FEEEE

14

:

inflation re



Contenfts

1.

OVERVIEW
1.1. Monetary Policy Implementation and Monetary Conditions
1.2. Macroeconomic Developments and Main Assumptions
1.3. Inflation and Monetary Policy Outlook
1.4. Risks and Monetary Policy
INTERNATIONAL ECONOMIC DEVELOPMENTS
2.1. Global Growth
2.2. Commodity Prices
2.3. Global Inflation
2.4. Financial Conditions and Risk Indicators
2.5. Capital Flows
2.6. Global Monetary Policy Developments

INFLATION DEVELOPMENTS
3.1. Inflation

3.2. Expectations

SUPPLY AND DEMAND DEVELOPMENTS
4.1. Gross Domestic Product Developments and Domestic Demand
4.2. External Demand
4.3. Labor Market

FINANCIAL MARKETS AND FINANCIAL INTERMEDIATION
5.1. Financial Markets
5.2. Financial Intermediation and Loans

PUBLIC FINANCE
6.1. Budget Developments
6.2. Public Debt Stock Indicators

MEDIUM-TERM PROJECTIONS
7.1. Current State, Short-Term Outlook and Assumptions

7.2. Medium-Term Outlook
7.3. Risks and Monetary Policy

BOXES

Box 2.1. Determinants of Recent Portfolio Flows

Box 3.1. Effects of Administered Prices and Indirect Tax Adjustments on the CPI Inflation
Box 4.1. Recent Movements in Inventories

Box 4.2. Estimating Turkey's Gold Stocks

Box 4.3. The Effect of Gold on Current Account Balance and Growth

Box 4.4. Real Unit Wage in Trade-Services Sector

Box 5.1. Reserve Option Mechanism

Box 5.2. Financial Conditions Index

Box 5.3. Effect of Additional Monetary Tightening on Exchange Rates

10
13
14
17
20
22
24
25

33
33
43

49
50
53
57

77
77
87

105
106
110

113
113
116
119

29
45
62
67
69
73
93
98
101



Cenfral Bank of the Republic of Turkey

1. Overview

Although uncertainties regarding the global economy have eased slightly
in the third quarter of 2012, they sfill remain critical. Meanwhile, global growth
has continued fo lose momentum. In this period, measures taken have
alleviated the risk of further deepening of the problems in the Euro Areq; yet
growth outlook for both advanced and emerging economies was revised
downwards. Data released in the US pertaining to employment, housing and
production suggested that the recovery was weaker than envisaged. The
unfavorable outlook for the Euro Area persisted, and the economic activity in
emerging economies including China continued to decelerate. In this context,
central banks of advanced economies announced quanftitative easing
packages to bolster economic activity and reduce macro financial risks, while

expectations regarding emerging market policy rates were revised downwards.

The persistent weakness in global economic outlook reduces inflationary
risks, yet keeps concerns over financial stability and growth on the agenda.
Uncertainties regarding the Euro Area, concerns over the US and Chinese
economies and geopolifical risks remain significant. Notwithstanding the recent
measures, ongoing fragilities and imbalances in the global economy continue
to keep the volatility of risk appetite at relatively high levels. Taken together with
extraordinarily ample and low-cost liquidity injected to the market by
advanced economies, this leads to high volatility in short-term capital flows and

confirms the importance of building a flexible policy framework.
1.1. Monetary Policy and Monetary Conditions

Since the end of 2010, the Cenfral Bank of the Republic of Turkey (CBRT)
has desighed and implemented a new policy framework, which takes into
account macro financial risks. In this respect, the general framework of the
inflation targeting regime was modified and additional policy instruments were
developed to support the adoption of financial stability as a complementary
objective. Policies implemented in this period aimed at managing macro
financial risks without prejudice to the price stability objective. To this end, credit
growth was brought under confrol and exchange rate was aligned closer with

economic fundamentals.
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Recent data releases suggest that policies were largely successful in
delivering the intended results. The composition of growth has displayed a
healthier outlook, while the rebalancing process became more significant. In
fact, during this period, current account has contfinued to improve (Chart 1.1.1)
and the contribution of net exports to growth has increased markedly
(Chart 1.1.2).

Chart 1.1.1. Chart 1.1.2.
Current Account Balance Contribution of Net Exports to Annual GDP Growth
(12-Month Cumulative, Billion USD) (Percent)
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Having started to achieve the intended results in terms of reducing macro
financial risks, monetary policy shiffed the emphasis to price stability as of
October 2011. In this respect, the CBRT implemented a strong monetary
fightening by widening the interest rate corridor upwards and using liquidity
operations effectively. Due to the volafility in risk appetite and upside risks
regarding inflafion outlook, the CBRT implemented additional monetary
fightening occasionally until mid-2012. During this period, the upper bound of
the interest rate corridor was kept high to preserve the fightening flexibility
(Chart 1.1.3) These policies, in turn, have prevented a possible deterioration in
medium-term inflation expectations, amid a period of intensified supply-side

pressures and double digit inflation (Chart 1.1.4).
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Chart 1.1.3. Chart 1.1.4.
Monetary Policy 12- and 24-Month Ahead CPI Expectations*
(Annual Percent Change)
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Monetary policy assumed a more accommodative stance since mid-
2012. Improving global risk appetite, along with clearer signs of a more robust
rebalancing process evidenced by recent data on the current account and
the composition of growth, had favorable impact on risk perceptions towards
Turkish economy. Moreover, the disinflationary impact of domestic demand has
become more significant. Against this backdrop, the CBRT increased the
ligquidity injected to the market since early June, and decreased its average
funding rate gradually. Meanwhile, the O/N market rates have fallen to low
levels (Chart 1.1.3). Since September, considering the decreasing tail risks
regarding the global financial system and also to support credit conditions, the
CBRT has cut the upper bound of the interest corridor gradually and further

eased liquidity conditions.

