2 16.9 9.4 5.4 6.2 12
Available financing 27.6 35.5 49.1 44.0 37.2 362 374 399
Foreign direct investment (net} 0.6 0.1 0.1 2.5 1.0 1.1 1.4 1.7
Portfolio Nows -34 5.4 2.8 -1.8 14 4.2 5.6 6.1
Public sector 27 5.0 7.5 2.2 2.5 4.5 4.7 50
Deposit moaey banks 0.0 0.2 0.5 0.0 0.0 0.2 0.2 0.3
Private sector {net) -6.1 0.2 5.2 -4.0 -1.1 -0.5 07 0.8
Medium and long-term debt financing 122 109 19.1 124 13.7 13.3 14.2 15.1
Of which:
Public sector 1/ 1.8 0.9 44 34 5.0 3.3 34 36
Private sector 72 7.5 12.8 8.3 8.0 8.8 9.2 9.6
Deposit money banks 3.1 26 1.9 0.6 0.7 1.3 1.6 1.8
Short-term debt financing 210 242 283 20.4 16.3 18.6 20.9 235
Official transters {2 0.4 0.2 02 02 0.2 0.2 0.2
Other 2/ 340 -03 -4.5 -3.6 0.3 -0.2 0.2 -0.3
Accumulation of reserves net of IMF -0.4 -5.2 31 14.4 4.9 -1.0 -4.7 -6.4
Accumulation of gross reserves -0.2 -5.9 -0.2 42 -31 -1.6 -4.0 1.6
IMF (net)/exceptional CBT financing -0.2 0.7 33 10.2 8.0 0.5 -0.8 -3.0
Purchases 0.0 0.8 34 114 14.3 1.0 1.0 0.0
Repurchases 0.2 0.1 0.1 1.1 6.3 0.5 1.8 8.0

Sources: Data provided by Turkish authorities: and Fund staff estimates.

1/ General government and Central Bank of Turkey.

2/ Errors and omissions.



II.

I1I.

Iv.

VL

-61 -

APPENDIX I

FUND RELATIONS

{As of December 31, 2001)

Membership Status: Turkey became a member of the Fund on March 11, 1947. It
has accepted the obligations of Article VIII, Sections 2, 3, and 4 as of March 22,

1990.
General Resources Account: Millions of SDRs Percent of Quota
Quota 964.00 100.0
Fund holdings of currency 12,084.09 1,253.5
Reserve position in Fund 112.78 11.7
SDR Department: Millions of SDRs  Percent of Allocation
Net cumulative allocation 112.31 100.0
Holdings 3.56 3.2
Outstanding Purchases and Loans:  Millions of SDRs Percent of Quota
Stand-by Arrangements 10,871.36 1,127.7
First credit tranche 361.50 375
Financial Arrangements:
Type Approval Expiration Amount Amount
Date Date Approved Drawn
In millions of SDRs
Stand-By 12/22/99 12/21/02 15,038.40 11,738.96
Of which: SRF 12/21/00 12/20/01 5,784.00 5,784.00
Stand-By 07/08/94 03/07/96 610.50 460.50
Stand-By 04/04/84 04/03/85 225.00 168.75

Projected Obligations to Fund: (In millions of SDRs; based on existing use of

resources and holdings of SDRs)

Overdue Forthcoming

12/31/01 2002 2003 2004 2005 2006
Principal 4,048.8 2,091.5 31582 11,9343 0.0
Charges/Interest 4619 248.9 136.5 33.3 3.0
Total 45107 23404 32947 19676 3.0
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Safeguard Assessments:

Under the Fund’s safeguards assessment policy, the Central Bank of Turkey was
subject to the transitional procedures with respect to the SBA approved on December
22, 1999, which was scheduled to expire on December 21, 2002. The transitional
procedures require a review of only the CBT’s external audit mechanism. This
assessment determines whether the CBT publishes annual financial statements that
are independently audited in accordance with internationally accepted standards.

The External Audit assessment was completed on August 21, 2001. The assessment
concluded that the Central Bank of Turkey’s current external audit mechanism may
not be adequate in certain respects and appropriate recommendations have been made
to the authorities, as reported in EBS/01/192, 11/21/01.

Under the new SBA, the CBT is subject to a full safeguards assessment. Stage one of
the assessment has begun, as reported in Section V of this report.

Exchange Rate Arrangement:

For the period January 1, 2000-June 30, 2001, the lira was to have depreciated
against a basket comprising US$1 and € 0.77 along a daily path preannounced by the
central bank. The preannouncement was for the 12-month period, and was updated
quarterly. There would not be an exchange rate band around the preannounced path
during the first 18 months of the program. Thereafter—that 1s, from July 1, 2001—a
symmetrical intervention band was to have been introduced around the central parity
rate, with the total width of the band increasing gradually at a rate of 15 percentage
points per year. This exchange rate arrangement was in place until February 22, 2001,
when the government decided to float the currency.

Article IV Consultations:

The 1999 Article TV staff report (EBS/99/225) was issued on December 10, 1999, the
accompanying Selected Issues and Statistical Appendix (SM/99/294) was issued on
December 14, 1999, Board discussion took place on December 22, 1999 at
EBM/99/137.

ROSCs
Standard or Code Assessed Date of Issuance Document Number
Fiscal Transparency June 26, 2000 SM/00/139
Corporate Governance December 11, 2000

(prepared by the World Bank)

Data Dissemination Under preparation
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XL Technical Assistance: (1993—present)

Department Timing Purpose

MAE July 1994 Banking sector reform

MAE July 1995 Inflation accounting

FAD September 1995 Taxation of petroleum products

FAD October 1995 Assistance to IBRD Public Financial
Managing Project; 8 FAD missions since
1994, assignment of 5 resident experts,
mainly focused on customs modernization

STA February 1997 Balance of payments compilation

PDR/EUI/MAE December 1998 Short-term debt monitoring

MAE June 1999 Basel Core Principles

MAE August 1999 Debt management policies

MAE October 1999 Banking sector reform

MAE March 2000 Banking sector reform

FAD April 2000 Fiscal transparency

FAD April 2000 Tax policy

MAE April 2000 Banking sector reform

MAE May 2000 Banking sector reform

MAE July 2000 Inflation targeting

STA September 2000 Balance of payments statistics

MAE Sept. 2000—April 2001 Banking sector reform

MAE April 2001 Debt management

FAD/STA May 2001 Fiscal accounting and reporting

"MAE September 2001 Inflation targeting
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RELATIONS WITH THE WORLD BANK GROUP

I. LENDING ASSISTANCE
A. IBRD

1. The World Bank Group’s assistance program to Turkey is guided by the revised
Country Assistance Strategy (CAS) discussed by the Bank’s Board of Directors in July
2001. The revised CAS includes additional IBRD support on Special Structural Adjustment
Loan (SSAL) terms of up to US$1.2 billion, for a total possible lending of US$6.2 billion in
the period FY2001-03, of which US$2.9 billion was committed as of November 2001.
Delivery of this expanded assistance program is fully on track. Policy based lending in the
revised CAS is centered around the Programmatic Financial and Public Sector Adjustment
Lending (PEFPSAL) program, which focuses on structural and institutional reforms in the
banking and public sectors. The first PFPSAL of US$1.1 billion was approved by the Bank’s
Board and disbursed in a single tranche in July 2001, The second PFPSAL of US$1.35
billion is under preparation. Follow-up programmatic operations to support continuation of
the Government’s financial sector reform and public sector reform programs are envisaged
during the remainder of the current CAS period. The World Bank Group is preparing a new
CAS (for FY03-05), which will be completed in the Fall of 2002.

2. The revised CAS also features increased support for social protection in
response to the economic crisis. It includes the US$250 million Privatization Social Support
project approved in December 2000, the US$500 million Social Risk Mitigation project
approved in September 2001, and additional lending for health, education, community
development and watershed protection.

3. The IBRD lending program also includes sustained support for structurat
reforms to promote private sector development. It comprises the US$375 million second
tranche of the Economic Reform Loan and the US$600 million Agriculture Reform
Implementation project approved in July 2001.

B, IFC

4. The IFC maintains a strong investment presence in Turkey. It accounts for about
4.5 percent of the total IFC portfolio. The total IFC own-account held portfolio in Turkey is
currently US$630 million and the outstanding balance of syndicated loans mobilized by IFC
is US$391 million. IFC has also invested over US$150 million in Turkish companies outside
of Turkey in neighboring countries of the CIS and the Balkans.

C. MIGA

5. The activities of MIGA are a key element of the World Bank Group’s assistance
program. Turkey's share of MIGA's portfolio is about US$165 million (gross), representing
approximately 4 percent of the total portfolio. While MIGA’s exposure is currently
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concentrated in the financial sector, the agency continues efforts to extend coverage to
infrastructure and services projects.

II. NON-LENDING ASSISTANCE

6. The World Bank Group has a very active non-lending services program in
Turkey. Major economic and sector work recently undertaken include the Country
Economic Memorandum on Structural Reform for Sustainable Growth completed in 2000, as
well as the Public Expenditure and Institutional Review, the Country Procurement
Assessment Report and the Country Financial Accountability Assessment, all completed
during the Summer of 2001. The World Bank is currently finalizing a Corporate Assessment,
which has contributed to the development of the authorities’ strategy (“Istanbul approach™)
on corporate sector restructuring. A Non-Bank Financial Institutions study and a new
Country Economic Memorandum are to be prepared in 2002. The World Bank sponsored an
international conference on good governance and combating corruption in September 2001,
and a second international conference on public expenditure management is scheduled for
December. The Foreign Investment Advisory Service (FIAS) carried out a Diagnostic of the
Foreign Investment Climate in Turkey and an Administrative Barriers Study during the
course of 2001. The World Bank is assisting the Government in the creation of an Investor
Council.
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STRUCTURAL POLICIES, 2001

APPENDIX III

Action

MEP
Ref.

Timing Type" Lead
Insti-
tution

Status
Jaruary 4, 2002

Communications strategy and real sector
measures

1. a. Develop strategy aimed at explaining major policies
and actions to market participants

b. Hold regular domestic press conferences

¢. Hold additional road shows

d. Explore the scope for setting up a more formal investor
council (IC)

2. Ensure that any measures to support the real sector are
market based, transparent, and consistent with budget targets

Banking sector reform

3. Reduce the SDIF and state banks’ overnight position by at
least two thirds from the March 16, 2001 level (including
the elimination of the position vis-3-vis commercial banks}

4, Eliminate the SDIF and state banks’ overnight position

s

114 of July
LOI

14 of July
LOI

114 of Tuly
LOI;

129 of
Nov LOI

19 of
Nov LOIL

T8

IMF/
WB

Continuous WB

C; 6y IME/
7 WB

C, g IME/
WB

Being implemented.
Publication of MEP,
1OIs, and staff reports,
Treasury has published
information on the new
program, hired new media
staff and posted on the
Treasury website fact
sheets about elements of
the program; BRSA has
issued “‘strategy paper” on
its website; CBT has
posted information notices
in its website.

Not done. First press
conference held by
Undersecretary of
Treasury in July. No
follow-up since.

Road shows in Europe/US
in October

Foreign Economic
Relations Department of
Treasury carrying out key
functions of an TC. Plans
being made for investor
conference that would
bring together major
international business
leaders.

Temporary VAT cuts, and
plan to facilitate bank debt

workouts (“Istanbul
Approach”) introduced

Done

Done
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Action MEP Timing Type" Lead Status
Ref. Insti- January 4, 2002
tution
5. The stock of repurchase agreements of SDIF and state 18 End-May C. gM IMF/ Done
banks with the CBT not to exceed TL 7 quadrillion WB
6. All SDIF and state banks to be subject to minimum 18; Continuous ™F Being implemented. The
maturity guidelines and uniform deposit rates T25 of CBT heolds daily
Nov LOI conference calls with the
banks, instructing thern
about the maturities and
interest rates, However,
effective monitoring
remains a problem.
7. a. Establish a common and politically independent board 110 . 6"7"  WB Done
for Ziraat and Halk, reporting to the Treasury, and appoint
new management who will apply commercial criteria to
ensure profitability, and who will formulate privatization
plans
b. Work out criteria for branch closures and staff L7 of Criteria for closures have
reductions in Ziraat and Halk, with rationalization to be July LOT been developed, and form
completed in 18 months the basis of conditionality
under the new program
c. Hold sharcholders’ meeting for Emlak to appoint a 117 of
liguidator July LOI Done
d. Government to issue regulation that will allow the Y26 of
joint board to complete the rationalization of staffing and NovLOI  mid-Dec.
branches in state banks 2001
8. Complete financial restructuring of state banks f10 ¢ %™ IMF/ Done
WB
9. The new governing board and managements of state 110 WB Done.
banks to apply new risk management procedures and
streamline operations as soon as possible
10. State banks to comply fully with all BRSA regulations Y10 IMF/ Done.
applicable to commercial banks. Treasury to monitor cash WB
flow, profitability and liquidity position of state banks
11. Appoint independent outside auditors to oversee 10 May WB Done. Deloitte and
implementation of state bank reforms Touche was appointed on
June 15
12. Close Emlak Bank and transfer its liabilities and somc of 111 end-May C; g" WB Done. License revoked
its assets to Ziraat Bank with effect from July 9
13. a. Resume privatization process for Vakif Bank it As soon as WB Underway. Legislation to
market facilitate sale approved by
conditions parliament on June 21 and
allow signed by President in
August
b. Send letters to potential investors, requesting 26 of Privatization advisor
indication of interest by early 2002; bids to be requested by ~ Nov LOI appointed. Submission of

Aprilfearly May 2002, winning bid to be selected in late
May

bids to proceed soon.
Letters sent in December.
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Action MEP Timing Type" Lead Status
Ref. Insti- January 4, 2002
fution

14. The SDIF to recapitalize Stimerbank to cover the bank's Y12 C, 6% IMF/ Done

negative net worth WB

15. Transfer all NPLs of Siimerbank above TL 75 blnto the 12 end-July IMF/ Done. As of end-October,

COD of the SDIF WB some 42,500 files had
been transferred

16. Put Siimerbank up for sale, with bids to be received by 112 IME/ Done, Stimerbank sale to

end-September 2001; Lquidate the bank if no viable bids are WB OYAK group completed

received by that date on Aungust 10, 2001

17. Recapitalize the remaining seven SDIF banks to cover 113 C: 6971 IMF/ Done.

their negative net worth ‘WB

18. Liquidate Demir/Ekspres/Tktisat if they cannot be sold 113 end-2001 IMF/ Done. iktisat Bank was

by end-2001 WwB put into ligunidation.

19. a. Organize the remaining four SDIF banks into a 13 end-May C; g IMF/ Done. Three banks

second transition bank or put them into liquidation WB merged as second
transition bank under
Etibank, effective July 2.
BRSA Board decision to
put Tiirk Ticaret into
liquidation taken on June
15, but TT staff opened
lawsuit against BRSA
claiming that it lacks legal
powers to close the bank.

b. Resolve Tiirk Ticaret Bank through voluntary 117 of BRSA has appealed

liquidation once the legal process has been completed July LOI lawsuit, and is awaiting

the decision by the
¢. Put Btibank into voluntary liquidation if the cannotbe 917 of Constitutional Court

sold by end-2001 July LOIT

20. Sell, put into liquidation, or otherwise resolve the 13 end-2001 C; 12" IMF/ Underway. Completed

remaining SDIF banks WB for all banks except two
for which court cases are
pending (Taris and Tirk
Ticaret) and for Toprak
(taken over in November
2001). Sale of Site
concluded. Kent closed on
December 14, 2001. EGS
merged into Bayindir.

21. Finalize resolution sirategies for Kent, EGS, Bayindir, 17 of SBAs’ IMF/ Done

Taris, and Site as soon as the SBAs have completed their July LOI;  assessment WB

assessment 1125 of expected by

NovLOI  end-Sept.
22. Auction unsold deposits and matching assets of 1125 of end-2001 IMF/ Done
remaining SDIF banks to operating banks Nov LOI WB
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Action MEP Timing Type" Lead Status
Ref. Insti- January 4, 2002
tution
23. The SDIF to decide whether to keep one of the 725 of Nov. 2001 IMFE/ Done. Bayindir was kept
intervened banks as a bridge bank Nov LOI WB as bridge bank for asset
managerment purposes
24, a. Complete transfer to COD of NPLs of SDIF banks 14 end-October IME/ Done
WB
b. Transfer the files from Eti, Inter, Es, Demir, and 17 of end-Sept. Completed
Tktisat to the COD July LOI
25, For the COD:
a. Approve operating rules and procedures; appoint 14 end-May IMF/ Done. Staffing being
professional managers; initiate the recruitment of a WEB undertaken, and new
substantial number of specialized professional staff operating rules have been
approved by BRSA Board
b. Ensure that the COD is properly staffed 125 of end-2001 Done.
Nov LOI
c. Select consultant to advise on all aspects of asset 24 of end-Nov., Done.
management, including loan recoveries NovLOI 2001
26. 1. Presentation by all capital-deficient banks of detailed 113 end-April PA; IMF/ Done
capital strengthening plans (17 banks identificd) 6% WE
b. Finalization of commitment letters by the banks on T12of o Done. SDIF intervened
recap plans June LOT 5 banks on July 10; one
bank intervened in
November
c. Promptly impose sanctions prescribed in the Banking 16 of Being implemented
Law on any bank that does not comply with its capital July LOI
strengthening plan
d. Monitor private banks and require weak banks to 116 of Banks to be Being implemented
agree with the BRSA on capital strengthening plans; resolve  July LOI resolved by
promptly banks for which plans cannot be agreed time of the
following
program
review
e. Reassess agreed plans based on end-Sept. data and, if 124 of Alternative strategy being
needed, request banks to further strengthen existing plans Nov LOT developed
f. Assess the need to agree on recapitalization plans with 124 of Being implemented
additional banks Nov LOL
27. Further revise tax laws to make mergers of banks and 15 IMF/ Done. Law adopted as
their subsidianes tax neutral WB part of omnibus law
28. SDIF to take over any insolvent bank T15 Continuous IMF/ Done. Five banks
WB intervened in July and one
bank in November
29. Strictly enforce loan-loss provisioning rules 115, Continuous IMF/ Foreseen in new
1124 of WB program

Nov LOI
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Action MEP Timing Type” Lead Status
Ref. Insti- January 4, 2002
tution
30. Finalize strategy for dealings with NPLs 124 of January IMF/ Foreseen in new
Nov LOI 2002 WB program
31. Parliamentary approval of amendments to Banking Law 116 C; 6™ IMFY Done
WB
32. Adopt connected lending regulation, to take effect on 7 Onc month BM IMF/ Done. Regulation
Tuly 1, 2001 after the WB approved by BRSA Board
amendment
of the
Banking
Law
33. Bring accounting standards for banks in line with 17 January BM IME/ Foreseen in new
international standards 2002 WB program
34. Review legal and judicial frameworks to facilitate credit Y18 WB Underway. Ministry of
enforcement and corporate restructuring Justice has sent draft new
bankruptey law for
comments by relevant
institutions.
35. Follow defined principles for the resolution of SDIFand Y19 of IMF/ Done in the case of
urdercapitalized private banks July LOL WB Siimerbank
36. Ensure that the BRSA has the legal right and financial 1120 of IMF/ Not done
resourees 1o maintain and recruit qualified staff, with July LOI WB
employment conditions in line with the institutions under its
supervision
37. Address any legal impediments to corporate 24 of Law to be IMFE/ Foreseen in new
restructuring, including submission of amended bankruptey ~ NovLOI  prescated to WB program
Law parliament
by Jan. 2002
Fiscal transparency and management
38. Close the remaining 15 BFEs (except DFIF) and 2 EBFs fi9 June BM IMF/ Done. Law adopted as
{and create no new BFs or EBFs) WB part of omnibus law.
Decree needed for closure
of three BFs; the decree
was signed by the
President on July 9.
39. Channel all revenues provided by Law 119 In 2002 IMFE/ Not done
No. 3418/39B into the budget budget WB
40. At least halve the number of revolving funds 14 end-2001 BM IMFE/ Not dene. Study being
WB carried out, to be followed

by merger of provincial
funds through MOF
directive (this is expected
to effectively cut the
number of funds in half)
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Action MEP Timing Type" Lead Status
Ref. Insti- January 4, 2002
tution
41. a. Submit to parliament a Law on Public Finance and 19 end-June BM IMF/ Done. Law submitted on
Debt Management WB July 2
b. Put in place new legal framework Y10 of end- Not done
July LOI  November
42. Include in the monthly reports of the Treasury a “lending 919 May IMF Done
minus repayments” item following the GFS methodology
43. Accompany the draft 2002 budget by accounts and 1% October 17, BM IMFE/ Done. Accounts
financial outleok for EBFs and SSIs, revolving funds, 2001 WB submitted at end-October
contingent liabilities of the Treasury, SEEs, and local
authorities
44. 2. Complete implementation of computerized accovnting 719 mid-2001 WB Preparations underway.
system to allow better monitoring of spending and costs in System to become
government units operational with 2002
budget
b. Until new accounting system is operational, use 919 of July  Starting at Foreseen under the
quarterly surveys as a monitoring device for expenditure LOI the end of program. Survey
commitments the third expected by end-year
quarter of
2001
45. Complete a new budget classification in line with 119 end-June IMF/ Done. Budget
international standards, for initiation on a pilot basis for the wB classification ready, and
2002 budget six pilot agencies have
been identified
46. Initiate necessary studies to move towards accruals- 119 IMF/ Preparations underway
based budget accounting WB
47. Submit to parliament a Public Procurement Law in line Y19 October 15 BM WB Done. Law presented to
with TN (UNCITRALY) standards parliament in November
48 a. Inter-ministerial committee to design plan to identify 119 end-Sept. WB Underway. Following
areas where the government and civil society can work workshop in mid-July,
together to combat corruption and improve governance plan will be prepared, and
will be finalized following
conference on September
20-21 (see point 43.b.
below)
b. Launch a series of international conferences on Before Underway. First
“Effective Government” summer conference (On Promoting
recess of Good Governance and
parliament Anti-Corruption) held on

c. Submit to parliament relevant legislation to improve the
code of conduct of government officials

September 20-21. Second
conference (on the
findings of the PEIR) held
in December.

Done. Legislation passed
parliament in spring
session but vetoed by
President



-72- APPENDIX III
Action MEP Timing Type" Lead Status
Ref. Insti- January 4, 2002
tution
Increasing the Role of Private Domestic and
Foreign Capital in the Turkish Economy
49. a. Parliamentary approval of legislation to facilitate Tiick Y21 PA; wB Done
Telekom privatization 677"
b. Tiirk Telekom to contract advisors to develop 921 of Byend-Oct. BM Done. Arthur Andersen
corporatization plan acceptable to the Word Bank July LOI appointed on October 31
c. The Board of Directors of Tiirk Telekom to adopt 121 Not done
comprehensive corporatization plan for the company
d. The PA to complete a revised privatization plan for f21; 721 Byend-2001 BM Not done
Tiirk Telekom (Tender Committee to be appointed} of Tuly
LOI
e. Appoint new professional Board and management of Y21 c; 8" Done
Tiirk Telekom with relevant private sector experience
50. Initiate preparatory work for speeding up the sale of 121 WB Not done due to poor
third generation mobile phone licenses market conditions
51. PA to carry out further public offering of TUPRAS 21 IMFE/ Not done due to poor
which will increase the private sector stake to 51 percent WB market conditions
52. PA to carry out public offering of POAS 21 of Fourth IMF/ Not dene due to poor
July LOI quarter WB market conditions
53. a. Parliamentary approval of Tobacco Law 121 May C; 8" WB Done. Law adopted on
June 21, but President
returned the law to
parliament citing
constitutionality concerns
b. Re-submission of Tobacco Law 121 of Done. Law was re-
July LOI submitted in parliament’s
fall session and approved
on January 3, 2002
c. The PA to prepare privatization plans for TEKEL and 721 of By end-2001 Not done. Preparation of
SEKER, consistent with the World Bank ERL July LOT plan for TEKEL awaiting
passage of Tobacco Law;
plan for SEKER being
prepared
54. Privatization of ERDEMIR through merger with 21 WB Underway, including

ISDEMIR and additional sale of shares on ISE

operational restructuring
through reduction in
staffing
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55. a. Privatize those thermal generation and electricity 121 WB Underway. Pre-
distribution assets that remain after the June 30, 2001 qualification tenders to be
deadline for transfers of TOORs; PA to hire investment opened immediately after
advisors for this purpose the deadline for TOOR
contracts. Legislation to
extend the deadline from
June 30 to October 30 has,
however, been adopted by
parliament.
b. Resolve pending TOOR contracts before end-October 21 of Not done. State Court
and then proceed as in 49.a. July LOI (Danistay) has issued
opinion that the Treasury
cannot issue such
guarantees
¢. Immediately start preparations for privatization of Y21 of Underway
electricity generation and distribution assets for which there  July LOIT
are no pending TOOR contracts
56. Work with Ministry of Energy to prepare for the transfer 21 of WB Underway
of gas companies from BOTAS to the PA’s portfolio July LOI
57. Define program for sale of land owned by the state 121 May IMF Done. Legal amendments
submitted to parliament
on June 27 but vetocd by
President
58. Passage by parliament of a law fully implementing the 22 Before BM IMF/ Done. Law adopted by
constitutional amendment on international arbitration parliament WB parliament on June 21
sumimner
recess
59. a. Complete study on administrative barriers to 122 Plan to be WB Done. Action plan
investment by June and submit action plan to Council of subrmitted by presented to the CoM in
Ministers; identify specific actions to be taken under the Tuly; November
program program
actions to be
identified
during 10®
program
review
b. Workshop to be held in September T 220f Doue
July LOIL
60. Complete extensive review of the commercial law, the 22 September IMFf Not done
land development law, and other laws affecting the WB
investment environment
61. Review tax laws and identify, if necessary, legal steps to 1122 IMFE/ Not done
improve investment environment (while safeguarding tax WwB

revenues)
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62. Explore, with the main business organizations, further 23 IMF/ Not done
measures (o facilitate FDI and improve business WB
environment
63. To improve the guality of public sector data and public 28 of Mid-2002 IMF/ Foreseen in new
resource managetnent, present to parliament a Public Nov LOIL WB program
Finance Management and Internal Control Law
64. Submit to parliament a new draft Law on Foreign Direct 1128 of January 15, WB Foreseen in new
Investment NovI.OI 2002 program
65. Submit to parliament a draft law on work permits 5128 of End- WEB Foreseen in new
NovLOI  December program

2001
66. Complete draft legislation reducing the number of 128 of End-January WB Not done
documents needed to obtain investment incentives NovLOI 2002
67. Raise the minimum amount in VAT rebates that can be 28 of End-January WB Not done
made without submitting examination reports and posting Nov LOI 2002
financial bond guarantees,
Fiscal policy and public debt management
68. Approval of tax measures: (a) increase petroleum 130 PA: IMFE/ Done. PCT increased by
consumption tax by 15 percent in early May 2001 (b) 6h7® WB more than 20 percent;
increase VAT rates (except the reduced 1 and 8 percent minimum contribution
rates) by one percentage point; and (c) increase, as of April base increased by 40
2001, the minimum contribution base relevant for social percent, and contribution
security payments in line with the existing regulations ceiling raised from 4 to §

times the minimum

69. Raise the PCT every month by at least WPI inflation T30 As of June IMF Done
70. Increase health premia and co-payments fi30 Before IMF/f Not done. Foreseen in

parliament WB new program

SuImmer

recess
71. Allow full deductibility of specific loan loss provisions 130 IMF/ Done. Provided for in
that banks are mandated to make based on banking WB amended Banking Law
regulations; eliminate tax deductibility for general
provisions
72, Approval of supplementary budget in line with the 131 C; 8t IMF/ Done. Budget approved
program following expenditure policics: WE by parliament on June 14

= adjust corrent expenditure, transfers, and investment by

less than the revision in the inflation target
=  cut “other current expenditure” covered by Article 53
of the budget law

=  limit the temporary credit subsidies to 0.2 percent of
GNP, covering the cost of financing loans outstanding
before the February 2001 crisis (new lending will not
be subsidized)
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Action MEP Timing Type" Lead Status

Ref. Insti- January 4, 2002
tution

*  wage and employment policy for civil servants that (a)
maintain civil service wages in real terms and (b) do
not increase the number of civil servants

73. SEEs

*  increase SEE tariffs and prices in line with increased 132 WB Done
costs and revised inflation targets

*  reduce operating expenses in real terms Instruction issued by

Treasury

*  cut sugar beet quotas from 1274 tons to 11% tons and Quota reduced as planned;
increasc the support price of sugar beets by no more price to be set in autumn
than targeted inflation

=  limit the volume of support purchases of cereals and Done. The spread
offload additional grain stocks between TMO purchase

and sales price increased
to limit throughput

*  in parallel to the introductien of direct income support Not Done. Increase
to farmers, keep support price increases in 2001 at most adopted in May exceeded
at targeted inflation (the margin for the support price targeted inflation
for wheat over world prices will be further reduced to
at most 20 percent by June 2001 subject to the
provision that the increase will not exceed targeted
inflation; the tariff on grain imports will be lowered to
at most 45 percent)

*  maintain the average price of electricity sold by TEAS  17; June Done. Electricity price to
at 4.5 U.S. cents/kwh and increase accordingly fees and LOI increase by more than
tariffs of TEDAS, allowing the laticr to cover the cost planned to 5.1U8
of purchasing electricity from TEAS cents/kwh by end-2001

{with corresponding
increase in TEDAS price)
= increase cigarette and aleohol prices charged by Done
TEKEL by 16-22 percent

*  discontinne the policy of subsidizing LPG Done

=  eliminate all discounts and exemptions on SEE Foreseen in new
products and services by June 2001 program (with several

small exceptions)
continue policy of replacing up to a maximum of 15 percent Being implemented

of retiring personnel in the SEEs in the Treasury’s portfolio,

in the PA portfolio, in Turk Telekom, and in public banks.

74. Slow down new expenditure programs in EBFs 132 IMF/ Being implemented.

WB Through November, EBF

expenditures have been
restrained (excepting
World Bank-financed
social expenditures)
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75. a. Enact tax regulation to extend the use of Tax 134 End-May C; 8" IMF/ Done. Regulation adopted
Tdentification Numbers WB on June 20
b. Commence the application of TINS to financiat 9 of July September Done
transactions LOL 1, 2001
76. Merge and reorganize the three data processing centers 134 IMF Underway. Expected to
of the tax administration be finalized during the
first half of 2002
77. Reduce the stock of private sector tax arrears from the 134;M23  End-2001 BM IMF Underway. Target
end-2000 level of 2 percent of GNP (including interest and of Nov unlikely to have been
penalties) LOL fully met
78. Adjust promptly the interest rate on late payment of tax 134 Continuous IMF Being implemented.
and social security arrears to keep them sufficiently above MOF is monitoring
market interest rates interest rate developments
with a view to adjusting
the rate as appropriate
79. Work jointly with the World Bank to adopt a medium- 9 of July  Swrategy to WB Underway. Likely to be
term strategy for improving the tax system LOI be adopted adopted in January 2002
by end-2001
80. Transparently disclose to the public the government’s 139 IMF Being implemented
total financing needs, including the securitization of its
obligations to the SDIF and state banks
81. Enhance the primary dealer system and give 139 IMF Underway. Introducing a
consideration to introducing some additional methods of new primary dealer
trading system by end-2002 is a
structural benchmark
under the new program.
Discussions with
candidate primary dealers
are currently taking place.
82. Consider changes in the structure of the taxation of 139 IMF Done as part of July 26
financial instruments that would facilitate the direct package.
purchases of government securities by individoals
83. Ensure that all budgetary measures needed to reach the 22 and January IMF/ Foreseen as prior
6.5 percent of GNP public sector primary surplus target for Annex G 2002 WB actions in new program
2002 are in place of Nov (with some exceptions for
LOI technical reasons)
84. Ensure that any liguidity of public banks in excess of 10 of Coentinuous IMF/ Done
that required to meet deposit outflows will be utilized to Nov LOI WB
reduce the Treasury's borrowing requirement from the
private sector.
83. To improve prospects for a smooth rollover of 11 of Continnous IMF Done
government debt: Nov LOI

*  Make every effort to lower the domestic borrowing
requirement inter alia by issuing eurobonds and
pursuing privatization vigorously;
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=  Issue a broad range of instruments aimed at lengthening
maturities of domestic debt, including fx-denominated
and fx-linked paper;
=  Supplement the regular program of auctions with
continued direct public offerings of government
instruments
Monetary and exchange rate policy
36. a. CBT to tcchnical strengthen technical infrastructure T43 IMF Underway. TA provided
needed to implement direct inflation targeting (DIT) (including bilateral and
MAE), communication on
DIT with the public
strengthened, and surveys
of market expectations
started in September 2001
b. Issue Inflation Report (with publication of a quarterly Y12 of By early Underway. The first
Monetary Policy Report in November as a forerunner) JulyLOI  October Monetary Policy Report
2001 was issued in November
2001
¢. The Monetary Policy Council to start issuing press 13 of Not done. Issuance
releases after its meetings Nov LOI expected soon
d. Formally make inflation targeting the nominal anchor 12 of Beginning in Not done, Delayed to
for monetary policy July LOI  last quarter 2002
MTi3of of 2001
Nov L.OI
87. To enhance the development of forward and futures FX 15 of IMF Not done. Working group
markets: Nov. LOI to announce concrete
steps by end-January 2002
as part of the new
program
*  encourage introduction of Turkish Interbank Offer Rate
= clarify the taxation and accounting procedures for
futores contracts
Social dialogue, incomes policy, and protection
of the most vulnerable
88. Negotiate public workers wages with the aim of 45 IMF Wage settlement for

reducing the ratio of average net salaries of public sector
(blue-collar) workers and civil servants (white-collar) from
2.6 in 2000 to 2.0 during the contract period, with a decline
in the ratio of about one fifth in the first contract year. The
wage contracts for public sector workers will be adjusted for
inflation exceeding the targets, but not before the end of
each six-month period. The adjustment will not exceed 80
percent of the difference between actual and projected
inflation, and there will be no adjustment for the first 6-
months

public workers reached on
May 22 in excess of
program. The ratio of
average net salaries of
public sector workets and
civil servants was
expected to decline to 2.2
in 2001 and rise to 2.3 in
2002.
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Action MEP Timing Type” Lead Status

Ref. Insti- January 4, 2002
tution

895, a. Establish intensive dialogue with employers and trade  146; IMF Underway. But outside

unions, including frequent meetings of the ESC T4 of the ESC framework
June LOI

b. Hold first meeting of ESC under the new legal 125 of Before end- Not done
framework July LOT;, 2001

13 of (initially by
NovLOI  end August
2001)

80. Strengthen social protection programs to help reduce the Y47, WB Underway, with World

impact of the economic downturn on the most vulnerable 26 of Bank assistance. Social

sections of the population July LOI mitigation loan (US$100
million) as part of larger
project loan (Social Risk
Mitigation of US$500
million} approved by the
World Bank Board in
September

1/ C=condition for completion of review; PA=prior action; BM=structural benchmark.
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REPORT ON EXTERNAL AND FINANCIAL VULNERABILITY

1. The recovery in the financial markets, which started in mid-October 2001, gained further
momentum in December after the completion of the tenth review and the start of negotiations
with the Fund on a new Stand-By Arrangement. By early Januvary 2002, the interest rate on the
benchmark bond had declined significantly, the stock market index had recovered strongly, and
the exchange rate had appreciated substantially. Banking and external sector indicators had
improved somewhat, although vulnerabilities remained.

Financial and monetary indicators

2. The improvement in financial markets in the period mid-October—early January was
driven by expectations of additional financing from the IMF, but also by Standard and Poor’s
upgrade of its outlook on Turkey from negative to stable, a less likely enlargement of the
military conflict to Iraq, and progress on Cyprus and European Security and Defense Policy
issues. The compounded yield on the benchmark bond declined by almost 20 percentage
points, to 68 percent. The exchange rate appreciated by 12 percent reaching some
TL/US$1,400,000, and the stock market recovered by almost 66 percent.

3. These promising developments, which were supported by the passage by parliament of
some key reform laws, were also underscored by the re-openings in December of Eurobond and
Dollar Global Bond issues in the face of strong demand from international investors. The spread
over the Treasury’s 2010 bond in the U.S. Global Bond Market declined by 290 basis points in
early January compared with end-October, underlining the improved international financial
market sentiment for Turkish government securities despite the economic crisis in Argentina.
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Benchmark Bond Exchange Rate ISE Index
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Real sector and government budget indicators
4, Real GNP figures for the third quarter were better than expected: GNP contracted by

8.3 percent with respect to the same period in 2000. The contraction in output was due mainly to
a drop in private consumption and investment expenditures. Reflecting the sharp deterioration in
market sentiment after the September 11 events, the CBT’s Economic Tendency Survey and the
SIS’ Production Expectations Survey in September and October pointed to a reduction in both
domestic demand and supply, although the former indicated a considerable improvement in
November. Seasonally adjusted capacity utilization in private manufacturing industry, however,
rose in October and November by 1.2 percent and 1.4 percent, respectively, after a drop of

2.7 percent in September. Seasonally adjusted industrial production rose in November by

1.8 percent after a flat September—October period. Underpinning the timid recovery in real
activity, VAT revenues rose by 9 percent in October before declining by 2 percent in November,
partly reflecting the temporary VAT reductions introduced over the November-December
period. In November, WPI inflation was in line with market expectations, but was above them in
December as the positive effect of nominal appreciation was counteracted by an increase in
agricultural prices. CPI inflation in both November and December was somewhat lower than
expected in the markets,

5. On the fiscal front, November posted another large primary surplus adding to a
cumulative primary surplus of the consolidated budget that in October was higher than the
2001 end-year target. Financial market sentiment concerning the rollover of government debt in
the rest of 2001 and in early 2002 improved with the completion of tenth review and the
prospects for a new Stand-By Arrangement.
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Banking and financial sector indicators

6. Capital adequacy for the banking sector excluding SDIF banks improved in the period
June-September {mostly due to recapitalization of the state banks), but deteriorated for the
banking sector as a whole. NPLs of the SDIF banks declined in absolute terms by almost

86 percent from end-October to December, helping the total NPLs in the banking sector to
decline in absolute terms by almost 34 percent. The decline in NPLs of the SDIF banks was
reportedly due to the transfer of NPLs of the liquidated SDIF banks to the Collection Department
of the BRSA. However, when the SDIF banks arc excluded, NPLs in absolute terms rose by
almost 2 percent, owing to the rise in the NPLs of the state banks. These figures may understate
the true extent of NPLs, Credit risk associated with the decline in economic activity remains a
source of vulnerability in the banking sector.

7. Credit to private sector (excluding SDIF banks) declined in absolute terms by 4.8 percent
from end-October to end-December, causing the ratio of credit to private sector to deposits to
decline further. Although there was a sizable reduction in short open foreign exchange positions
in absolute terms from end-October to mid-December, the improvement in the ratio of the short
open foreign cxchange positions to the banks’ capital base remained limited as a result of the
deterioration of the capital base in the same period. The maturity mismatch rose in October after
a decline in September. With regard to currency substitution, although the FX deposit stock
measured in U.S. dollars rose in late December compared with end-October, the share of foreign
exchange deposits, measured in TL, as a share of total deposits declined over the same period
owing to the appreciation of the TL and the rise in the TL deposit stock. Following a steep
decline in October, banks’ external loans due the following month rose in November.
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8. With regard to banks resolutions, Toprak Bank was taken over by the SDIF on November
30, and Iktisat Bank entered into voluntary liquidation with its banking and deposit-taking
license being revoked as of December 7. While the sale process of Sitebank is close to
finalization, Kentbank and Etibank entered into veluntary liquidation and their banking and
deposit-taking licenses was revoked as of December 28. EGS Bank was transferred to
Bayindirbank, and its banking and deposit-taking license will be revoked as of January 18. The
deposits of most SDIF banks have been auctioned to other banks, in preparation for the
resolution of the SDIF banks. On January 10, parliament approved the law on recapitalization of
banks. Standards and Poor’s upgrade of the financial outlock of some leading Turkish banks
(including Ziraat Bank) from negative to stable should help increase confidence in the banking

sector.
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External indicators

9. The current account surplus in January—September 2001 reached US$2.5 billion,
compared with a deficit of US$6.9 billion over the same period in 2000. The improvement in the
merchandise trade deficit, which was the main driving force behind the better-than-expected
current account outcome, continued in October with better-than-expected export growth of

24.3 percent and a contraction in imports of 34.3 percent. In October-December, real
appreciation reached 21 percent. Nevertheless, the preliminary figures from the Unions of
Turkish Exporters suggested year-on-year export growth in November and December of

17.5 and 6.1 percent, respectively, pointing to a preliminary year-end export outcome of about
US$31 billion. Although the Central Bank’s Economic Tendency Survey indicated sharp
deteriorations from August to October in the expectations for new orders from export markets
and sales in the export markets for the next three months, both forward-looking indicators posted
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considerable improvements in November. SIS data indicate that the number of foreign visitors to
Turkey declined on year-on-year basis by 9.5 percent and 13.5 percent in October and
November, respectively. In the period ahead, both export of goods and tourism receipts will
continue to be affected by the fallout from the September 11 events.

10.  Total capital outflows in January—September 2001 reached US$10.6 billion, although
there were net capital inflows in September of US$381 million, for the first time since January.
Although the bulk of the capital outflows in January—September 2001 was short-term flows
(primarily due to repayments by banks) and portfolio investments (mainly due to sales of
securities by nonresidents in Turkey), both items posted inflows in September: US$194 million
and US$131 miltion, respectively. Nonrecorded capital flight registered in “net errors and
omissions” reached US$3.1 billion in January—-September 2001 compared with US$1.6 billion in
the same period of 2000. Leading Turkish banks have returned to the international capital market
for syndicated loans. The short-term debt-to-reserves ratio did not improve in September over the
previous month, and stood at 110 percent.
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ASSESSING BUDGETARY FINANCING NEEDS FOR 2002

1. Estimating Turkey’s budgetary financing needs for 2002 is not an easy task.
What is ultimately required is an assessment of whether the Treasury can be expected to meet
its financing needs in 2002 under reasonable assumptions and without increasing market
pressures. This depends in turn on the reliability of the funding base—in Turkey the banking
sector has been the main source of government financing--which is determined by the size
of the deposit base of the banking sector and the willingness of private banks to lend in the
face of rollover risk. For the budget to be adequately financed, sufficient external resources
are required both to bring the domestic borrowing need in line with absorptive capacity and
to convince markets that the reliance on private sector gross borrowing is within the limits
required to achieve a smooth debt rollover.

2. The ability and willingness of private banks to absorb government debt— often
proxied using the required rollever ratio—depend on highly uncertain factors, such as
investor confidence, the rollover or growth of private banks’ domestic and external
liabilities, and the profitability and solvency of the banking sector. The private sector
rollover ratio (the government’s borrowing from the private sector as a ratio to redemptions
of government debt to the private sector, including interest payments) is widely viewed by
markets as a benchmark for what private banks can absorb under difficult market conditions.
As a rule of thumb, the rollover ratio provides some measure of demand for treasury bills; a
rollover ratio of about 85 percent is consistent with banks maintaining their stock of treasury
bills in real terms, depending on factors such as real interest rates and the maturity profile of
domestic debt. If deposits and other liabilities grow in line with GNP, a rollover ratio greater
than this level could be achieved consistent with a constant share of treasury bills in total
assets. However, if liabililies remain constant in real terms, a higher rollover ratio would
require banks shifting away from other assets such as private sector lending. For these
reasons, markets often focus on the implied private sector rollover ratio when assessing the
realism of the government’s borrowing program, and hence the rollover risk.

3. However, the rollover ratio is an incomplete indicator of domestic absorptive
capacity, and a clear picture of the adequacy of budget financing requires a
comprehensive view of projected balance sheet developments for the banking system.
As indicated above, Treasury’s funding base comprises (1) public banks, holding about one-
half of Treasury’s domestic debt (excluding debt held by the CBT) and accounting for over
40 percent of total bank deposits; (ii) private banks, holding most of the domestic debt issued
at auction; and (iii) nonbank entities (comprising mainly public funds, but including small
foreign and direct retail holdings). About one-third of the domestic borrowing need is
typically placed with public non-bank institutions, which as a rule roll over close to

100 percent of their Treasury bill holdings, leaving nearly all of the remainder to be financed
from the banking sector.

4, Within the banking sector, public banks have the capacity to contribute
significantly to the domestic financing of the budget. Aside from relatively small loan
portfolios, most of the assets of public banks are concentrated in Treasury bills and bonds
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issued during the recapitalization of state and SDIF banks in 2001. During 2001, most of the
interest on deposits has been rolled over, giving the public banks the liquidity to reduce
significantly their short-term liabilities. Stable growth in these banks’ deposit base is
expected to continue in 2002, which should allow for the elimination of any remaining short-
term liabilitics (mostly to the central bank), so as to allow the central bank to reduce its own
short-term borrowing from the market. This should leave considerable scope for public banks
to contribute toward meeting the domestic financing needs of the budget.

5. The remaining domestic financing requirement would need to be met by private
banks. The capacity of private banks to hold government debt grows with their deposit base,
which is assumed to stay roughly constant as a share of total banking system deposits. At the
same time, the assumed continued decline in external interbank borrowing of US$3%2 billion
projected for 2002 will reduce private banks’ capacity. This should be partly offset by an
increase in central bank net lending to private banks during 2002, consistent with the
monetary program and with the reduction in public banks’ borrowing from the central bank.
Lending from private banks to the private sector is projected to keep pace with nominal
activity (with some small decline in percent of GNP owing to exchange rate effects).
Altogether, these factors will determine the capacity of private banks (o absorb government
debt in 2002, and consequently, the need for additional external budgetary financing.

6. The staff estimates that US$7 billion in external financing beyond that already
identified would be adequate to meet the budgetary financing needs in 2002 without
putting further upward pressure on interest rates. The central government overall deficit
(excluding interest accrued by the CBT) is projected to be 13 percent of GNP, of which less
than ¥2 percent could be filled from identified net external financing and privatization
proceeds (Appendix V, Table 1). With public banks and nonbank lenders expected to provide
about 6 percent of GNP in financing, private banks would need to provide the remainder.
However, if deposits and private sector lending were to grow in line with nominal activity, an
expected decline in external interbank lending to private banks of US$3%2 billion would
imply only 2 percent could be filled from private banks at projected real interest rates,
leaving some 4 percent of GNP (US$7 billion) as the budgetary financing gap. Other things
being equal, if the gap is not closed by additional external financing, private banks could be
induced to fill part of the gap only through an increase in real interest rates, leading to
crowding out of lending to the private sector, slower output growth, and a larger budget
deficit.

7. With US$7 billion in additional external financing to the budget, the
government’s domestic borrowing requirement would appear consistent with the
banking sector’s capacity to absorb domestic debt. An additional US$7 billion in external
financing to the budget would imply a private sector rollover ratio of about 85 percent, a
level markets would regard as manageable (especially given the lower projected net foreign
commercial bank outflows and the net lending of the central bank, as discussed above), and
reduce the domestic borrowing requirement from private sector banks to a level consistent
with their absorptive capacity. Consistent with this, private bank lending could grow at the
rate of 40 percent, in line with the projected recovery in output. The projected growth in the
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deposit base of private banks, the slower reduction in external interbank liabilities, and the
reduced borrowing needs of public banks in 2002 should provide sufficient room for private
banks to maintain their stock of domestic debt in real terms and as a share of private bank
assets, despite a fall in assets as a share of GNP (Appendix V, Table 2}.
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Table 1. Turkey: Central Government Budget Financing, 2001-02

(in percent of GNF)
2001 2002
Overall balance -18.2 -153
of which: accrued interest 1/ 2.7 23
Overall balance excl. accrued interest -154 -13.0
Financing 15.4 13.0
Net external financing -2.4 -0.1
New borrowing 3.0 37
Amortization 5.4 3.7
Use of balance of payments suppaort 7.0 4.2
Privatization 0.8 04
Net domestic financing 10.0 8.4
Non-bank institutions 2.7 2.5
Public banks 35 37
Private banks 38 2.2

1/ Interest costs financed by direct bond issues to CBT in 2001, and in 2002, by CBT profits.
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Table 2. Turkey: Structure of Banking System, 1998-2001
(In percent of total assets for the system) 1/
1998 1999 2000 2001 2002
December December September  December September January 24
Total 160.0 100.0 100.0 100.0 100.0
Private Domestic 56.9 52.0 354 499 53.6
Largest six 32.0 321 342 344 39.3
Other 249 20.0 21.1 154 14.2
SDIF 1.2 5.6 32 8.5 11.7
State 34.9 34.9 34.1 34.1 272
Foreign 2.2 2.7 2.9 3.1 2.7
Investment 4.7 4.8 4.5 4.4 4.8
{In number)
Number of banks 73 81 80 80 68 59
Private Domestic 38 32 32 29 23 21
Largest six 6 6 6 6 6 5
Other 32 26 26 23 17 16
SDIF 2 3 8 11 9 4
State 4 4 4 4 3 3
Foreign 16 18 17 17 17 16
Investment 15 19 19 19 16 15

Source: Banking Regulation and Supervision Agency (BRSA).

1/ Excluding repos.

2/ From December 2000 to September 2001 five SDIF banks were merged into another SDIF bank, which was then privatized.
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Ankara, January 18, 2002

Mr. Horst Kéhler

Managing Director
International Monetary Fund
Washington, D.C., 20431
US.A.

Dear Mr. Kéhler:

1. From the outset, Turkey’s economic reform program has had two main goals:
conquering the chronic and persistent high inflation of the 1990s, and overcoming the
associated macroeconomic instability which has constrained our economic growth.
Although the original three-year program initiated in December 1999 has had to be adapted
and strengthened in the light of events, including the February 2001 crisis, we have made
considerable progress. We have implemented a major fiscal adjustment to help bring about
debt sustainability. We have reformed the banking sector through an operational and
financial restructuring of public banks, and a strengthening of the regulation and supervision
of private banks. We have also pursued disinflation both under the original crawling peg
regime and following the float in February 2001. Finally, we have deepened the role of the
private sector in the economy, including through reforms to facilitate privatization.

2. Our revised program, adopted in May 2001, was beginning to achieve its aim of
restoring investor confidence in the wake of the two crises, when the events of
September 11 hit. From early August onward, as confidence began to return, interest rates
started to fall, and the Turkish lira stabilized. The events of September 11, however, hit
Turkey particularly hard, given our debt situation and our location, This severe external
shock is affecting the Turkish economy through several channels: weaker demand in
industrial countries, lower tourism receipts, reduced access to international financial markets,
and poorer privatization and foreign direct investment prospects. This has resulted in a
projected external financing gap of US$10 billion in 2002, and weaker short-term economic
growth prospects.

3. We have responded to the fallout of September 11 and Turkey’s ongoing
economic problems by deepening and extending our economic program, building on
our earlier reforms. The Turkish economy is entering 2002 with greater strength thanks to
the reforms carried out so far, but is still facing very important challenges. Chief among them
is the reduction of inflation to the targeted 35 percent, the resumption of growth which
should continue to be export led, and the more rapid extension of the benefits of growth to
the lower-income groups. We are determined to build on the positive results that have
emerged at the end of 2001 thanks to the success of our fiscal policies, the competitive
exchange rate, and the enactment of many important structural reforms. Despite the progress
made, Turkey continues to face difficult macroeconomic and structural policy challenges,
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including a substantial public debt burden, high inflation, banking sector difficulties, and
extensive state involvement in the economy. To tackle these problems, while addressing the
repercussions of September 11, we have decided to adopt a strengthened medium-term
economic program.

4, This letter lays out in detail our economic program for 2002-04, and requests a
new stand-by arrangement in its support. Based on our balance of payments needs, and
our strengthened policies described below, we request the approval of a new stand-by
arrangement in an amount equivalent to SDR 12,821.2 million for the period January 2002
through December 2004. The current stand-by arrangement (2000-02) will be cancelled upon
approval of the new arrangement. We will use the equivalent of SDR 4,916.4 million of what
becomes available upon approval to repay outstanding resources under the Supplemental
Reserve Facility. Annex A summarizes the main macroeconomic indicators under our

program.

5. The program will be monitored through regular reviews, prior actions,
guantitative performance criteria and indicative targets, and structural performance
criteria and structural benchmarks. The reviews will be held bimonthly in March, May,
and July 2002, and quarterly thereafter (starting in October 2002) for the duration of the
arrangement. Annex B summarizes the quantitative performance criteria and indicative
targets, while the structural conditions are listed in Annex C.

Objectives and strategy for 2002-04

0. Our program aims to insure the economy against future crises and lay the basis
for sustained noninflationary growth. First, the program will improve the economy’s
resilience to shocks and reduce its vulnerability to future economic crises, by (i) maintaining
the exchange rate float and using inflation targeting to deliver a significant reduction in
inflation, (i1) pressing ahead with bank restructuring, and (iii) ensuring a viable government
debt position. Second, the program will involve fundamental structural reforms aimed at
raising Turkey’s growth potential. Achieving these objectives will also help move Turkey
closer to the goal of EU membership.

7. For 2002, our priority will be to restore financial and macroeconomic stability,
and to further progress in structural reforms. To this end, we will ensure that our
ambitious public sector primary surplus target of 62 percent of GNP will be met. This,
together with our active and flexible debt management strategy, should ease government debt
rollover. We are also determined to deepen our structural reforms to build on the important
results achieved so far. While in 2001 the sharp devaluation after the float of the Turkish lira
in February and the September 11 shock raised CPI inflation to 68.5 percent, in 2002
monetary policy will be consistent with our 35 percent inflation target. Although real GNP is
estimated to have declined by 82 percent in 2001, a moderate economic recovery started in
the third quarter, and is expected to continue in 2002. In light of the negative impact of the
recent events on exports and tourism and our commitment to disinflation, we project real
GNP growth in 2002 conservatively at 3 percent. We believe, however, that this projection
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has upside potential. As regards the external current account, we expect the September 11
shock, the economic recovery, and a modest rebound in the real exchange rate to resultin a
deficit of about US$2 billion in 2002, following an estimated surplus of a similar size in
2001.

8. For 2003-04 and beyond, our key objectives are sustainable growth, together
with continued disinflation and a viable debt position. Continued implementation of
prudent financial policies and structural reforms will lay the basis for higher growth of at
least 5 percent annually in 2003 and beyond. The move to an inflation targeting framework
will underpin our disinflation efforts. Recovery in world demand and the impact of structural
reform on the competitiveness of our economy will support the current account. In this
context, we expect government debt to show a marked declining trend relative to GNP, and
the external current account position to be fully financed, with foreign exchange reserves at
safe levels.

0. In support of these objectives, we will pursue 2 multi-pronged economic policy
agenda in 2002-04:
. Continued sizeable public sector primary surpluses to strengthen our debt position

and rebuild market confidence. In 2003, we will maintain the primary surplus at the
targeted 2002 level of 62 percent of GNP, and will lower the target in subsequent
years only if the debt-to-GNP ratio falls substantially faster than currently envisaged.
To achieve these targets, we will introduce fundamental reforms of the expenditure
and taxation systems, while ensuring that spending in social areas remains adequate.

» Inflation targeting under a floating exchange rate regime, featuring a pre-
announced medium-term disinflation path. The Central Bank of Turkey (CBT) will
direct monetary policy to keep inflation within 35 percent in 2002, 20 percent in
2003, and 12 percent in 2004. To facilitate the achievement of these targets, the
government will make determined efforts to remove the widespread backward
indexation of wages and prices during the program period.

. Completion of banking sector restructuring, to underpin financial stability and
help orient credit flows to their most efficient uses. This will include a strengthening
of the private banking sector, efficient resolution of intervened banks, continuation of
the operational restructuring of state banks—with their privatization the ultimate
objective—and further improvement of regulation and supervision.

. Enhancing the role of the private sector in the economy by accelerating
privatization, facilitating corporate debt restructuring, improving the business climate
(including through the creation of an Investor Council), and encouraging foreign
direct and domestic investment. By the end of the program period, we expect all large
state economic enterprises (SEEs) to have been restructured, and most of them
privatized.
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. Public sector reform aimed at a lasting improvement in public resource management
and efficiency. Our main focus in this area will be on reforming the civil service,
further consolidating the fiscal accounts, and improving fiscal reporting and
transparency.

10.  Within this overall framework, economic policy will respond flexibly to
unforeseen developments. Economic prospects and the balance of payments will depend on
the duration and effects of the September 11 shock, and on the restoration of investor
confidence. If the balance of payments outturn were better than predicted, we would in the
first instance allow a build-up of foreign exchange reserves and adjust monetary policy to
safeguard the inflation target. Should the overperformance be large and persist, with the
overall debt position better than expected, we would also be prepared to make repayments of
Fund resources ahead of schedule, or refrain from drawing scheduled disbursements. In the
event developments are less favorable than anficipated, the program’s prudent fiscal and
monetary stance and strong reform agenda should help reassure markets and thus insulate
Turkey. Nevertheless, we would further strengthen fiscal policy as needed to ensure that the
debt situation remains manageable should the circumstances deteriorate markedly and market
confidence be slow to return. We believe that the policies and measures described in this
letter are adequate to achieve the objectives of the program, but we stand ready to take
additional measures if necessary to keep our program on track, in close consultation with the
Fund. We will also consult with the Fund on its balance of payments policies after the
expiration of the arrangement, in line with the Fund's policies on such consultations, while
we have outstanding purchases in the upper credit tranches.

The program for 2002
Fiscal policy

11.  We are putting in place a fiscal framework to increase the public sector primary
surplus from the targeted 5.5 percent of GNP in 2001 to 6.5 percent of GNP in 2002.
Even under the difficult economic conditions, we met all of our primary surplus targets
through end-September with considerable margins, and expect to have met our full-year
target as well. We will continue with this strong implementation in 2002, in view of our need
to achieve a more sustainable debt situation. We have made some minor and neutral changes
to our fiscal framework for 2002, due to changes in the macroframework. We expect much
weaker-than-programmed oil prices and projections for a stronger-than-programmed
currency to lift the primary surplus in our energy SEEs, which are large importers. The
primary surplus, however, is now expected to be lower for the consolidated budget, since a
higher price level will feed fully through to indexed wages and pensions, but in the case of
revenues, be partially offset in impact by lower growth.

12.  Insupport of our fiscal target for 2002, we have specified about 2 percent of
GNP in new measures (detailed in Annex G of our letter of November 20), and have
already implemented many of them. On the revenue side, we have passed a Finance Bill
implementing changes in specific excises, raised the petroleum consumption tax (PCT) and
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extended it to natural gas, doubled property tax rates in metropolitan areas, amended the
Construction Law (to allow our electricity metering program to proceed), and raised prices
and eliminated discounts and exemptions in key SEEs. We have also passed a budget law
reflecting most central government expenditure measures, and issued circulars to implement
tighter cost controls in the health sector. Finally, we have instructed SEEs in the Annual
Investment and Financing Decree and in three circulars to implement all cost savings
measures in their budgets. Treasury auditors will monitor SEEs’ compliance with these
measures on a quarterly basis.

13.  We will also implement as prior actions a number of additional measures to help
achieve the 6.5 percent of GNP primary surplus target. On the revenue side, the Council
of Ministers will approve a reduction in the share of central government tax revenues
accruing to metropolitan municipalities to 4.1 percent. On the expenditure side, we will issue
a circular to implement our attrition rules, and the Minister of Finance will approve a
reallocation of spending to ensure adequate funding for Direct Income Support (DIS) for
small-scale farmers. The reallocation is needed, because the budget approved by parliament
did not reduce agricultural premia and increase DIS to the extent intended, and it involves
reducing transfers to the sugar and electricity companies to fund an increase in it.

14. A few measures will be done later in the year, because they require more time. In
carly February, we will increase the PCT (on items excluding natural gas) by 1 percent in
real terms. By end-March 2002 (as a structural benchmark), the Minister of Finance will
identify savings from closing regional administrations and other regional line agency offices,
and block relevant budget appropriations in the budget, and SEEs will approve budgets in
line with the cost reductions mandated. Throughout the year, to safeguard government
revenues we will refrain from introducing any new tax exemptions or incentives, except
those specified in our tax reform plan (discussed below). Moreover, to safeguard SEE
revenues, we will refrain from introducing any new discounts or exemptions for SEEs,
except those pursued for commercial reasons by enterprises' managements.

15. We have expanded our monitoring to additional elements of the public sector
for 2002. In addition to a performance criterion on the primary surplus of the consolidated
government sector (Annex D), the program will include a semiannual indicative target on the
primary balance of other elements of the public sector (Annex E). For 2002, this new target
covers the social aid and solidarity fund, 10 SEEs, all revolving funds in education and
health, special provincial administrations, and a municipal development bank. For 2003, it
will also cover 10 more SEEs, and municipalities with a population of over 50,000. The
program will also include an indicative target on the overall balance of the consolidated
government sector (Annex F). A baseline for net lending has been specified (Annex G),
below which amounts will not be counted toward our primary balance performance criterion.
In 2003, all net Iending will be counted toward our target.
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Public debt management

16.  In the last few months, the Treasury has been able to lengthen the maturity of
domestic debt issuance and widen the range of investor participation, notwithstanding
the turbulent conditions in world markets. We lengthened the average maturity of
Treasury bill issuance to nearly 6 months in November, the longest since May, which
illustrates growing market confidence. Retail investors augmented their securities holdings,
spurred by the recent increase in the tax exemption threshold and improving domestic market
conditions. With demand from insurance companies and foreign investors also on the rise,
this diversified the investor base. Meanwhile, the Treasury issued US$1.5 billion in
international bonds during the final quarter of the year, exceeding expectations under
difficult international market conditions.

17.  For 2002, we expect that additional external financing and the strong financial
position of state banks will limit the domestic borrowing needs from the private sector
to comfortable levels, facilitating a smooth rollover of the government’s domestic debt.
With stable growth in the state banks’ deposit base expected to continue in 2002, these banks
will be able to eliminate any remaining short-term liabilities, and at the same time contribute
toward meeting the domestic financing needs of the budget through the swapping into longer
maturities of the bonds held by the state banks. Available external financing will further
reduce domestic borrowing from the private sector. Qur borrowing program is based on a
conservative assumption of US$2'2 billion in international bond issues in 2002, augmented
by the use of some US$7 billion in external support from the Fund (prudent external debt
limits will be monitored through the performance criteria outlined in Annexes H and I). The
residual financing needs, while large, are expected to be well within the ability of the
domestic private sector to absorb. Taking all the above into account, we estimate the required
private sector rollover ratio in 2002 to be a manageable 85 percent.

18.  Beyond this, we will take several new debt management initiatives in 2002 to
improve the robustness of the debt program to periods of market weakness, reduce
remaining market concerns about the rollover, and diversify the investor base. In
Treasury bill auctions and public offerings, we will continue to lengthen average maturity to
the extent demand allows and to encourage a diverse range of investors. This should further
reduce the gross borrowing requirement from the market, and hence the private banks’
rollover ratio. We will also provide instruments and a market structure which seek to ensure
that banks continue to play a major role in the funding of government debt. Accordingly, in
issuing new domestic debt we will pay particular attention to the need to allow banks to
match their foreign exchange and interest rate exposures,

19.  Specifically, our new initiatives will include the following:

. In January 2002, we will resume the program of Fleating Rate Note (FRN) auctions
which had halted in November 2000. By further increasing the maturity of the
Treasury’s debt, this program will allow a reduction in the Treasury’s gross
borrowing requirement, while providing an instrument which meets banks’ needs
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concerning interest rate risk and liquidity. To improve the liquidity of the FRN
market, before the first issue a revised standard method of price and yield
calculations, in line with international practice, will be publicized by the Treasury for
use in the primary and secondary markets, and by the CBT and the Istanbul Stock
Exchange for use in their collateral valuation. For their part, the Treasury and the
Banking Regulation and Supervision Agency (BRSA) will ensure that banks fully
understand the appropriate interest rate risk treatment.

To further enhance the liquidity of domestic debt, we will reintroduce a primary
dealer program by end-September 2002 (structural benchmark). Discussions with
candidate primary dealers are currently taking place. Under the program, primary
dealers will commit to minimum levels of purchases at auctions, and to make markets
in Treasury bills and domestic government bonds, both for outright transactions and
for the lending of securities. The Treasury will also provide a facility to swap other
bills into benchmark bills, at its own discretion, to relieve any securities settlement
shortages which might occur.

Liquidity in the government securitics market will be helped by liquidity in other
financial instrument markets. Therefore, the deepening of the interbank money
market and creation of a Turkish Interbank Offer Rate described in paragraph 25 will
be helpful for debt management.

We will continue to issue, subject to market conditions, domestic fx-denominated
and fx-indexed bonds, as well as international bonds, to further lower the gross
domestic borrowing requirement while maintaining a diverse investor base and mix
of instruments.

The Treasury will conduct a study on its operational mechanism, procedures, and
structure to improve its risk and debt management, including through closer
coordination between domestic and international borrowing. The recommendations of
this study will be implemented by mid-2002. This will allow joint decisions to be
made on the borrowing approach in these two markets, to reflect the overall
borrowing needs of the Treasury and the reality that international and domestic
investors alike participate in these markets.

The Treasury will also develop its cash management operations, acting in
coordination with the CBT.

The Treasury will intensify its dialogue with the full range of investors, including
bilateral contacts and group discussions with institutional investors and
intermediaries, and enhanced retail outreach.
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Monetary policy

20.  The main goal of monetary policy will be to reduce inflation to 35 percent by
end-2002, The CBT will achieve this goal by initially using base money targets and later, as
the preconditions are met, through the introduction of formal inflation targeting. To achieve
this goal, we have developed a monetary program that sets performance criteria on the level
of base money. Through 2002, we will target base money growth of 40 percent, in line with
projected 3 percent real output growth and our target of 35 percent inflation. However, as the
experience in 2001 has shown, the demand for base money is difficult to predict. Thus,
during program reviews an assessment of base money demand will be a focus area, with
targets for base money adjusted should money demand show signs of deviating markedly
from program projections. In such assessments, indicators such as dollarization of deposits,
velocity and currency movements, and yield curve indicators will be monitored closely.

21.  In May 2001, we took the first crucial step toward inflation targeting, by
granting the CBT full operational independence o pursue the goal of price stability.
Throughout the turbulence in financial markets of the past year, we believe that CBT
independence has helped stabilize monetary policy, keeping inflation from spiraling out of
control. Looking ahead, we will ensure that any new laws or regulations do not undermine
the independence enshrined in the CBT law. With confidence now showing signs of
improving, the CBT’s independence will play a crucial role in delivering a significant and
sustained reduction in inflation.

22.  We are taking important steps to fulfill the remaining conditions for the
successful launch of inflation targeting. First, we have sustained our efforts to raise the
public sector primary surplus and to improve debt management. This has put the public
finances in significantly better shape which, in time, will give monetary policy greater
freedom to reduce inflation. Second, we will continue to strengthen the banking system
which, as a side benefit, will considerably ease the pressures facing monetary policy. Third,
we believe that our strengthened economic program will sustain the recent improvement in
financial market conditions, increased confidence in the Turkish lira, and exchange rate
stability. Together with our adherence to the program’s money supply targets, monthly
inflation should soon fall quite sharply and, with it, expectations of inflation for the
remainder of the year. Fourth, we will continue our technical preparations for the
introduction of inflation targeting, including improved modeling and forecasting of inflation,
highlighted in the CBT’s inaugural Monetary Policy Report of November 2001—the
forerunner to a quarterly Inflation Report. We believe that these four steps will play an
important role in meeting all of the pre-conditions for successful inflation targeting by mid-
year.

23.  Insupport of the early introduction of inflation targeting, we are strengthening
incomes policy and taking steps to reduce backward indexation in the economy. We
recognize the need to move to a system of wage and salary determination that focuses
increasingly on productivity and profitability rather than inflation. To this end, we will seek a
significant reduction of the ex-post indexation element contained in current contracts during
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the next public worker collective bargaining round and civil service salary adjustment, and
will use the Economic and Social Council as a forum for incomes policy discussions with the
private sector. We will also consider the possibility of reducing backward indexation of
administered prices, without compromising SEEs’ financial conditions.

24, We will maintain the floating exchange rate regime, which is central to our
monetary policy and the sustained reduction of inflation. Since the beginning of August,
the CBT has almost completely refrained from discretionary foreign exchange intervention,
limiting itself to pre-announced auctions, which in recent months have been daily, We will
continue to strictly limit discretionary intervention outside the pre-announced auctions. In
December, reflecting the lack of need for sales in that month, the CBT discontinued these
auctions, a move well received by markets. However, significant external assistance to the
budget will continue in 2002, and we will still need at times to make foreign exchange sales
to convert this assistance into Turkish lira as needed for domestic payments. As in 2001, any
such sales (or any purchases which may be needed to build up reserves) will be conducted in
an orderly and predictable way, and not used to defend a particular level of the exchange rate.
Specifically, any such sales will be effected through pre-announced auctions.

25. We are also introducing reforms to improve the working of the money and
foreign exchange markets:

o Developing the money market. Under the floating exchange rate, interest rate
volatility has decreased significantly. As a result, conditions are now in place for
deepening the interbank money market, and for creating a Turkish Interbank Offer
Rate (TIBOR). This can play a key role in the pricing of credit, as well as for other
financial instruments (including forwards and swaps). We will encourage a successful
conclusion by end-February 2002 of banks’ discussions to establish interbank
borrowing reference rates in Turkish lira out to at least three-month maturity to
enhance money matket liquidity and transparency, and to provide accurate reference
rates for financial instruments, In addition, with most SDIF banks resolved and the
measures taken to strengthen the private banking system, the CBT has already
announced that during 2002 it will gradually end its practice of acting as a blind
broker (for example, borrowing on behalf of banks).

. Developing forward and futures markets. By reducing uncertainty, forward and
futures markets are an essential part of a successful floating exchange rate regime.
We have established a working group, chaired by the CBT and with representatives
from the Treasury, Ministry of Finance, BRSA, Capital Markets Board, Istanbul
Stock Exchange, and the Turkish Bankers” Association, charged with facilitating the
development of these markets, as well as the creation of an interest rate futures
market. The working group will identify concrete actions by end-January 2002 in the
areas of taxation (including exemption of daily revaluations of open positions from
transaction taxes), accounting, and regulation. The first measures will be put in place
by end-February 2002. In addition, banks will be allowed to deal in these markets
electronically, rather than being required to be physically present at the futures
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exchange. Progress toward establishing and deepening these forward and futures
markets will be monitored closely in program reviews.

. Currency transactions of state economic enterprises. Consistent with the change to
floating exchange rates, in January 2002 the Privatization Agency will authorize
companies in its portfolio to transact their foreign exchange business not at the CBT
official rate, but at the market rate. The oil and gas companies (TUPRAS and
BOTAS) will work with state banks to improve their foreign exchange practices, to
minimize lumpy transactions in the foreign exchange market. In this connection, the
Treasury has already issued BOTAS this instruction, and has ended the practice of
requiring this company to seek market quotations (and, in so doing, revealing its
foreign exchange needs) from major market participants.

26. Implementation of the monetary program will be monitored through
performance criteria on the monetary base and net international reserves (NIR), and
indicative limits on net domestic assets (NDA). As outlined above, until the introduction of
inflation targeting the main anchor of the monetary program will be the monetary base.
Performance criteria on base money and indicative targets for NDA are presented in Annex J.
In addition, performance criteria for NIR are designed to allow the use of US$7 billion out of
the US$10 billion external financing under the program to ease pressures in financial markets
(Annex K). Developments in this area, including the behavior of interest rates, NDA and
NIR, will be monitored in close cooperation with the Fund, between and during the reviews,
to ensure that program objectives are achieved.

Banking reform

27.  The program aims to continue the strengthening of the banking system and
oversight framework that has been underway since 1999. The focus is on measures to
strengthen private banks, resolve intervened banks (those under the control of the Saving
Deposit Insurance Fund, or SDIF), further improve the efficiency of state banks (with
privatization the final goal}, put in place frameworks for dealing with nonperforming bank
loans, and further improve prudential regulation and supervision.

28. In 2001 we completed the financial restructuring of state banks, and for 2002
our objective is to conclude their operational restructuring. We have recapitalized Ziraat
and Halk banks and reorganized them under new professional management. We expect them
both to resume normal lending to the real sector and to be profitable in 2002. We will also
pass the necessary legal amendments and issue a Council of Ministers’ decree for staff
reductions to continue the operational restructuring that is already underway (prior actions).
By end-June 2002, we will reduce the number of branches by 800 (structural performance
criterion). In this context, we will also reduce staffing correspondingly. For Vakif Bank, a
privatization advisor is doing due diligence analysis, and we have invited potential investors
to indicate their interest in the bank and submit bids in May.
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29.  Weare introducing a comprehensive plan to further strengthen the private
banking system so that it can perform its crucial role of financial intermediation to the
real sector. In the first stage, we took over the weakest banks in the system. However,
continued financial market turbulence has caused market losses and weakening economic
conditions are causing loan losses, worsening the financial position of many banks. The
capital-strengthening program implemented in 2001 brought in substantial amounts of private
capital, but will not be sufficient. We have therefore initiated a strategy to ensure the
soundness of the Turkish banking system, which we see as a precondition for banks to
resume normal lending to the economy, The strategy will start with a rigorous and targeted
evaluation of banks’ loan portfolios and other counterparty risks. This will be accompanied
by a public support scheme, which allows the SDIF to make equity and subordinated debt
investments in viable private banks, provided that their owners meet certain capitalization
targets. The scheme seeks to maximize private capital contributions, minimize the cost to the
government, and bring about further rationalization of the banking sector. Once banking
sector soundness has been restored, the general guarantee can be lifted with due prior notice.

30.  The rigorous evaluation of banks’ loan portfolios is an essential element of the
new support scheme, providing a clear basis for investors and the government to inject
necessary new capital into the banking system. In January 2002, the BRSA will issue
guidelines to be applied in the evaluation, including the use of uniform criteria (prior
action). The targeted evaluation of loan portfolios, collaterals, and certain other exposures
will be performed by banks’ existing external auditors, and will be completed by end-March
2002. Third-party auditing firms will be appointed by the BRSA by end-March 2002 to
verify that the guidelines have been followed, and to ensure the integrity of the process
(structural benchmark). The BRSA will complete the final interpretation of the evaluations
by end-April 2002, and by May 15, 2002 will send letters to banks stipulating required
actions on the basis of this interpretation (the latter is a prior action for the second review).
Any losses identified in the evaluation will be fully absorbed by writing down existing
shares. The evaluation results will be incorporated into banks’ end-June 2002 financial
statements.

31.  Public capital support will be provided to solvent private banks whose owners
are prepared to raise equity to certain thresholds. The support will be provided on a one-
time basis. Owners of solvent banks can have their Tier-1 equity contributions matched by
equity provided by the SDIF. Capital contributions in ¢ash in 2001 will be counted as
owners’ contributions, except for amounts needed to cover negative net worth. SDIF equity
contributions will be against a pledge of shares from banks’ majority shareholders. In
addition, banks that participate in the scheme will give the SDIF board representation and
selective veto rights, and will adhere to restrictions on the distribution of profits as long as
the SDIF remains an owner. To quality for SDIF support, a bank or group of banks to be
merged must have a market share of at least 1 percent of total banking system assets. In case
there are banks that are insolvent or severely undercapitalized and unable to raise sufficient
capital to participate in the scheme, they will be taken over and resolved by the BRSA and
the SDIF. In addition to equity support, banks with a Tier-1 capital adequacy ratio (CAR) of
at least 5 percent may qualify for convertible subordinated debt (Tier-2 capital) contributions
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from the SDIF, up to a CAR of 9 percent. The scheme will be administered by BRSA jointly
with SDIF, which must receive applications for participation in the scheme before end-May

2002. Banks will make preparations for their participation in the scheme while the valuation
assessments are going on, and the scheme will be completed before end-June 2002.

32. We expect that the legal framework for the scheme described above and related
regulations will become effective in January 2002 (prior actions). On January 10, 2002,
parliament passed the relevant legal amendments. Once effective, the amendments will create
fast track procedures for calling shareholders’ general assemblies, writing down existing
capital, and raising new capital; assign a special commercial court to deal with all issues
related to the support scheme; and limit the scope for shareholders and other parties from
interfering in the implementation of the scheme. The amendments will also make more
precise the conditions for the BRSA to intervene in, and SDIF take control of, chronically
and severely undercapitalized banks before they become insolvent, to facilitate least cost
solutions for the government. Details of the scheme, including the SDIF’s rights as
shareholder as well as the terms for the SDIF’s exit from the scheme, will be regulated by the
BRSA and announced in January 2002. Given the complexity of the legal issues involved,
the BRSA will undertake legal consultations, as necessary, to ensure implementation of the
public capital support scheme as planned.

33.  Weremain committed to the speedy resolution of banks taken over by the SDIF.
With the exception of two banks, whose resolution has been halted by courts, all SDIF banks
taken over before November 2001 were resolved by end-2001 (meeting a prior action).
Their deposits, together with matching government securities, were successfully auctioned
off to other banks. Most interbank liabilities with matching government securities were
transferred to Ziraat. The SDIF will, however, retain one small bank with a small staff and
branch network as a bridge bank with its operations strictly limited to asset management
purposes; this bank will not accept deposits. The bank will be funded through the SDIF.
Remaining assets and liabilities have been transferred to the Collection Department of the
SDIF. The medium-size bank taken over in November 2001 is for sale; its final resolution
method will be determined and initiated by February 2002.

34, The SDIF will make strong efforts to deal with nonperforming loans and
collaterals. The SDIF is developing a strategy and procedures for dealing with these assets
with the assistance of a consulting firm, and is recruiting additional staff to deal with the
large volume of problem assets. Transparency of SDIF’s operations is essential, given the
complexity of its transactions and the large funding it receives from the Treasury.
Accordingly, the SDIF will prepare a monthly balance sheet starting end-March 2002 and
become subject to annual external audits. The external audit for 2001 will be completed by
end-April 2002 (structural benchmark).

35, We will take a number of measures to further strengthen the legal and
regulatory framework:
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. Laws and regulations regarding loan classification, loan loss provisioning, and
collateral valuation will be amended as necessary following the portfolio reviews by
end-June 2002. As a first step, we will pass as a prior action a legal amendment in
January 2002 to eliminate with immediate effect the existing four-year transition rule
for loan loss provisioning.

. As of January 1, 2002, two important regulations became effective: including in CAR
calculations capital charges for market risks on a solo basis; and monitoring of
internal control and risk management systems. Moreover, trial implementation of a
new accounting system in line with International Accounting Standards (IAS) will
begin in January 2002 (prior action). The inclusion of off-balance sheet repos in
banks’ balance sheets was announced in December 2001, and will take effect as of
February 1, 2002. Effective July 1, 2002, capital charges for market risks will be
included on a consolidated basis when calculating the CAR. Moreover, following the
trial implementation the BRSA will evaluate the experience and issue by end-June
2002 a revised regulation on the new accounting standards to ensure that banks’ end-
2002 balance sheets comply with IAS (structural performance criterion for end-
June 2002).

* Reporting requirements will be improved based on the findings of the independent
assessments, and the quality and timeliness of the reporting will be strictly enforced
as of end-June 2002.

Corporate debt restructuring

36.  We are strengthening the framework for corporate debt restructuring to
complement the restructuring of the banking sector. The existing legal, judicial, and
institutional frameworks are inadequate for the scale of restructuring that is needed. As a first
step, in January 2002 we will introduce a voluntary market-based framework (the “Istanbul
Approach”) for dealing case-by-case with multicreditor exposures to large and medium-size
borrowers. A Technical Secretariat has been established under the Bankers’ Association to
monitor progress and an Arbitration Panel to resolve disputes. For its part, Halk Bank is
renegotiating with and extending credit to small and medium-size enterprises, both at market
terms. Given the need to accelerate the debt restructuring process, we will in early 2002
create a multiagency Coordination Committee with private sector participation under the
Treasury. This Committee will be responsible for facilitating and monitoring the corporate
debt restructuring process, as well as identifying and proposing the removal of impediments
that may exist.

37. To facilitate corporate debt restructuring, we are also undertaking a major
review of the bankruptcy and foreclosure frameworks, which will be overhauled as
needed. This will complement our ongoing work of modernizing our Civil and Commercial
Codes to conform with EU rules and directives. A World Bank Report on Standards and
Codes (ROSC) on Turkey’s insolvency regime is expected to be completed in January 2002.
The Ministry of Justice will prepare an action plan based on the findings of that report and
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existing reform proposals, and form a Commission to prepare necessary amendments to the
Bankruptcy Law. We will also support the upgrading administrative procedures in the
judiciary to improve the capacity of the courts.

38.  Financial disclosure of companies and especially of large corporate groups will
be improved, and corporate governance standards strengthened. The Capital Markets
Board (CMB) will introduce international accounting standards, including inflation
accounting provisions, by January 1, 2003. Starting end-March 2002, the CMB will require
corporate groups to provide consolidated financial statements, and will set up a dedicated
group to monitor their finances. As of the same date, the CMB will also require corporate
groups with financial affiliates to provide consolidated group statements and share those
statements with the BRSA.

Public sector reform

39. We will significantly strengthen the central government’s underlying fiscal
position by implementing our ambitious public sector reform program. In particular, we
will aim to increase expenditure efficiency (allowing more to be done with less), and reform
the tax system (to broaden the base and make it more sustainable), and the civil service (to
increase efficiency and improve the quality of the public service). To alleviate the impacts of
these actions on the most vulnerable members of society, we will enhance and better target
our social spending (paragraph 43 below).

40. Our key reform initiatives for the central government include the following:

. To strengthen expenditure efficiency, we will improve procurement methods and
rationalize the public investment program. The Public Procurement Law in line with
UN standards (UNCITRAL) was adopted by parliament on January 4, 2002 (meeting
a prior action). Following its adoption, we will immediately begin the work
necessary to allow it to take effect by January 1, 2003, including establishing an
independent procurement agency by end-March 2002 (structural benchmark), and
changing laws and regulations to make them consistent with the new framework. To
further improve the transparency and competitiveness of public procurement, we
expect parliament to amend the Public Procurement Law by end-May 2002, to
(1) bring the real value of the thresholds toward those in line with international best
practice and (ii) extend the minimum time period for procurement applicable for
cases below the thresholds (prior actions for the second review). Public investment
has already been rationalized in the 2002 fiscal framework, with 353 (of 5,047) main
projects and 649 sub-projects removed from the roster, and a 20 percent reduction in
both total costs and the estimated time to completion. Building on this, we will
compile a comprehensive list of projects to be phased out in time to make decisions
for the 2003 budget.

. We will specify an ambitious three-year plan to reform the tax system, which the
Council of Ministers will approve in January 2002 (prior action). The plan will
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establish two phases of tax reform to be implemented in 2002. The first phase, to be
enacted in a revenue-neutral manner by end-April 2002 (structural benchmark),
will focus on simplifying the system of indirect taxation and lessening distortions
assoclated with the taxation of nominal interest income. The second phase will deal
with reform of direct taxation (to take effect on January 1, 2003). Legislation for the
second phase of this reform will be submitted to parliament by end-October 2002
(structural benchmark). Our direct tax priorities will be to: (i) harmonize taxes on
investment income; (ii) rationalize ad hoc inflation adjustments in the tax system;
(iii) rationalize the system of investment incentives; and (iv) reform the system of
credits against income tax. The plan will also address tax administration reform
(including technical assistance needs). To achieve greater efficiency, we will
reorganize the tax administration in line with the study that we have carried out with
the World Bank. Conditionality on implementation will be set at the time of the first
program review,

. To reform the civil service, the Council of Ministers will adopt a civil service
reform strategy by end-2002. As part of the preparatory work, by end-March 2002 we
will establish a ministerial committee to carry out a functional review of government,
which will be completed by end-September 2002, By this time, we will also have in
place an integrated system to monitor total general government and SEE employment
levels on a quarterly basis (structural benchmark).

41. We expect the biggest improvements in public resource use and the underlying
fiscal position to arise from reductions in overstaffing, especially in inefficient SEEs.
This will reduce the necessity for aggressive public sector price increases, thereby supporting
disinflation, improve the efficiency of enterprises, and in many cases help to prepare the
ground for privatization. Supported by a Prime Minister’s circular issued on December 3,
2001, we have already initiated a voluntary retirement scheme for public sector workers.
15,000 individuals will have been retired or notified of their retirement by mid-January
2002 (prior action). We have also recently identified (with World Bank assistance)
redundant workers in Tiirk Telekom and in the Privatization Agency portfolio of companies,
and we will extend voluntary retirement offers to the individuals occupying them. For those
who accept, we will provide payments, and allow them to retire, no later than end-March
2002. Also by end-January 2002, we will (i) identify all redundant workers and positions in
SEEs (updating and expanding our earlier analysis); and (ii) eliminate all open, unfilled
redundant positions (prior actions for the first review). Through voluntary retirement
offers, and layoffs only when necessary, we will reduce the number of redundant workers by
one-third by end-June, and cumulatively two-thirds by end-October 2002 (the latter being a
structural performance criterion). By end-June 2003, we will phase out the remaining
redundancies. For this well-targeted attrition, we will allow no replacement hiring, and the
resulting unfilled positions will be immediately eliminated. We will audit SEE compliance
with this program on a quarterly basis. Progress toward meeting the above targets will also be
a focus of earlier program reviews, Since we are making long-term financial savings from
this action, the net cost of this initiative (severance payments less wage savings) will not be
counted toward our primary surplus target, up to a limit of TL 1.25 quadrillion in 2002.
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42, We will enhance aggregate fiscal control, by strengthening the legal framework
for fiscal policy, consolidating fiscal institutions, and deepening fiscal transparency
reforms:

. To strengthen the legal framework for fiscal policy, we will (i) pass the Law on
Public Debt Management and issue two supporting communiqués (prior actions for
the first review), and (ii) by end-June 2002, submit to parliament a LLaw on Financial
Management and Internal Control consistent with best international practices
(structural benchmark). The latter law will cover budgeting, accounting,
transparency, and internal and external control.

. To continue the process of consolidating fiscal institutions, we will by end-March
2002, close 548 additional revolving funds (out of 1,981 remaining), to achieve the
target we originally set for end-2001 (structural benchmark). We will also, in the
draft budget for 2003 to be submitted to parliament, incorporate the revenue and
expenditures under Law 3418 (structural benchmark for October 17, 2002). The
earmarking of these revenues, and those under Law 4306 would also be eliminated.
We will also improve the transparency of the operations of the remaining extra-
budgetary funds (the Social Aid and Solidarity Fund, the Defense Industry Support
Fund, the Privatization Fund, and the Promotion Fund). By July 2002, we will amend
their governing legislation to require passage of their budgets by parliament, external
audit of their accounts (reported to parliament), and monthly reporting of their
accounts, on a consolidated basis, with the central government’s accounts (structural
benchmark). Looking forward, we will eliminate the one remaining budgetary fund
(the Support Price and Stabilization Fund) in three years, when the World Bank’s
Agricultural Reform Implementation Project ends.

. To enhance fiscal transparency, in the draft 2003 budget to be submitted to parliament
we will (1) include net lending as an appropriation, and (ii) extend accounting and
coding reforms to all consolidated budget agencies, and to general government units
on a pilot basis (structural benchmarks for October 17, 2002). Moreover, by end-
March 2002, we will complete a survey of end-2001 commitments in excess of
appropriations (structural benchmark).

43.  We will enhance and better target our social spending. Already in 2002, we are
increasing social spending substantially in real terms. In addition, we will address the impact
of public sector retrenchment through the labor redeployment and reinsertion program
(supported under the World Bank’s Privatization Social Support Project), and through
unemployment insurance, for which benefit payments are set to commence in 2002 (this
would protect those workers who are not eligible for adequate severance). Other key
priorities will be (i) to increase resources allocated to direct income support for farmers (in
support of this, we will eliminate all agricultural premia in the 2003 budget), and (ii) to fully
implement the World Bank supported Social Risk Mitigation Project, which seeks to enhance
safety net resources available to the poorest households.
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Enhancing the role of the private sector

44.  Our program places a special emphasis on fostering private sector development.
The key elements—which have been developed in close consultation with the World
Bank—include privatizing companies, encouraging domestic and foreign investment, and
improving governance and transparency. We will also improve our communications policy,
to underline both to the public and to investors that a genuine economic transformation is
underway.

45. Our privatization strategy aims to complete in 2002 the preparatory work for
the divestiture of all major companies slated for sale. Besides selling enterprises for which
the technical preparations have already been completed—notably TUPRAS (petroleum
refinery) and POAS (petroleum distribution)—we are committed to completing in 2002 all
preparatory work for the privatization of Tiirk Telekom, TEKEL (tobacco and spirits),
SEKER (sugar), THY (airlines), ERDEMIR (steel), EUAS (electricity generation), TEDAS
(electricity distribution), BOTAS (natural gas), and state-owned land. Specifically:

. While the specific timing will depend on market conditions, we expect the
Privatization Administration (PA) to proceed with the public offerings of POAS by
end-March 2002 and the public offering of TUPRAS by end-June 2002. This will
lower the government's stake in TUPRAS to less than 50 percent. The PA is also
ready to launch the initial public offering for THY as soon as market conditions
allow.

. The government has in December 2001 appointed a Privatization Tender Committee
for Tiirk Telekom. While it was not possible for the Committee to prepare a revised
privatization plan by end-2001, as originally intended, we will ensure that such a plan
is adopted by the Council of Ministers in April 2002 (prior action for the second
review). The corporatization plan now under preparation with the help of
international consultants will provide input to the privatization plan.

. On Janvary 3, 2002, parliament passed the Tobacco Law (meeting a prior action). As
the next step, a privatization plan for TEKEL will be prepared and adopted by the
Council of Ministers by end-September (prior action for the fourth review).

. We also will proceed with the privatization of SEKER, with the first step being the
adoption of a privatization plan by May 2002, For both TEKEL and SEKER, we
recognize that successful privatization needs to be preceded by major operational
restructuring, which we are determined to undertake in close cooperation with the
World Bank.

. In the electricity sector, in January 2002, subject to legal clarification, we expect the
Council of Ministers to adopt a government decree annulling with immediate effect
all the projects for which transfer of operating rights (TOOR) contracts are pending.
By March 2002, the Ministry of Energy will inform the PA which electricity assets
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will be privatized, and by April 2002 the prequalification tenders for the distribution
companies will be launched.

We expect to complete the transfer of gas distribution companies to the PA by March
2002.

The PA is ready to go forward with the divesting of ETI Krom AS, ETI
Elektrometalurji AS, ETI Giimiis AS, which are in the PA portfolio, as soon as
licenses are transferred from ETI Holdings.

The PA will continue its divestment of ERDEMIR, and of tourism and fertilizer
assets in its portfolio. The PA will also continue divesting its portfolio of small and
medium-size companies.

Finally, we will build on efforts made in 2001 (including legal amendments and
simplified procedures) to increase the sale of government land. As constitutional
problems made the legal amendments less effective than envisaged, we have initiated
a study to evaluate how the remaining obstacles to government land sales could best
be removed.

We aim to make Turkey substantially more atfractive for domestic and foreign

investors. A list of follow-up actions to a Foreign Investment Advisory Service (FIAS)
report finalized in mid-2001 has been sent to the Council of Ministers, and is expected to be
adopted in January 2002 (prior action). As envisaged under that action plan, we will:

47.

submit to the parliament by end-May 2002 a new draft Law on Foreign Direct
Investment in line with the findings of the FIAS study (structural benchmark);

submit to the parliament by end-March 2002 a draft law on work permits prepared by
Ministry of Labor and Social Security, and issue a communiqué by end-April 2002 on
the implementation procedures for employing foreign personnel employed by foreign
capital companies as soon as the new law is approved by parliament;

complete by end-February 2002 legislation reducing the number of documents needed
to obtain investment incentives;

establish and implement by end-February 2002 an employee code of ethical conduct
for proceedings at customs; and

submit to the Council of Ministers by end-January 2002 legal amendments to
strengthen the Turkish Patent Institute.

We attach the highest importance to improving governance and transparency.

To this end, the Council of Ministers will adopt a strategy for increasing transparency and
combating rent-seeking activities by end-January 2002 (structural benchmark). Concrete
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follow-up actions for the remainder of the 2002-04 program period based on this plan will be
defined and included as program conditionality in subsequent program reviews.

48.  Finally, we will further improve our strategy for explaining the goals and
policies of the program. To this end, we will establish an Investor Relations Office by
February. This Office will serve as the focal point for two-way communication between the
Turkish authorities and the domestic and international investor communities, and will be set
up as a permanent structure within the Treasury. Furthermore, we will establish an Investor
Council consisting of prominent business representatives from Turkey and abroad. This
Council, which is expected to have its first meeting by mid-2002, will advise on issues
relevant for the attractiveness of Turkey as an investment destination and will meet with
regular intervals. In addition, the recently intensified efforts of the of the Treasury, the CBT,
and the BRSA to explain policies under the economic program in their respective areas will
be further strengthened, including through the arrangement of regular (bimonthly) press
conferences by the Treasury.

Very truly yours,
/sf /s/
Kemal Dervig Stireyya Serdengegti

Minister of State for Economic Affairs Governor of the Central Bank of Turkey
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Turkey: Selected Indicators, 1999-2004

ANNEX A

1599 2000 2001 2002 2003 2004
(In percent)
Real sector
Real GNF growth rate -6.1 6.3 -85 3.0 5.0 50
GNP deflator 35.8 50.9 60,7 4R.9 249 13.1
Nominal GNP growth rate 60.4 47.0 534 312 18.8
WPI {12-month, end-of-period } 62.9 32.7 86.0 310 16.2 120
CPI (12-month, end-of period) 68.8 300 68.0 350 20.0 12.0
Average nominal treasury bill interest rate 106.2 3R.0 99.7 69.6 46.0 324
Average ex-ante real interest rate 1/ 320 -94 324 332 27.5 20,5
{In percent of GNF)
Central government budget
Primary halance 2/ 15 4.2 5.0 54 5.6 3.6
Net interest payments 3/ 13.1 15.8 232 205 16.2 13.5
Overall balance -11.6 -11.6 -182 -1532 -10.6 -1.8
Consolidated public sector
Primary balance -2.0 23 5.7 6.5 6.5 6.5
Net interest payments 4/ 22.1 219 24.7 184 15.8 133
PSBR {including CBT profits) 242 19.6 19.0 11.9 23 6.8
Net debt of public sector 61.0 574 922 813 733 69.4
Net external 20.1 183 38.0 35.1 30.6 285
Net dormestic 40.9 39.1 54.2 46.2 42.7 40.9
Of which:
Central governmnent (gross} 42.5 40.9 70.3 54.2
Auctioned and other cash debt 258 234 253 23.1
Bank recapitalization 174 356 284
External sector
Current account balance -0.7 -4.9 13 -12 -1.2 -1.2
Gross external debt 35.0 56.6 75.4 T 66.7 633
Net external debt 34.0 37.0 5.6 48.1 444 408
Shart-termn external debt (by remaining matutity) 20.8 23.0 23.3 204 15.0 18.8
Monetary aggregates
Sefgnorage 5/ 32 1.8 1.0 10 0.7
Nominal growth of broad liquidily {in percent) 96.9 40.2 75.1 402 274 171
(In billions of U.S. dollars, unless otherwise indicated)
Privatization proceeds 0.1 33 2.8 1.5 2.5 1.0
Net external financing of central government 1.4 4.1 -2.7 1.0 -1.0 1.0
Amortization 6.0 6.2 8.2 6.5 84 80
Grogs borrowing 7.4 10.3 55 74 7.5 10
Of which : Eurobond issues 5.0 1.5 22 2.5 4.5 4.7
GNP 1874 201.3 1503 165.6 183.0 2013
GNP (in quadtillions of Turkish lira) 7R3 125.6 184.7 2832 3716 441.3

Sources: Data provided by Torkish authorities; and Fund staff estimates.

1/ Average of monthly norminal interest rate divided by 12-manth ahead CPI inflation. With average maturity of newly issued debt Iess than one year, and, with
FRNs paying quarterly coupons, this measure overstates the effective real intetest rate when inflation is declining.

2/ On a commitment basis, excluding profit transfers from the CBT, intetest receipts, and privatization proceeds.

3/ Interest payments minus interest receipts plus profit transfers from the central bank.

4{ Interest payments minus interest receipts plus CB'T profits before transfers to the government.

5/ Change in reserve moncy in percent of GNP, where resetve money is defined as currency issued plus teserve requirements.
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Ceiling/Floor Outeonie CeilingfFloar Outcome Ceiling/Floor Cutcome Ceiling/Tloar Cutcome Ceiling/Floor Cuicome
January 31, 2002 Mazch 31, 2002 May 31, 2002 August 31, 2002 November 30, 2002
L Performance criteria 1/
1. Floor on the cumulative primary balance of the consolidated govemment
sector (in trillivns of Turkish lira) 2/ 9,600 2,800 4,700 96U 14,900
February 28, 2002 April 30, 2002 June 30, 2002 Septermnber 30, 2002 December 31, 20002
2. Ceiling on contracting v guaranteaing of new external public debt with
original snsturities of more than one year (in millions of US$) 6,500 10,000 11,100 14,304y 17,500
3. Ceiling on the stock of extersal public debt with origittal maturities of up to
and including one year (in millions of US$) 1,000 1,000 1,000 1,000 1,000
4. Flour v level of net international reserves of CBT and Treasury
combined {in millicns of US$) -6,500 -7,200 -7.800 -8,500 -9,700
5. Ceiling on base money {in tllions of Turkish lira) 8,250 8,900 9,250 10,600 10,8350
II. Indicative targets
January 31, 2002 March 31, 2002 May 31, 2002 August 31, 2002 November 30, 2002
1. Floor on the cumulative overall balance of the conzolidated government
sector (in titlions of Turkish liva) -32,500 -12,500 -17,500 -28,250 -39.750
February 28, 2002 April 30, 2002 Tune 30, 2002 . September 30, 2002 December 31, 2002
2. Floowr on the Cumulative Primary Balance of Other Public Entities
sector {in {rillions of Turkish livay 550 1,100
3. Ceiling on the stock of net diwmestic assets of the CBT and Treasury 26,100 27,700 28,900 31300 33,300

combined (in trillians of Turkish lira)

1/ The figures through June 30, 2002 are performance criteria. The remaining figures are indicative targets.
2/ For January 31, 2002, the ceiling appYies to the cumulative primary halance of the consolidated government sector since January 1, 2001. For the uther test dates, the starting date is January 1, 2002,

g XANNY
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STRUCTURAL CONDITIONALITY

ANNEX C

Fiscal policy

1. Implement all further measures to reach the 6.5 percent primary surplus target that are
technically feasible to put in place in January

2. Complete by end-March 2002 the remaining measures to reach the public sector
primary surplus target of 6.5 percent of GNP for 2002: the Minister of Finance to
identify savings from closing regional administrations and other regional line agency

offices, and block relevant budget appropriations in the budget, and SEEs to approve
budgets in line with cost reductions mandated

Public debt management
3. Reintroduce a primary dealer program by end-September 2002
Banking reform

4. Pass necessary legal amendrnents, and issue a Council of Ministers Decree for staff
reductions in state banks

3. Reduce the number of branches at Ziraat and Halk banks by 800 by end-June 2002

6. BRSA to issue guidelines for targeted evaluations of private banks in preparation for
the public support scheme for private banks

7. BRSA to appoint by end-March 2002 third-party auditing firms to verify that the
guidclines have been followed

8. BRSA to send letters to banks by May 15, 2002 stipulating required actions on the
basis of the BRSA's final interpretation of the evaluations

9. The legal framework and related regulations for the public support scheme for private
banks to become effective in January 2002

10. Resolve by end-2001 all banks taken over by the SDIF before November 2001, with
the exception of two banks whose resolution has been halted by courts

11. Complete external audit of SDIF for 2001 by end-April 2002

12. Pass legal amendment in Jannary 2002 to eliminate with immediate effect the
existing four-year transition rule for loan loss provisioning

13. Start trial implementation of new accounting system in line with IAS in January 2002

14. BRSA to issue by end-June 2002 an implementing regulation to ensure that banks’
end-2002 balance sheets comply with IAS

Public sector reform

15. Parliament to approve Public Procurement Law in line with UN (UNCITRAL}
standards in January 2002

16. Parliament to amend the Public Procurement Law by end-May 2002 to (i) bring the
real value of thresholds toward those in line with international best practice and

(ii) extend the minimum time period for procurement applicable for cases below
thresholds

14

19

28

28

30

30

30

32

33

34

35

35
35

40

40

Prior action for SBA approval

Benchmark

Benchmark

Prior actions for SBA
approval

Performance criterion

Prior action for SBA approval

Benchmark

Prior action for second review

Prior action for SBA approval

Prior action for SBA approval

Benchmark

Prior action for SBA approval

Prior action for SBA approval

Performance criterion

Prior action for SBA approval

Pricr actions for second
review
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17. Establish an independent procurement agency by end-March 2002

18. Approval by Council of Ministers in January 2002 of plan to reform the tax system
19. Enact first phase of tax reform plan by end-April 2002

20. Submit to parliament legislation for the second phase (direct tax component) of the
tax reform plan by end-October 2002

21. Have in place by end-September 2002 an integrated system to monitor total general
government and SEE employment levels on a quarterly basis

22. 15,000 individuals to have been retired or notified of their retirement by mid-January
2002

23. By end-January 2002: (i) identify all redundant workers and positions in SEEs; and
(it) eliminate all open, unfilled, redundant positions

24. Reduce the number of redundant workers by two-thirds by end-October 2002
23. Pass the Law on Public Debt Management and issue two supporting communiqués

26. Submit to parliament Law on Financial Management and Internal Control consistent
with best intemational practice by end-June 2002

27. Close 548 additional revolving funds by end-March 2002

28. Incorporate revenues and expenditures under Law 3418 in the draft budget for 2003
to be submitted to parliament by October 17, 2002

29. Amend by end-July 2002 goveming legislation of the remaining extra-budgetary
funds to require passage of their budgets by parliament, external audit of their accounts
(reported to parliament), and monthly reporting of their accounts, on a consolidated
basis, with the central government’s accounts

30. In the draft 2003 budget to be submitted to parliament by October 17, 2002, (i)
include net lending as an appropriation and (ji) extend accounting and coding reforms to
all consolidated budget agencies, and to general government units on a pilot basis

31. Complete by end-March 2002 a survey of end-2001 commitments in excess of
appropriations

Enhancing the role of the private sector

32. Council of Ministers to adopt in April 2002 a privatization plan for Turk Telekom
33. Parliamentary approval of Tobacco Law

34. Council of Ministers to adopt privatization plan for TEKEL by end-September 2002

35. The Council of Ministers to adopt in January 2002 follow-up actions to FIAS study
to make Turkey more attractive for domestic and foreign investors

36. Submit to Parliament by end-May 2002 a new draft Law on Foreign Direct
Investment in line with the findings of the FIAS study

37. The Council of Ministers to adopt by end-January 2002 a strategy for increasing
transparency and combating rent-seeking activities

40

40

40

40

40

41

41

41

42

42

42

42

42

42

42

45

45

45

46

46

47

Benchmark

Prior action for SBA approval
Benchmark

Benchmark

Benchmark

Prior action for SBA approval

Prior actions for first review

Performance criterion
Prior actions for first review

Benchmark

Benchmark

Benchmark

Benchmark

Benchmarks

Benchmark

Prior action for second review
Prior action for SBA approval
Prior action for fourth review

Prior action for SBA approval

Benchmark

Benchmark
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PRIMARY BALANCE OF THE CONSOLIDATED GOVERNMENT SECTOR

Table 1. Turkey: Performance Criteria and Indicative Targets on the Cumulative
Primary Balance of the Consolidated Government Sector

Floor
(In trillions of Turkish lira)

Cumulative primary balance from January 1, 2001, to:

Tanuary 31, 2002 9,600
Curnulative primary balance from January 1, 2002, to:
March 31, 2002 2,800
May 31, 2002 4,700
August 31, 2002 (indicative target) 9,600
November 30, 2002 (indicative target) 14,900
1. The primary balance of the consolidated government sector (CGS), Table 1,

comprises the primary balances {(primary revenue minus noninterest expenditures) of the
consolidated central government (consolidated budget), the extrabudgetary funds (EBFs)
identified below, the ten state economic enterprises (SEEs) identified below, the social
security institutions (SSIs), the unemployment insurance fund, and any new government
funds and institutions established after January 1, 2002. The floors on the primary balance of
the CGS will be monitored:

. For the central government from above the line on a modified cash basis (the
so-called consolidated budget-adjusted balance)

. For the EBFs, SSIs, and the unemployment insurance fund from above the line on a
cash basis;

o For the SEEs, from below the line as described in paragraph 6.

2. For the purposes of the program, the primary revenues will exclude interest receipts
of the consolidated central government and the unemployment insurance fund, profit
transfers of the Central Bank of Turkey (CBT) and proceeds from the sale of assets of the
CGS (privatization proceeds or transfers thereof). Interest receipts of EBFs, SEEs, and SSIs
will not be excluded. As well, the floor on the primary balance will be adjusted upwards for
any increase in revenues arising from changes in the revenue sharing agreement between any
components of the CGS and other elements of the public sector, including local authorities.
The floor on the primary surplus will be adjusted upwards (downwards) in line with the
projected surplus (deficit) of the primary balance of any fund or entity that is incorporated in
the CGS after March 31, 2001.
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3. For the purposes of the program, revenues of the CGS will exclude payments-in-kind
and other nonmonetary forms of payments. As well, net lending of any component of the
CGS will be considered as a noninterest expenditure item. Payment of guaranteed debt by
treasury on behalf of other components of the public sector will not be regarded as net
lending up to the baseline reported in Annex G.

4. For the purposes of the program, primary expenditure of the CGS will exclude any
payments related to bank recapitalization and to the restructuring of private and state banks.
It will also exclude severance payments made to retire or retrench public workers, and
pension payments to them (net of projected wage savings during 2001 from this
retrenchment), up to a cap of TL 1,250 trillion (above which they would count towards the
target).

Extra budgetary funds

5. The two EBFs included in the definition of the performance criterion for 2002 are: the
defense fund and the privatization fund. The balances of the social aid and solidarity fund
and the promotion fund—which do not have the legal authority to borrow, and will not be
given such authority during the duration of the stand-by arrangement—are excluded from the
definition of the performance criterion.

State economic enterprises

6. The ten SEEs whose primary balances will be included in the definition of the
performance criterion are: TTK (coal company), TSFAS (sugar company), TMO (soil
products office}, TEKEL (tobacco and alcoholic beverages company), TCDD (state
railways), BOTAS (natural gas), TEDAS (electricity distribution), EUAS (electricity
generation), TETTAS (electricity trade), and TEIAS (electricity transmission). The primary
balance of these SEEs will be monitored as the sum of net financing minus accrued interest
made by the SEEs. Net financing will be monitored as: net financing from the banking
system (excluding pre-export financing from the Eximbank} plus net external borrowing
(excluding normal trade financing), plus the change in net arrears to and net advances from
the private sector and to/from the non-CGS public sector (including subsidiaries and joint
ventures), plus net interest payments undertaken by the Treasury. The net change in arrears
on tax liabilities will be excluded.

7. Net financing from the banking system (excluding pre-export financing from the
Eximbank) is defined as the change in all claims of these institutions on the SEEs listed
above, including loans and capitalized interest arrears, less the change in deposits and repos
of SEEs in these institutions, as reported by these SEEs. Changes in claims and deposits
denominated in foreign currency will be valued at the average of the exchange rates between
the Turkish lira and each corresponding currency prevailing during the quarter in question.
As of September 30, 2001 the stock of net banking claims on SEEs as defined above stood at
TL 254 trillion, valued at the exchange rates on that day.
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8. Net external borrowing is defined as the receipt of external loans (including
guaranteed debt and on-lending, and excluding normal trade financing} less amortization
(excluding repayments of guaranteed debt and on-lending undertaken by the Treasury),
valued at the exchange rate at the time of transaction. As of September 30, 2001 the stock of
external loans stood at TL 6,186 trillion, valued at the exchange rates on that day.

Social security institutions

9, The deficits of the social security institutions (SSIs) will be covered by transfers from
the central government budget, and they are thus expected to be in primary balance in 2002.
The floor on the primary surplus of the CGS will be adjusted upwards for any increase in the
expenditure arrears of the SSIs. Arrears of the SSIs are defined as those payments overdue by
more than one month, and in the case of Bag Kur exclude arrears to the common retirement
fund. The stock of arrears of Bag Kur stood at TL 120 trillion on September 30, 2001, while
ES and SSK had no expenditure arrears.

Adjusters

10.  The floors for the primary surplus will be adjusted upward for any issue of noncash
debt other than for bank recapitalization and securitization of duty losses and for the
restructuring of the Agricultural Sale Cooperative Units. They will also be adjusted upward
for any off-balance sheet expenditure of any component of the CGS.
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PRIMARY BALANCE OF OTHER PUBLIC ENTITIES

Table 1. Turkey: Indicative Target on the Cumulative
Primary Balance of Other Public Entities

Floor
(In triltions of Turkish lira)

Cumulative primary balance from January 1, 2002, to:
June 30, 2002 550
December 31, 2002 1,100

11.  The primary balance of other public entities (OPE), Table 1, comprises the primary
balances (primary revenue minus non-interest expenditures) of the social aid and solidarity
fund, the ten state economic enterprises (SEEs) identified below, the local governments and
local government institutions defined below (LGs), and the revolving funds defined below
(RFs). The floors on the primary balance of the OPE will be monitored:

° For the social aid and solidarity fund from above the line on a cash basis;
. For the SEEs, from below the line as described in paragraph 3;

. For the LGs, as described below in paragraph 8;

. For the RFs, from below the line, as described in paragraph 9.

12.  For the purposes of the program, the primary revenues will exclude interest receipts
of LGs and RFs and proceeds from the sale of assets of the OPE (privatization proceeds or
transfers thereof). Interest receipts of the social aid and solidarity fund and SEEs will not be
excluded.

13.  For the purposes of the program, revenues of the OPE will exclude payments-in-kind
and other non-monetary forms of payments. As well, net lending of any component of the
OPE will be considered as a non-interest expenditure item.

State economic enterprises

14.  The 10 SEEs whose primary balances will be included in the definition of the
indicative target are Telekom (telecommunications); THY (airline); PETKIM
(petrochemicals); MKEK (machinery and chemicals); ETI holdings {mining); TKI {(coal
mining); TPAO (petroleum extraction); PTT (postal services); DHMI (airports); and Caykur
(tea).

15. The primary balance of these SEEs will be monitored as the sum of net financing
minus accrued interest made by the SEEs. Net financing will be monitored as: net financing
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from the banking system (excluding pre-export financing from the Eximbank) plus net
external borrowing (excluding normal trade financing), plus the change in net arrears to and
net advances from the private sector and to/from the non-CGS public sector (including
subsidiaries and joint ventures), plus net interest payments undertaken by the Treasury. The
net change in arrcars on tax liabilities will be excluded.

16.  Net financing from the banking system (excluding pre-export financing from the
Eximbank) is defined as the change in all claims of these institutions on the SEEs listed
above, including loans and capitalized interest arrears, less the change in deposits and repos
of SEEs in these institutions, as reported by these SEEs. Changes in claims and deposits
denominated in foreign currency will be valued at the average of the exchange rates between
the Turkish lira and each corresponding currency prevailing during the quarter in question.
As of September 30, 2001 the stock of net banking claims on SEEs as defined above stood at
TL 333 trillion, valued at the exchange rates on that day.

17.  Net external borrowing is defined as the receipt of external loans (including
guaranteed debt and on-lending, and excluding normal trade financing) less amortization
(excluding repayments of guaranteed debt and on-lending undertaken by the Treasury),
valued at the exchange rate at the time of transaction. As of September 30, 2001 the stock of
external loans stood at TL 9,451 trillion, valued at the exchange rates on that day.

Local governments

18.  The LG entities whose primary balances will be included in the definition of the
indicative target are all 81 special provincial administrations, and Iler Bank (a development
bank serving the municipal sector). Special administrations’ primary surplus will be
measured from above the line on a modified cash basis. For Ller Bank, the primary surplus
will be measured by its expenditures less its revenues (excluding, in both cases) interest.

Revolving funds

19.  The RFs whose primary balances will be included in the definition of the indicative
target are all of those which exist in the health and education sectors (1,627 at present, with
consolidation expected to reduce this number to 664 by end-March). Net financing for RFs
will be monitored as: the change in cash holdings, plus net domestic borrowing, plus net
foreign borrowing.

20.  Net domestic borrowing is defined as the change in deposits in banks, as reported by
the RFs. Changes in claims and deposits denominated in foreign currency will be valued at
the average of the exchange rates between the Turkish lira and each corresponding currency
prevailing during the quarter in question.

21.  Net external borrowing is defined as the receipt of external loans (including
guaranteed debt and on-lending) less amortization (excluding repayments of guaranteed debt
and on-lending undertaken by the Treasury), valued at the exchange rate at the time of
transaction.
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OVERALL BALANCE OF THE CONSOLIDATED GOVERNMENT SECTOR

Table 1. Turkey: Indicative Floors on the Cumulative Overall
Balance of the Consolidated Government Sector

Floor
(In trillious of TL)

Cumulative overall balance from January 1, 2001 to:

January 31, 2002 -32,500
Cuomulative overall balance from January 1, 2002 to:

March 31, 2002 -12,500

May 31, 2002 -17,500

August 31, 2002 -28,250

November 30, 2002 -39,750

1. The overall balance of the consolidated government sector (CGS), Table 1, comprises

the primary balance of the CGS as defined in Annex D, the net interest payments of the
consolidated central government and the unemployment insurance fund and gross interest
payments of the EBFs, SEEs, and SSIs, and the overall balance of any new government funds
and institutions established after January 1, 2002. The monitoring of the different
components of the overall balance will be as indicated in paragraph 1 of Annex D. Revenues
of the CGS will be as defined in paragraph 2 of Annex D; i.e., excluding privatization
proceeds.

2. All definitions and adjusters specified in Annex D to apply to the primary balance of
the CGS will also apply to the overall balance of the CGS.
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PROGRAM BASELINE FOR TREASURY NET LENDING

Table 1. Turkey: Program Baseline for Treasury Net Lending

Baseline Baseline
(In millions of US$) (In trillions of TL)

Cumulative guarantee payments from January 1, 2001, to:

January 31, 2002 1/ 1,662 1,794
Cumulative net lending from January 1, 2002 to:

March 31, 2002 216 336

May 31, 2002 409 633

August 31, 2002 690 1,136

November 30, 2002 1,056 1,802

3.

Net lending is defined as the sum of guarantee payments made by treasury minus

repayments obtained by treasury. Repayments include those obtained in cash directly from
municipalities, or those obtained through clawback mechanisms, either directly, by
withholding of transfers of tax shares from the MoF, or indirectly, via withholding of
transfers to be made by Iter Bank. Proceeds from privatization, direct or indirect, are not

included as repayments.

4,

For the purposes of program monitoring, the flows in U.S. dollars will be converted at

the average TL/USS exchange rate between test dates.
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SHORT-TERM EXTERNAL DEBT CEILINGS

Table 1. Turkey: Performance Criteria and Indicative Ceilings on the Stock
of Short-Term External Debt Outstanding

Ceilings
(In millions of US$)
Outstanding stock as of December 31, 2001: 0
February 28, 2002 (performance criterion) 1,000
April 30, 2002 (performance criterion) 1,000
June 30, 2002 (performance criterion) 1,000
September 30, 2002 (indicative ceiling}) 1,000
December 31, 2002 (indicative ceiling) 1,000

The limits specified in Table 1 apply to the stock of debt of original maturity of one year or
less, owed or guaranteed by the consolidated government sector (as defined in Annex D).
The term “debt” has the meaning set forth in point No. 9 of the Guidelines on Performance
Criteria with Respect to External Debt or Borrowing in Fund Arrangements (Decision

No. 6230-(79/140), August 3, 1979 as amended by Decision Nos. 11096-(95/100),

October 23, 1995, and 12274-(00/85), August 24, 2000). Excluded from this performance
criterion are external program financing, sales of treasury bills denominated in Turkish lira or
foreign exchange to nonresidents in either the domestic primary market or the secondary
market, normal import-related credits, reserve liabilities of the Central Bank of Turkey, and
forward contracts, swaps, and other future market contracts. Debt falling within the limit
shall be valued in U.S. dollars at the program cross exchange rates specified in Annex L.
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MEDIUM- AND LONG-TERM DEBT CEILINGS

Table 1. Turkey: Performance Criteria and Indicative Ceilings on Confracting and
Guaranteeing of New External Debt

Limits
(In millions of US$)
Cumulative flows from end-December 2001

February 28, 2002 (performance criterion) 6,500
April 30, 2002 (performance criterion) _ 10,000
June 30, 2002 (performance criterion) 11,100
September 30, 2002 (indicative ceiling) 14,300
December 31, 2002 (indicative ceiling) 17,500

The limits specified in Table 1 apply to the contracting or guaranteeing by the consolidated
government sector (as defined in Annex D} of new, nonconcessional external debt with an
original maturity of more than one year. This performance criterion applies not only to debt
as defined in point No. 9 of the Guidelines on Performance Criteria with Respect to Foreign
Debt (adopted by the Executive Board of the International Monetary Fund on August 24,
2000) but also to commitments contracted or guaranteed for which value has not been
received. The term “nonconcessional” means containing a grant element of less than

35 percent on the basis of the currency-specific discount rates based on the OECD
commercial interest reference rates in place at the time at which the contract is entered into,
or guarantee issued. Excluded from this performance criterion are credits extended by the
IMF, adjustment lending from the World Bank, and other external program financing, long-
term liabilities of the Central Bank of Turkey and sales of treasury bills and bonds
denominated in TL or FX to nonresidents in either the domestic primary market or the
secondary market. Debt falling within the limit shall be valued in U.S. dollars at the
exchange rate prevailing at the time the contract is entered into, or guarantee is issued.
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MONETARY TARGETS

Table 1. Turkey: Performance Criteria and Indicative Targets for Base Money
of the Central Bank of Turkey 1/

(In quadrillions of Turkish lira)

Ceilings Actual
Outstanding base money as of December 31, 2001 7052 7.64
February 28, 2002 (performance criterion} 1/ 8.25
April 30, 2002 (performance criterion) 8.90
June 30, 2002 (performance criterion) 9.25
September 30, 2002 (indicative ceiling) 10.60
December 31, 2002 (indicative ceiling) 10.85

1/ These ceilings are based on the average of the stocks prevailing during the five working days including and
immediately preceding each of these dates. The February 28, 2002 performance criterion will be calculated
using the four working day average of February 11-12 and March 11--12, to take account of the transitory
impact of the Bayram religious holiday on currency demand.

2/ Ceiling applicable in the previous program.

1. This Annex sets out performance criteria for base money, and indicative targets for
net domestic assets of the Central Bank of Turkey (CBT) and Treasury combined.

2. Base money is defined as currency issued by the CBT, plus the banking sector’s
deposits in Turkish lira with the CBT. The net domestic assets (NDA) of the CBT are defined
as base money less net foreign assets of the CBT. The net domestic assets of the CBT and
Treasury combined are defined as net domestic assets of the CBT plus (i) Treasury liabilities
to the International Monetary Fund and (ii) Treasury foreign exchange denominated
borrowing with an original maturity of less than one year.

3. Net foreign assets of the CBT are defined as the sum of the net international reserves
of the CBT (as defined in Annex K}, medium- and long-term foreign exchange credits (net),
and other net foreign assets (including deposits under the Dresdner scheme of original
maturity of two years or longer and the holdings in accounts of the Turkish Defense Fund,
but excluding CBT’s net lending to domestic banks in foreign exchange). As of December
31, 2001, net foreign assets of the CBT amounted to TL ~12.75 quadrillion.

4. Net domestic assets of the Treasury are equal to Treasury liabilities to the
International Monetary Fund and Treasury foreign exchange denominated borrowing with an
original maturity of less than one year.

5. All assets and liabilities denominated in foreign currencies will be converted into
Turkish lira at program exchange rates (Annex L).
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6. NDA ceilings will be adjusted for any change in the definition of the aggregate to
which the reserve requirement applies according to the following formula:

ANDA =R*AB,

where: R denotes the 4 percent reserve requirement plus the 2 percent liquidity requirement
coefficient and AB denotes the change in base generated by a change in the definition of the
reserve aggregate, or due to any change in the averaging period.

7. NDA ceilings will be adjusted for any change in the reserve requirement coefficient
according to the following formula:

ANDA = B* AR

where: B is the level of the base to which the reserve requirement applies on the test date and
AR is the change in the reserve requirement coefficient and the liquidity requirement
coefficient.

8. The NDA ceilings will be adjusted downward for any waiver of reserve requirements
for any additional bank intervened by the BRSA. The adjustment will be equal to the existing
reserve requirement coefficient times the amount of liabilities at these banks subject to
reserve requirements.

Table 2. Turkey: Indicative Targets on the Net Domestic Assets
“of the Central Bank of Turkey and Treasury Combined

(In quadrillions of Turkish lira) 1/

Ceilings Actual

QOutstanding NDA as of December 31, 2001: 2/ 22.4
February 28, 2002 (indicative target) 1/ 26.1
April 30, 2002 (indicative target) 27.7
June 30, 2002 (indicative target) 289
September 31, 2002 (indicative target) 313
December 31, 2002 (indicative target) 333

1/ These targets are based on the average of the stocks prevailing during the five working days including and
immediately preceding each of these dates. The February 28, 2002 target will be calculated using the four
working day average of February 11-12 and March 11-12, to take account of the transitory impact of the
Bayram religious holiday on currency demand.

2/ Net domestic assets of the CBT alone (the target under the previous program) amounted to
TL 19.5 quadrillion, below the TL 22.4 quadrillion indicative target.
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TARGETS FOR NET INTERNATIONAL RESERVES

Table 1. Turkey: Performance Criteria and Indicative Floors on the Level of
Net International Reserves

(In billions of U.S. dollars)

Actual Memo item: NIR
Floor ;113[ 1l{cwal of of the CBT
Outstanding stock as of December 31, 2001: -4.2 -4.2 3.0
February 28, 2002 {(performance criterion) -6.5 42
April 30, 2002 (performance criterion) -7.2 4.6
June 30, 2002 (performance criterion) -7.8 5.1
September 30, 2002 (indicative floor) -8.5 5.5
December 31, 2002 (indicative floor) 9.7 59
1. For program purposes, net international reserves is defined as net international

reserves of the CBT minus (1) Treasury liabilities to the International Monetary Fund and (ii)
Treasury foreign exchange denominated borrowing with an original maturity of less than one
year.

2. Net international reserves of the Central Bank of Turkey (CBT) comprise its gross
foreign assets excluding encumbered reserves less its gross international reserve liabilities
plus the net forward position of the central bank, denominated in U.S. dollars. Encumbered
reserves are reserves that are not readily available.

3. For the purpose of the program, gross foreign assets are all short-term foreign
(convertible) currency denominated claims on nonresidents, monetary gold valued at the
December 31, 2001 average London fixing market price of US$276.5 per troy ounce, foreign
bank notes, balances in cotrespondent accounts, and any reserve position in the IMF, At
present encumbered reserves consist of foreign asset holdings in accounts of the Turkish
Defense Fund (amounting to US$0.426 billion on December 31, 2001). The special Dresdner
portfolio (amounting to US$0.808 billion on December 31, 2001) is also encumbered, but is
not subtracted from foreign reserves given the overlap with one-year foreign currency
denominated liabilities (see below). Reserve assets as of December 31, 2001 amounted to
US$19.363 billion.

4, Gross international reserve liabilities include all foreign currency-denominated
liabilities (or TL-denominated liabilities indexed to any exchange rate) to residents and non-
residents with an original maturity of up to and including one year (including reserves against
foreign currency deposits of the banking sector), claims from central bank letters of credit,
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overdraft obligations of the central bank, and central bank liabilities arising from balance of
payments support borrowing irrespective of their maturity. Government foreign exchange
deposits with the CBT are not treated as an international reserve liability. On December 31,
2001 reserve liabilities thus defined amounted to US$22.342 billion.

5. The net forward position is defined as the difference between the face value of
foreign currency-denominated or indexed central bank off-balance sheet (forwards, swaps,
options on foreign currency, and any future contracts) claims on nonresidents and foreign
currency obligations to both residents and nonresidents. As of December 31, 2001 these
amounts were zero.

6, As of December 31, 2001 the sum of: (i) Treasury liabilities to the International
Monetary Fund and (ii) Treasury foreign exchange denominated borrowing with an original
maturity of less than one year amounted to US$1.264 billion.

7. All assets and liabilities denominated in foreign currencies other than the U.S. dollar
will be converted into U.S. dollars at the program cross exchange rates specified (Annex L).
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PROGRAM EXCHANGE RATES

Table 1. Cross Exchange Rates for Program Purposes

Turkish lira value U.S. dollar value
Program Exchange Rate
U.S. dollar 1,439,567 1
Euro 1,268,115 0.8809
Japanese yen 10,972 0.0076
Swiss [ranc 854,490 0.5945
T.K. pound 2,081,497 1.4465
L. This table sets out the program exchange rates referred to in earlier Annexes. They

shall apply to the performance criteria/indicative ceilings or floors for the period
December 31, 2001-December 31, 2002. Currencies not specified here will be converted at
the representative exchange rates reported to the IMF as of December 31, 2001.

2. Constituent currencies of the euro shall be converted into euro at the official
European Union conversion rates and then converted into the U.S. dollar value.
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I. INTRODUCTION

1. Turkey’s banking problems have many causes: poor governance and excessive
risk taking by banks, abuse by owners, weak regulatory and supervisory frameworks for
banking, lack of market discipline to drive weak banks into mergers or out of the market, and
extreme macroeconomic volatility. The Turkish adjustment programs since 1999 have sought
to correct these deficiencies through macroeconomic stabilization, deep structural reforms
secking to bring the operating rules and environment for Turkish banks up to EU and
international standards, and a concerted strategy to deal with system weaknesses and a
strengthening of the core of the banking system. The latter has included deep restructuring of
the state banks, takeover by the Savings Deposit Insurance Fund (SDIF) and resolution of
insolvent banks, and etforts to strengthen the capital position of the core private banking
system. The worsening economic environment and prospects of larger loan losses for banks
than what had been envisaged, has led to a new and strengthened strategy to shore up the
capital base and operations of the core private banking system.

2. This report summarizes the main causes of the banking problems, reviews the
measures already implemented to reform the regulatory and operating frameworks for
banks, and describes the measures contemplated under Turkey’s new program
supported by the Fund. Following the February 2001 crisis, the authorities redoubled their
efforts to deal with existing problems and strengthen the banking system. The strategy aimed
at eliminating existing distortions in the money market, while strengthening the capital
position of all banks and reducing the system’s vulnerability to market shocks. The sections
below describe developments under the program to date and especially the additional
measures to be introduced in early 2002 aimed at safeguarding the private banking system.



II. BACKGROUND
A, Structure of the Banking System

3. The Turkish banking system has total assets amounting to some US$119 billion
(including repos) as of end-September 2001, roughly 80 percent of 2001 GNP. Credit to the
private sector accounts for 28 percent of total assets, while holdings of government securities
account for some 38 percent of assets (Table 1). Deposits amounted to 63 percent and
interbank borrowing from abroad to 13 percent of banks’ total liabilities. More than half of
banks’ assets and liabilities are either denominated or linked to foreign exchange (FX).!

4, The banking system is becoming more concentrated, with seven banking groups
counting for two-thirds of banking system assets (Table 2). Three large state banks
represent about 27 percent of total assets (excluding repos), while the 5 largest private banks
account for 39 percent of system assets. While the number of banks is still large, it has shrunk
from 81 at end-1999 to 61 at end-2001. Most of the banks have no systemic importance as
they are branches of foreign banks (17 banks) or nondeposit taking investment banks (16
banks) that together count for only 8 percent of total system assets.” The remaining 28 banks
are domestic commercial banks, of which eight are the large state and private banks
mentioned above, and 20 (including five owned by the SDIF) are small- and medium-sized.

5. From 1997 to January 24, 2002, the number of small- and medium-sized
commercial banks has declined from 34 to 20. 14 banks have remained in private hands
throughout, one has merged with another private bank, while 19 banks have been taken over
by the SDIF. Of these 19 banks (representing some 14 percent of total system assets), 11 have
exited the market, 5 remain under SDIF control,” while 3 banks (representing 2 percent of
assets) have been sold to new owners (one to another domestic bank, one to a foreign bank
operating in Turkey, and one sold on a stand-alone basis). As a result, 15 small- and medium-
sized commercial banks are left in private hands, which represent about 15 percent of total
system assets.’

! For more information on foreign exchange exposure see paragraph 12.
2 Three investment banks have closed since late 1999 and are being liquidated.

* Of the five banks left under SDIF control, two remain in operation under court injunctions,
one is in the process of being sold to a foreign bank group, one will be converted into an asset
management vehicle, while one taken over in November 2001 is still being prepared for sale.

* Banks with a market share of 1-5 percent of total system assets are considered medium-
sized, those with less than 1 percent are considered small.



6. The ownership of private banks is highly concentrated and insider lending is
prevalent. Most private banks have a tradition of being closely held and only ten banks,
including the largest ones, are listed on the Istanbul Stock Exchange; typically 25-30 percent
of their shares are listed. Many banks are run as treasuries of their respective corporate
groups. Until 2000, banks were relatively free to lend to their owners and to related
companies (due to lax definitions of related parties and ample limits in relation to capital),
which has made related party transactions prevalent. Traditionally, weak prudential rules
allowed excessive risk-taking. Relaxed accounting rules in general and loan valuation rules in
particular have allowed banks to inflate asset values and to operate with overstated capital
numbers with impunity. As a result, many banks have failed and most of the 19 banks taken
over by the SDIF since 1997 failed largely due to defaults on loans to related parties; some
also have failed because of high exposures to volatile government securities and maturity
mismatches. Since late 1999, a wide range of regulatory and supervisory reforms has sought
to bring the framework for bank ownership and operations up to EU and international
standards as explained below.

7. Until recently, the operations of state banks led to huge market distortions. The
accumulation of “duty losses” without regard to the banks’ escalating liquidity needs and the
lack of incentives to minimize the cost of their borrowing (due to yield formulae that were
not linked to market rates), made these banks the source of massive distortions in the market
and extremely vulnerable to liquidity and interest rate shocks. Chronic under-capitalization
added to the distortions. These shortcomings now have all been dealt with as explained
below. A third state-owned bank, Vakif, is in the process of privatization. One insolvent state
bank, Emlak, was closed in 2001 and part of its balance sheet absorbed by Ziraat.

B. Prudential Regulation and Supervision

8. The legal and regulatory framework for banking has undergone major reforms
since 1999, and is expected to fully conform to EU and international standards by 2002.
In the past, inadequate prudential rules allowed private banks to take excessive risks, and
undercapitalized or clearly unviable private banks were allowed to operate and distort the
market (an operational legal definition of insolvency was lacking). Different prudential rules
applied to state banks. Accounting and reporting rules for banks were lax, and loan valuation
and loan loss provisioning rules were particularly inadequate. Since early 2000 a new
banking law and several new regulations have corrected these shortcomings: new loan
classification, loan loss provisioning and collateral valuation rules were put in place, loan
concentration exposure limits were tightened, connected lending rules were defined (with a
schedule for gradual compliance by 2006, given the extreme concentration to start with), FX
exposure rules were tightened, new rules regulated FX exposure and capital adequacy ratios
based on consolidated statements were established, as well as for risk management by banks,
fitness and propriety of owners and managers, and new accounting standards. Particularly
important were new rules for the exit of banks that were insolvent or illiquid. Prudential rules
applicable to private banks were also extended to cover the state banks. Finally, tax rules
were changed to promote adequate loan loss provisioning, facilitate bank and corporate



mergers and transfers of distressed assets, and promote deposits of longer maturities through
differentiated withholding taxes.

9. An independent Banking Regulation and Supervision Agency (BRSA) was
established in September 2000, and the SDIF, which was previously managed by the Central
Bank of Turkey (CBT) was transferred under the BRSA. Before, banking supervision was
performed by a department in the Treasury, including by a semi-autonomous group of bank
examiners (the so called Sworn Bank Auditors). Although it was known in the past that
certain banks were facing difficulties and were paying increasingly high premia for deposits
to maintain their liquidity, little corrective action was taken until the Banking Law was
changed and the supervision and enforcement functions were transferred to the BRSA.
Initially, the new agency was run by a board that was more political than professional, and
started to function as intended only after the board had been largely replaced in June 2001.
The BRSA has steadily improved its performance as supervisor and is in the process of
implementing plans for its institutional strengthening, including through strengthening banks’
regulatory reporting, better integrating its on-site examination, off-site monitoring and
enforcement functions, and new recruitment.

C. Recent Banking System Developments

10.  The banking system experienced large market and credit losses as banks’
various structural weaknesses were exposed to extreme market turbulence in late 2000
and early 2001 and the economic slowdown thereafter. Early in the year, the state banks’
exposure to overnight borrowing caused them to incur massive losses when interest rates
spiked in February. Following their financial restructuring, state banks have been performing
well, especially as their loan portfolios are very small, making them less vulnerable to the
slowdown in economic activity.

11.  The performance of private banks deteriorated substantially in 2001, even
before considering that their profits are likely to be overstated due to inadequate loan
loss provisioning, The financial crises of late 2000 and early 2001 seriously affected private
banks’ profitability. In the case of some banks, interest rate gains, mainly at the expense of
state banks, offset exchange rate losses. Direct exchange and interest rate gains and losses are
largely reflected in their financial statements already; so is the loss of profitable overnight
lending to state banks. For the first nine months of 2001, the private banks reported net
profits (Table 3) of about TL 721 trillion (roughly US$500 million), compared to net profits
of TL1,387 trillion or some US$2 billion during the same period in 2000 (and a return on
assets of 0.8 percent and a return on equity of 8.8 percent). The average risk weighted capital
adequacy ratio (CAR) of private banks declined from 19 percent at end-2000 to 11 percent by
end-September 2001. However, the full force of credit losses are yet to be reflected in banks’



profitability and capital. Private banks still show NPLs of only some 4 percent of total loans.”
Undoubtedly, inadequate loan classification and loan loss provisioning is overstating banks’
capital.

12. Private banks have traditionally kept large short FX exposures to reap profits
from very high real returns on domestic debt instruments (Table 4). During most of 2000, the
on-balance sheet short foreign exchange position of the private banking system (excluding
SDIF banks) grew steadily to reach about US$13 billion in September 2000. However, after
netting out forward cover and FX-indexed loans, as allowed under prudential rules, the short
position remained consistently at about US$1 billion, or well within the regutatory limit of
20 percent of capital. Market analysts’ concerns about the creditworthiness of the institutions
providing the forward cover, turned out to have had some basis. The February devaluation of
the TL led to substantial valuation losses for banks, as a significant amount of forward cover
contracts, in particular contracts with related counterparties, were not honored.® However,
after the debt swap of June 2001, in which some US$5 billion equivalent of TL-denominated
securities were exchanged for FX-indexed papers, the banking system appears protected from
further direct exchange rate risks.

13.  Interest rate risk in the banking sector increased in 2000 and early 2001 as there was
a marked shortening of deposit maturities, while the average maturity of government
securities increased. In addition, in 2000, consumer lending grew very rapidly with longer
maturities and in TL at fixed interest rates. This widening of the maturity gap exposed banks
to a significant interest rate risk. State banks, which by early 2001 had become largely
dependent on overnight liabilities, were the most vulnerable. When short-term interest rates
skyrocketed during the exchange rate crisis of February 2001, these banks took enormous
losses and became massively insolvent overnight. Private banks that held government
securities suffered market losses when their portfolios had to be marked to market. The
exposure of the system to interest rate risks has diminished in recent months as the Treasury
increasingly has issued securities at floating rates and with shorter maturities, the overnight
exposure of state and SDIF banks was eliminated, and these banks aligned their interest rates
closer to those of private banks.

3 Several factors contribute to the underestimation of NPLs: (a) in mid-1999 banks were
given four years to provision for existing loans; (b) loan classification is still more affected
by the type of collateral than by the borrower repayment capacity; (c) many banks have not
yet properly classified and provided for nonperforming related party loans; and (d) the typical
lag in the recognition of credit losses in an economic downturn,

® The authorities will pursue claims on these owners with the full force of the law (unlimited
liability) to the extent their banks are taken over by the SDIF.



14.  Lending to the private sector (except for lending to related parties) traditionally has
been relatively modest and usually short-term and heavily collateralized. This has been due in
large part to the ownership structure of private banks but also to very high real interest rates
that have made few credits bankable. Bank lending in Turkey is extremely concentrated, with
some 100 borrowers accounting for about 50 percent of total credit outstanding (based on
data in the largest banks). This includes credit to related group companies, which traditionally
has been very high, especially in smaller banks. The authorities have sought to reduce such
related exposures through legal and regulatory means but it will take some time before that
can be achieved—in fact, there are indications that related party exposures, many of which
are denorinated in FX, have grown relative to capital as a result of the depreciation of the
TL. Although the books of the banks (except for SDIF and state banks, which have been
through rigorous valuation exercises) do not yet show any significant deterioration in asset
quality, there are reports that the number of loans on banks’ watch lists is increasing. Partial
data also indicate that banks’ NPLs are highly concentrated: in the six largest banks some

50 borrowers count for nearly half of all recorded NPLs. As mentioned above, NPLs are
undoubtedly underestimated (Table 5) and it is expected that the upcoming targeted valuation
of loan portfolios (as explained below) will provide a better basis for estimating loan losses
and determining banks capital adequacy ratios (CARSs).

III. THE RESTRUCTURING OF THE BANKING SECTOR

15.  Following the February 2001 crisis, the authorities redoubled their efforts to
deal with existing problems and strengthen the banking system. The strategy aimed at
eliminating existing distortions in the money market, while strengthening all banks’ capital
positions and reducing the system’s vulnerability to market shocks. The program centered on
a complete revamping of the operations of the state banks, an accelerated strategy to resolve
the banks under SDIF ownership, and a program to strengthen the capital position of private
banks. The worsening economic environment and prospects of larger loan losses than
envisaged before, has led the authorities to revise and strengthen their strategy to deal with
the core private banking system, which up until now had been considered sound. The sections
below describe developments under the program to date and especially the additional
measures to be introduced in early 2002 aimed at safegnarding the private banking system.

A. The Restructuring of State Banks

16.  The overnight exposure of public banks (state and SDIF owned banks) had
become a major source of vulnerability in the banking system, The rollover of these
liabilities at very high interest rates resulted in sharply growing losses and liquidity problems
in those banks. In the week starting February 19, 2001 the withdrawal of TL liquidity by
private banks to buy FX resulted in extreme pressures on the state banks and overnight

TL market rates above 5,000 percent p.a. (on an uncompounded basis). This resulted in losses
in that week alone of around TL 4 quadrillion. As of mid-March, the total amount of over-
night liabilities had reached close to TL 20 quadrillion (close to TL 8 quadrillion were owed
to nonbank customers) or equivalent to over 300 percent of base money. The need to fund the



rapidly growing losses of the state and SDIF banks became a vicious circle and led the CBT
to lose monetary control.

17.  The removal of the overnight positions of the public banks became the highest
priority. The overnight debt of the banks was converted into term claims on the Treasury and
CBT, where it could be managed much more effectively, at lower cost and longer maturities.
This conversion consisted of the Treasury transferring securities to the banks to regularize all
receivables from the government (“duty losses”) in the books of Halk and Ziraat, and to
recapitalize those two banks and the SDIF banks.” The CBT provided repos and subsequently
bought securities from the banks, which allowed them to pay off their overnight borrowing
from other banks and customers. By June 2001 the entire overnight position of the state
banks had been eliminated and since then those banks have engaged in ne further overnight
borrowing.

18.  The public banks were also recapitalized and one insolvent state bank (Emlak)
was closed. The capital adequacy ratios (CARs) of Ziraat and Halk were brought up above
the regulatory requirement of 8 percent. Emlak (the housing state bank) has had its license
revoked and its banking assets and liabilities transferred to Ziraat (the latter received from the
Government TL 1.7 quadrillion to cover the net difference in liabilities and assets
transferred).

19.  Operational restructuring complemented the financial restructuring. The boards
of the state banks were replaced by a joint board consisting of professional bankers with
instructions to restructure their operations so as to bring them back to profitability and
prepare them for eventual privatization. Direct political influences in the operations of the
banks was thus dramatically reduced. In order not to distort market interest rates, a committee
with observer representatives of the CBT was established to set deposit rates of public banks
in a coordinated manner. As a result, deposit rates of state banks have converged to those
paid by the main private banks (Figures 1 and 2). In May 2001, the state banks started
reporting on their financial performance to the Treasury, which in turn started to control them
more closely.

20.  Ziraat and Halk have been restored te financial soundness and their operations
are now being streamlined with a view to their eventual privatization. The banks have
fully provisioned or set aside capital for all problem loans and now have positive cash

7 Although most of the accumulated “duty losses” up until then were not formalized in the
form of regular government securities and not included in government debt statistics, most of
them had been included IMF’s presentation of debt numbers.
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flows.® These banks are no longer seen as causing distortions in the deposit and money
markets and are now seen by the public as being sound, and have even benefited from flight
to quality in recent months despite much lower deposit rates relative to private banks than
earlier in 2001. Legal changes are being proposed to allow the planned downsizing of the
staffing and branch networks of these banks (Table 6). Both banks are expected to be highly
profitable in 2002 and can be expected to transfer dividends to the Treasury. After their
extensive financial and operational restructuring they can also be expected to become
valuable franchises for privatization.” No specific measures have been introduced for the
third state-controlled bank, Vakif, for which privatization bids are presently being solicited
and final decisions regarding the privatization are expected to be made in mid-2002.

B. The Resolution of SDIF Banks

21. Since 1997, 19 private banks have been taken over by the SDIF, of which 16
since December 1999, Bank runs have been avoided and the stability of the system
maintained, first by keeping all banks in operation, and later by introducing in January 18,
2001 an explicit general guarantee of all bank depositors and creditors. Five banks were taken
over in late 1999, three banks in 2000, two in early 2001, five banks in mid-2001, and one in
late November 2001 (Table 7). While most of the banks were relatively small, some were
also medium-sized. Altogether, these banks represented some 14 percent of total banking
system assets. Initial efforts to sell intervened banks were less successful than the authorities
expected. After a slow start, the resolution of SDIF banks started in earnest in late 2000 with
the introduction of new fit-and-proper criteria for bank ownership and a more proactive sales
effort in the form of public auctions. However, the auctions failed to attract much interest in
the wake of the November 2000 crisis. As a result, in early 2001 six banks were merged and a
part of the merged bank eventually sold.'® Three banks merged in mid-2001 did not find a
buyer and the merged bank was closed in late 2001. Three other banks were closed in late
2001 with part of their assets and liabilities transferred to the “bridge” bank and their
remaining balance sheet transferred to SDIF for liquidation. In December 2001, SDIF
successfully auctioned off to private banks most of the deposits of the banks in liquidation;
this was done without any market distress and at no additional cost to the government.

® In some cases capital has been set aside but, because of tax considerations, has not yet been
used to provide for the loan loss.

? In privatization, Ziraat’s special role in the government payment system (i.e., in revenue
collections, expenditure disbursements and cash management) will need to be considered.

g anuary 2001, five banks were merged with Sumerbank; one third of the balance sheet of
this bank was sold to another bank in August 2001, and the remainder transferred to the SDIF
for liquidation.
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22.  Considerable momentum has been reached in the resolution of SDIF banks.
Despite a deteriorating environment, four banks (including one representing the merger of
six) have been sold (even if only a part of their balance sheet was purchased by new
investors); two of the banks have been bought by foreign and two by domestic investors. Of
the remaining ten SDIF banks, 6 have been closed and put into liquidation. Four SDIF banks
remain in operation: one small bank that is being kept by the SDIF as a bridge bank for asset
management purposes (see below), a recently intervened bank for which a buyer 1s still being
sought, and two banks that SDIF has tried to close but has been forced to keep in operation
under court injunctions. All the banks taken over by SDIF through mid-2001 have thus been
dealt with. The authorities are expecting to have their resolution strategy for the recently
intervened bank finalized in February 2002.

23.  The SDIF is strengthening its capacity to deal with nonperforming assets. The
authorities are contracting additional staff, have sought the advice of an international
consulting firm and have started to outsource loans for workouts. SDIF will use one small
bank as a bridge bank to assist it in the asset management process; this bank will not be
allowed to accept deposits. While SDIF has legal “superpowers” for loan recovery exceeding
those of other creditors, it is quite restricted by public sector operating rules in what it can do
in the case of loan workouts and corporate debt renegotiations; here the use of the publicly
incorporated bridge bank with its different legal status, small branch network and established
IT system would give SDIF much needed flexibility.

C. Strengthening the Private Banking Sector

24.  Since the start of the program supported by the Fund in December 1999, the
authorities’ strategy for dealing with private banks has been to bring about a proper
valuation of their assets and then force undercapitalized banks to bring in new capital
or have insclvent banks taken over by the SDIF. In mid-200G1, undercapitalized banks
were required to bring in new capital. Six banks were unable to do so and were taken over by
the SDIF. Some other undercapitalized banks were required to strengthen their capital base
and improve their financial condition through outright increases in paid-in capital, mergers
tied to operational restructuring efforts, or participation of foreign investors. They were given
until end-2001 to reach the committed targets or face takeover by the SDIF. About US$700
million of new capital was raised this way. Another US$400 million was raised by other
banks on a voluntary basis in 2001.

25.  The adverse macroeconomic environment and likelihood of increasing future
credit losses has led the authorities to adopt a new strategy designed to support and
protect the core private banking system, The authorities expect banks to incur credit losses
as a result of corporate distress in the face of falling demand and high real interest rates. The
efforts in 2001 to raise private capital were important but insufficient to deal with the likely
further deterioration in banks’ financial condition. Planned mergers with strategic foreign
partners appear to have stalled after the events of September 11.
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26. A solvency support scheme for private banks therefore has become the priority
of the authorities in order to safeguard the core private banking system. This is needed
in addition to the general guarantee of all depositors and creditors already in place. Given the
likelihood of larger additional credit losses in banks, and that additional capital from existing
owners or new investors can be expected to be scarce, the authorities have designed a scheme
that would provide public capital support. The scheme would safeguard the solvency,
profitability and continued confidence in the banking system. The scheme will require that all
existing losses be identified by independent external audits and borne by existing owners. It
is designed to show strong government support of the banking system, and create the
conditions for renewed lending to the real sector, while minimizing up-front cash outlays for
the SDIF and overall public sector costs. The scheme will be introduced in January 2002 and
will be implemented by end-June 2002. It is expected to lead to a more efficient and
profitable banking system with more risk-aware banks engaged in more lending to a less
volatile corporate sector.

27.  The scheme will be based on a rigorous targeted valuation exercise of banks’
loan portfolios and certain other exposures, especially exposures to connected parties.
This is the only way to get a reliable valuation of banks’ net worth. This up-front valuation
exercise is crucial and the authorities are taking measures to make sure that it is thorough and
viewed by markets and investors as being technically of the highest quality and honest.
Accordingly, the BRSA will establish clear guidelines with criteria, templates and detailed
instructions for the assessment exercise and have asked for Bank-Fund technical assistance in
that regard. The BRSA will ask banks’ existing external auditors (typically local affiliates of
the big-five auditing firms) to do the assessments. Once asset values and capitalization needs
have been established by the auditors, banks will hire auditing firms for a third party
assessment of the integrity of the exercise. The BRSA will then establish the possible need
for additional capital. These numbers would then feed into recapitalization plans that banks
would be required to comply with and would also feed into banks’ balance sheets for end-
June 2002. This would coincide with the introduction of new international accounting
standards starting July 1, 2002,

28.  Once a bank’s capital shortfall has been established, the BRSA will require
banks to write down their capital and ask existing owners or new investors to raise
capital. Banks’ shareholders and private investors would be asked to provide necessary
capital to bring up banks Tier-1 capital to 4 percent and overall CAR to 8 percent as called
for under existing regulations. Legal amendments will provide new fast-track procedures for
these operations. Banks that meet their CARs or can raise capital on their own would only be
required to show a business plan to ensure their continued solvency.

29.  For banks that would not be able to raise the full amount of new capital on their
own, the SDIF would stand ready to provide support to banks that meet certain capital
adequacy thresholds. Insolvent banks or banks unable to raise the necessary capital would
be taken over by the SDIF (legal changes will be introduced to increase SDIF’s powers to
take over chronically undercapitalized banks) and/or otherwise resolved. In any bank in
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which SDIF would hold equity, it would have board representation with veto rights. In
addition, majority shareholders would be required to pledge theirshares to guarantee that
SDIF could sell its shares in the future and recoup its investment, including carrying costs. A
bank would adhere to restrictions on the distributions of dividends, while SDIF remains a
shareholder. The detailed regulations regarding the scheme will be issued by the BRSA as
soon as the recapitalization scheme has been enacted into law.

30.  Under the proposed support scheme the SDIF is authorized to put in Tier-1
equity capital in private banks (on behalf of the government) provided that: (i) SDIF’s
Tier-1 equity contribution does not exceed the new private contribution and (ii) the bank’s
Tier-1 capital is raised to 5 percent CAR, and (iii) the bank, or banks to be merged, represent
a market share of at least 1 percent of total banking system assets.'' Banks® capital
contributions in cash in 2001 would count as new capital, after a bank’s CAR has been
brought to zero. The SDIF will make any Tier-1 capital contributions with government
securities issued at market terms.

31. SDIF is also authorized to contribute Tier-2 capital in the form of convertible
subordinated debt. Such capital would be available to all banks with a Tier-1 CAR of at
least 5 percent (regardless of market share). SDIF will make any Tier-2 contribution with
seven-year government bonds that cannot be transferred to any third party without prior
approval of the BRSA. If a bank were to make further losses and its Tier-1 CAR were to
decline below 5 percent, Tier-2 capital would convert to equity in order to bring the Tier-1
CAR back up to 5 percent on a quarterly basis. This would give private owners incentives to
rehabilitate their bank and prevent the SDIF from becoming the majority owner. If SDIF were
to become the majority owner of a bank, this would allow it to pursue “least-cost” early
resolution options. The regulations for the scheme will spell out the precise conditions under
which the SDIF can sell its shares, for bank owners to purchase shares held by SDIF, and for
SDIF to convert Tier-2 capital into equity.

D. Public Sector Gross Cost of Restructuring

32.  The regularization of the “duty losses’ in state banks and the recapitalization of
the state and SDIF banks in May 2001 required the issuance of TL 45 quadrillion in
new government FRNs (24 percent of 2001 GNP)." For Ziraat and Halk, the Treasury
injected TL 27.3 quadrillion, the bulk of which was used to regularize unsecuritized “duty
losses” with floating rate Treasury securities. In addition, the Treasury provided

"! This measure is designed to encourage mergers—nearly one half of the remaining
20 private commercial banks have a market share below 1 percent.

12 A5 some of the new issues replaced earlier heavily discounted issues, the increase in the
stock of public debt was somewhat less than this amount.
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TL 1.7 quadrillion in securities to cover the transfer of net liabilities from Emlak to Ziraat.
For SDIF banks, the Treasury issued about TL 16 quadrillion of FRNs and FX denominated
securities to replace some earlier issues and cover the accumulated losses in the banks taken
over prior to mid-May.

33. The contingency of TL 5.5 quadrillion (3 percent of 2001 GNP) “‘set aside” in the
public debt projections in mid-2001 to cover potential future resolution and takeover
costs of the SDIF is expected to be sufficient to cover the additional costs of the public
support scheme and additional SDIF resolution costs. The contingency will grow to some
TL 8 quadrillion in the 2002 debt projections due to accumulated interest. There are two
types of claims on this contingency: first, the public support scheme and, second, the
resolution of the remaining SDIF banks. There may also be costs of additional bank takeovers
and resolutions, the magnitude of which are not likely to be known until mid-2002, when the
results of the valuation exercise and the uses of the public support scheme are known, For
now, including subordinated bank debt to the government, it is expected that the additional
costs will remain within the contingency.



Statement by the IMF Staff Representative
February 4, 2002

1. This statement provides an update on economic and policy developments since the
staff report (EBS/02/8, 1/18/02) was issued. The new information does not warrant changes
in the thrust of the staff appraisal.

2. Financial indicators have continued to reflect a positive market sentiment. In
January, the Turkish lira appreciated by 11 percent relative to the U.S. dollar, bringing the
cumulative appreciation since mid-October 2001 to 22 percent. The interest rate on the
benchmark bond (maturing in July 2002) declined by a further 1 percentage point during the
month, to 6% percent. Stock prices remain more than 80 percent above the post-September 11
low, despite a modest decline of 4 percent in January.

3. The prior actions for approval of the SBA have been completed. As already
mentioned in the staff report, three prior actions were met before the Letter of Intent was
signed. Parliament passed the Tobacco Law on January 3, 2002 and the Procurement Law on
January 4, 2002 (both have since been signed into law by the President), and all banks taken
over by the SDIF by November 2001, with the exception of two whose resolution has been
halted by courts, were resolved by end-2001. The other prior actions have been implemented
as follows:

. Fiscal policy. The Council of Ministers’ decree implementing the reduction in the
share of central government tax revenues accruing to metropolitan municipalities was
issued on January 29. The circular to implement attrition rules was issued on January
28. The Minister of Finance signed the letter approving the reallocation of spending
to ensure adequate funding for direct income support for small-scale farmers on
January 11.

. Banking reform. Many of the banking reform prior actions were linked to passage of
the amended Banking Law. Although the Law originally approved by parliament on
January 10, the President vetoed three articles in it on January 25. They related to the
auditing and reporting of independent supervisory and regulatory boards (not directly
relevant for banking reform), changing the status of state bank employees, and
providing legal protection for state bank management (the latter two articles were
aimed at facilitating the restructuring of state banks and state banks’ participation in
corporate debt restructuring under the Istanbul approach). On January 30, parliament
passed the Law for a second time, without amendment, after which the President was
required to sign the Law, which he did on January 31. The Law took effect on
February 1, when it was published in the official gazette. Although the disputed
articles can be challenged in the Constitutional Court, this does not affect the
remainder of the Law. Moreover, the authorities have indicated that until the
Constitutional Court makes its ruling, the disputed articles remain in effect, and any
actions taken on the basis of these articles will stand even if they are ruled
unconstitutional. With the amended Banking Law passed and signed into law, the
following prior actions were met: (1) the legal framework for the public support

- over -
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scheme for private banks became effective, (ii) the legal amendment to eliminate the
existing four-year transition rule for loan-loss provisioning was passed, and (iii} the
necessary legal amendments for staff reductions in state banks were put in place. The
remaining prior actions in banking were completed through a Council of Ministers’
decree on staff reductions in state banks signed on January 29; through the circulation
on January 30 by the BRSA to the Turkish banking community of rules {(effective
July 1, 2002) to begin the trial implementation of accounting standards in line with
the IAS; and through approval by the BRSA on January 31 of regulations related to
the private bank recapitalization scheme and of guidelines for the targeted evaluation
of banks’ loan portfolios.

Public sector reform. (i} On January 29, the Council of Ministers approved a plan to
reform the tax system. A matrix that spells out the reform in further detail was
approved by the Ministers of Finance and Economy on January 31. (ii) Between
December 3 (the issuance of the Prime Minister’s circular) and mid-January,

12,657 public sector workers were retired or notified of retirement. In addition, in the
context of the merger of the state-owned steel company Isdemir with Erdemir on
January 31, 2,606 workers at Isdemir were laid off on that day, bringing the reduction
in the number of public sector workers above the targeted 15,000. Erdemir is a steel
company classified as private under the commercial code, with the state’s present
share at 50.4 percent. The authorities have agreed to reduce the state’s share in
Erdemir to below 50 percent by mid-February. While the inclusion of the laid-off
workers in meeting the targeted reduction does not meet the letter of the envisaged
action (retirement), the staff considers that satisfactory progress has been made
toward completing this prior action.

Enhancing the role of the private sector. The Council of Ministers approved an
action plan to foster domestic and foreign investment on January 28.

Although not prior actions for the approval of the SBA, progress has also been made

with two program actions envisaged for completion by end-January. First, the review of
redundancies in state economic enterprises has been initiated (with World Bank assistance)
and the Treasury has issued an instruction to eliminate 90 percent of existing open positions
in state economic enterprises, paving the way for completing the related prior action for the
first program review in due course. Second, the strategy for increasing transparency and
combating rent-seeking activities has been opened for signature by the Council of Ministers
(adoption of this strategy is a structural benchmark).
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IMF Managing Director Sees Impressive Commitment by Turkey to Economic Reforms;
Executive Board Approves US$16 Billion Stand-By Credit

The Executive Board of the International Monetary Fund (IMF) today approved a three-year,
SDR 12.8 billion (about US$16 billion) stand-by credit for Turkey to support the government’s
economic program for 2002-2004. This decision will enable Turkey to draw SDR 7.3 billion
{about US$9 billion) from the IMF immediately.

The arrangement with Turkey replaces the previous stand-by credit, which was approved in
December 1999 (see Press Release No. 99/66) and amounted to a total of SDR 15 billion (about
US$19 billion). Total disbursements to Turkey under the previous stand-by credit came to

SDR 11.7 billion {about US$14 billion). The remaining undisbursed SDR 3.3 billion {about
US$4 billion) were folded into the new arrangement and are included in the total amount.

After the Executive Board discussion on Turkey, IMF Managing Director Horst Kohler issued
the following statement:

“Today's decision is a recognition by the international community of Turkey's success in
developing and implementing a bold and comprehensive economic reform program. Progress is
impressive, and the authorities are committed to doing what is necessary for the country's
economic and financial recovery through continued steadfast policy implementation. The IMF
continues to support Turkey in its truly "owned" program.

“Executive Directors commended the Turkish authorities on the considerable progress they have
made in implementing their ambitious economic reform program. They have moved successfully
to a floating exchange rate regime, set a clear course toward debt sustainability through a greatly
improved fiscal position, and achieved important progress in banking sector restructuring, public
sector reform, and preparations for privatization. In tandem with the associated strengthening in
the perceptions of markets, these policies have laid the basis for a resumption of growth.

“Achieving a lasting improvement in Turkey’s economic conditions will require the authorities’
strong perseverance in the flawless implementation of their reform agenda to further improve
prospects for economic recovery, disinflation, and debt sustainabality.

Washington, D.C. 20431 « Telephone 202-623-7100 » Fax 202-623-6772 » www.mf.org



“The authorities have appropriately responded to the exogenous shock that Turkey suffered
following the September 11 events with a strengthened medium-term program. The new program
aims at cleaning up the banking sector, consolidating fiscal adjustment, and achieving
disinflation within a floating exchange rate framework, and, if consistently implemented, will go
a long way toward making the economy more robust in the face of possible future shocks.

“The recent improvement in Turkey’s growth performance, and prospects for continued
recovery, underpinned by improved market stability and confidence, are encouraging. The
authorities should now act with determination to sustain this recovery into the medium term by
removing the basic impediments to growth. This will imply rehabilitating the banking system,
mtroducing an efficient management of public resources, and creating an environment supportive
to private investment and the growth of a dynamic private sector.

“Achieving sustained reductions in public indebtedness will require high primary budget
surpluses over the medium term, underpinned by fundamental reforms of the tax and spending
policies. The planned reduction in public sector employment is key to achieving a permanent
budget adjustment and a more efficient public administration. It must be pursued vigorously but
in a manner which minimizes social costs. Building on the considerable progress in streamlining
the budget system over the last several years, the authorities will also further improve public
procurement, overhaul the tax system, reform public sector employment, and consolidate budget
nstitutions.

“Lowering inflation on a lasting basis will be central to the achievement of a slable
Macroecononc environment conducive to economic growth, and to the success of the floating
exchange rate regime. To achieve the targeted disinflation, the central bank will adhere strictly to
its base money targets, while finalizing preparations for a successful transition to formal inflation
largeting,

“The reforming of the state banks has been onc of the main achievements under the program, and
every effort must now be made to complete the operational restructuring of these banks,
followed by their privatization. The authorities” strong efforts to put in place the legal and
regulatory framework supporting the new recapitalization scheme for the private banks are
commendable.

“The authorities’ continued strong implementation of a challenging economic program, and the
renewed demonstration of political unity behind the program justify the Fund’s exceptional
support to Turkey’s reform agenda,” Mr. Kohler said.



ANNEX
Recent Developments

In late summer 2001, Turkey’s revised economic program was beginning to show positive
results, when the events of September 11 struck. The September 11 shock has affected the
Turkish economy through lower export demand, loss of tourism receipts, reduced access to
international financial markets, and weaker privatization and {oreign direct investment prospects.
These losses in foreign exchange strained domestic financial markets in September-October and
led to large increases in domestic interest rates, the opposite of the program’s goal.

By November 2001, Turkey was estimated to face an external financing gap of US$10 billion for
2002, with gaps of US$1 billion in each of the following two years. Although the program,
which was strengthened in May, addressed many of Turkey’s deep-rooted macroeconomic and
structural problems, including the heavy debt burden, entrenched high inflation, banking sector
difficulties, and pervasive state involvement in the economy, Turkey now needed to follow an
intensified medium-term approach in order to fulfill its growth potential with disinflation and
falling debt ratios.

In recent months, the prospects of a strengthened economic program, to be supported by
additional external financing in the context of a Fund arrangement, has helped to improve market
sentiment. In January, the Turkish lira appreciated by more than 10 percent against the U.S.
dollar, bringing the cumulative appreciation since mid-October 2001 to more than 20 percent. In
addition, the interest rate on the benchmark bond has fallen by more than 20 percentage points
(to around 70 percent at end-January), while the stock market has risen more than 80 percent
from its post-September 11 low.

Program Summary

Turkey’s economic program for 2002-2004 deepens and extends the efforts that were made
under the previous program. The program aims at protecting the economy against future crises,
while laying the basis for sustained economic growth. Three key elements of the program are
designed to reduce the risk of future crises. First, continuation of the floating exchange rate
regime will limit the potential for speculative attacks, allowing greater interest rate stability.
Second, efforts to reform and strengthen the financial system will make banks less vulnerable to
withdrawal of funds, and boost confidence in domestic financial assets. Third, expenditure and
tax reforms will help sustain the fiscal adjustment needed in the medium term to ensure dcbt
sustainability.

The program aims to generate sustained economic growth through macro stability, to be
achieved by fiscal adjustment, disinflation under the planned inflation targeting framework, and
structural reforms. Structural reform cfforts will focus on completing banking sector
restructuring, intensifying public sector reform, and strengthening the private sector’s role in the
£conomy.



The medium-term macroeconomic framework envisages gradual economic recovery, continued
disinflation, improved external accounts, and government debt sustainability. For 2002, GNP is
projected to grow by 3 percent with an upside potential given the depth of the 2001 recession.
The authorities have reaftirmed their commitment to reach the CPI inflation target of 35 percent
in 2002, from 68.5 percent in December 2001. The government intends to support a viable debt
position by maintaining the public sector primary surplus in 2002 at the level of 6.5 percent of
GNP. The current account is still expected to move from a surplus of about US$2 billion in 2001
to a deficit of a similar magnitude in 2002. The capital account deficit is projected at US$3
billion in 2002, compared with US$13 billion in 2001, reflecting mainly the expected
improvement in portfolio and banking sector flows as a result of a gradual restoration of
confidence. Provided interest rates converge to program levels and the primary surplus remains
strong, Turkey’s public debt would be sustainable in the medium term—that is, it would shift to
a declining trend relative to GNP.

On fiscal policy, the authorities intend to continue their strong fiscal efforts begun in 2001,
which had allowed for a public sector primary surplus of more than 5.5 percent of GNP despite
the deep recession. For 2002, Parliament has passed a central government budget consistent with
the objective of achieving a public sector primary surplus of 6.5 percent of GNP, and the
authorities have already started to implement supporting measures to enhance revenues and
rationalize expenditures. On debt management, the authorities plan to take further steps to build
on the recent achievements, including offering securities that are matched by investors’ needs;
widening the investor base to make it more stable; and lengthening the maturity of government
debt and deepening the liquidity of benchmark issues.

The authorities reaffirmed that the goal of monetary policy will be to lower inflation, and they
are making additional efforts to put in place the preconditions for successful inflation targeting.
Improving financial market conditions and a stabilizing exchange rate will rebuild confidence in
the financial system and free monetary policy to target inflation.

Structural priorities under the program are threefold: in the banking sector to restore credit flows
to the real sector; in the public sector, greater transparency of government operations, and state
enterprise restructuring; and in the private sector, intensifying privatization and fostering greater
foreign direct investment. The authorities will implement a policy package to accelerate banking
sector reforms and complete the restoration of the sector’s soundness. Their two-pronged
strategy will force banks to value their loan portfolios rigorously, while at the same time offer
limited public support for private bank recapitalization efforts. Furthermore, institutional
capabilities need to be established to resolve the large amount of assets of banks taken over by
the Savings Deposit Insurance Fund (SDIF), and the momentum for strengthening the regulatory
and supervisory frameworks needs to be maintained.

In the public sector, the authorities are determined to sustain the fiscal adjustment through
reforms aimed at a lasting improvement of the fiscal position, and a significant enhancement of
fiscal transparency. Tax system reform will make the revenue base broader and more sustainable,
and reduce distortions in the economy. Consolidating fiscal activities into fewer institutions will
enhance aggregate fiscal control and improve transparency. Social protection in the new program



will be enhanced to cushion the impact of the necessary retrenchment program in public
enterprises. At the same time, the authorities plan to take major steps to revitalize privatization in
2002 and to improve the private investment environment. Key to fostering a business-friendly
environment will be to improve transparency and governance, and enhance communication of
the aims of the economic program.
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Turkey: Selected Indicators, 1999-2004

1999 2000 2001 2002 2003 2004
(In percent)
Real sector
Real GNP growth rate -6.1 6.3 -8.5 3.0 5.0 50
GNP deflator 558 50,9 an.7 48.9 24.9 131
Nominal GNP growth rate 60.4 47.0 53.4 31.2 18.8
WPI (12-month, cnd-of-period ) 62,9 327 88.6 31.0 16,2 120
CPI (12-month, end-of period) 688 39.0 68.5 35.0 20.0 12,0
Average nominal treasury bill interest rate 106.2 38.0 99.7 69.6 46.0 324
Average ex-ante real interest rate 1/ 32.0 9.4 324 33.2 27.5 205
{In percent of GNP)
Central government budget
Primary balance 2/ 1.5 4.2 5.0 54 5.6 5.6
Net interest payments 3/ 13.1 158 232 205 16.2 135
Overall balance -11.6 -11.6 -18.2 -15.2 -10.6 -7.8
Consolidated public sector
Primary balance -2.0 2.3 5.7 6.5 6.5 6.5
Net interest payments 4/ 221 219 247 184 158 133
PSBR (including CBT profits) 242 19.6 19.0 [1.9 9.3 6.8
Net debt of public scetor 61.0 57.4 922 81.3 73.3 69.4
Net external 20.1 183 380 35.1 30.6 28.5
Net domestic 40.9 39.1 54.2 46.2 42.7 40.9
Of which:
Central governiment (gross) 42.5 40.9 70.3 54.2
Auctioned and other cash debt 25.8 234 233 23.1
Bank recapitalization 17.4 35.6 284
External sector
Current account balance 0.7 -4.9 13 -12 -12 -1.2
Gross external debt 55.0 56.6 75.4 71.7 00.7 633
Net external debt 34.0 37.0 51.6 48.1 44.4 40.8
Short-term external debt {by remaining maturity) 20.8 230 233 204 19.0 i8.8
Monetary aggregates
Seignorage 5/ 32 1.8 1.0 1.0 07
Nominal growth of broad liquidity (in percent) 96.9 40.2 75.1 40.2 27.4 17.1
{In billions of U.S. dollars, unless otherwise indicated)
Privalization proceeds 0.1 33 28 1.5 2.5 1.0
Net external financing of central government 1.4 4.1 2.7 1.0 -1.0 -1.0
Amortization 6.0 6.2 8.2 6.5 8.4 8.0
Gross borrowing T4 10.3 5.5 7.4 75 7.0
Of which: Burobond issues 5.0 7.5 22 2.5 4.5 47
GNP 1874 2013 150.3 165.6 183.0 2013
GNP (in quadrillions of Turkish lira) 78.3 125.6 184.7 283.2 3716 441.3

Sources: Data provided by Turkish authorities; and IMF staff estimates.
1/ Average of monthly nominal interest rate divided by 12-month ahead CPI inflation. With average maturity of newly issued debt less than one year,
and with FRNs paying quarterly coupons, this measure oversiates the effective real interest rate when inflation is declining.

2/ On a commitment basis, excluding profit transfers frorn the CBT, interest receipts, and privatization proceeds.
3/ Interest payments minus interest receipts plus profit transfers from the central bank.
4/ Interest payments minus interest receipts plus CBT profits before transfers to the government.

5/ Change in reserve money in percent of GNP, where reserve money is defined as currency issued plus reserve requirements.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