Despite the more accommodative liquidity policies, the CBRT has
adopted a cautious stance in general. In this respect, the Monetary Policy
Committee (the Committee), highlighting the risks related to pricing behavior
due to administered price hikes and rise in energy prices, stated that cautious
stance will be preserved. Moreover, the Committee has stated that it would be
appropriate fo preserve the flexibility in monetary policy on both sides amid the
prevailing uncertainties regarding the global economy. Accordingly, it was
reiterated that the impact of the measures undertaken on credit, domestic
demand, and inflation expectations will be closely monitored and the funding

amount will be adjusted in either direction, as needed.

The short-term interest rates declined significantly in the third quarter due
fo liquidity policies pursued by the CBRT. Long-term rates, on the other hand,
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displayed a limited fall mainly owing to lower risk premium. As a consequence,

the yields have shiffed down across all maturities while the slope of the vyield

curve turned positive (Chart 1.1.5).

Chart 1.1.5.a. Chart 1.1.5.b.
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Annual growth rate of credits confinued to slow down during the third
quarter (Chart 1.1.6). Both supply and demand conditions are likely to be more
supportive for the credit growth in the final quarter of the year. In fact,
consumer loan rates have been frending downwards along with the falling
market rates (Chart 1.1.7). Business loan rates are also expected to decline with
the cuts in the upper bound of the interest rate corridor. Accordingly, as
predicted, annual rate of growth in total credits is expected to materialize

around 14 percent at the end of the year.

Chart 1.1.6. Chart 1.1.7.
Growth of Consumer and Business Loans TL Loan Rates
(Adjusted for Exchange Rate, Excluding Credit Cards, (4 Week Average, Percent)
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Another noticeable development regarding financial stability issues
during the third quarter is the steps the CBRT has taken regarding the Reserve
Option Mechanism (ROM). ROM is a tool allowing banks to hold a certain
fraction of their Turkish lira reserve requirements in FX or gold. This mechanism
aims at increasing the resiience of the economy against external financial
shocks (Box 5.1). This system is expected to smooth the imbalances between FX
supply and demand due to shifts in capital flow movements. The mechanism is
targeted to operate as an automatic stabilizer, once the construction process is

completed.
1.2. Macroeconomic Developments and Assumptions
Inflation

Inflation displayed a slight increase in the third quarter of 2012 and stood
at 9.2 percent in September, overshooting the projections presented in the July
Inflation Report (Chart 1.2.1). This higher-than-expected inflation rate is
aftributed to recent hikes in oil and unprocessed food prices as well as

adjustments in administered prices and tax hikes.

Chart 1.2.1.
July 2012 Inflation Forecasts and Realizations
(Percent)
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* Shaded region indicates the 70 percent confidence inferval for the forecast.
Source: TurkStat, CBRT.

Annual inflation in core good prices continues o fall as the cumulative
effects of last year's exchange rate and import price movements gradually

fade and the slowdown in domestic demand contfinues. Meanwhile, services
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inflation remain moderate (Chart 1.2.2). Against this background, core inflation

indicators maintain a downward trend (Chart 1.2.3).

Chart 1.2.2. Chart 1.2.3.
Core Goods and Services Prices Core Inflation Indicators SCA-H and SCA-I
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Supply and Demand

National accounts data for the second quarter of 2012 indicate that
owing to investment, domestic demand conditions were weaker than the
outlook presented in the July Inflation Report (Chart 1.2.4). Meanwhile, recent
data releases signal that the deceleration in final domestic demand continues
in the third quarter. Accordingly, short-term forecasts for output gap are revised

downwards in the infer-reporting period.

Chart 1.2.4.
2012 Q2 Final Domestic Demand: Forecast and Realizations
(Seasonally Adjusted, 2008Q1=100)
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6 Inflation Report 2012-1V



Cenfral Bank of the Republic of Turkey

Leading indicatfors indicate a mild recovery trend in consumption
demand in the last quarter of the year. Given the recent developments in the
credit market and lagged effects of accommodative monetary policy
implemented since the midst of the year, consumption demand is expected to
rise in the forthcoming period. As for the investment, the recovery is expected to

be more delayed.

In the third quarter of the year, external demand also confinued fo
decelerate like domestic demand. External demand outlook has followed a
weaker-than-expected course since the publication of the July Inflation Report.
In fact, downward revisions in global growth forecasts in the third quarter point
to lower levels for the export-weighted global economic activity index
(Chart 1.2.5). The sustained poor outlook for growth, especially in the Euro Areq,
restricts the external demand. Nevertheless, thanks to market and product
diversification, exports are estimated to maintain a relatively favorable course in

the forthcoming period.

Chart 1.2.5.
Export-Weighted Global Economic Activity Index (2009Q1=100)*
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* For methodology, see Inflation Report 2010-I1, Box 2.1 “Foreign Demand Index for Turkey".
Source: Bloomberg, Consensus Forecasts, CBRT.

In sum, forecasts are based on the assumption that aggregate demand
conditions will provide a higher contribution to disinflation compared to the
previous reporting period. The effect of this development on end-2012 inflation
forecast is 0.1 percentage point on the downside.

Energy, Imports and Food Prices

Owing to supply-side factors, oil prices remained above projections in the

inter-reporting period (Chart 1.2.6). Accordingly, average oil price assumption
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for 2012, which was set as USD 110 in the July Inflation Report, was revised
upwards to USD 112. Although the revision for the entire year seems limited, it
implies a notably higher average oil price assumption for the second half of the
year. Accordingly, assumptions for 2013 were revised upwards from USD 100 fo
usD 107.

Likewise, import prices also remained above projections. In line with the
actual data and futures prices, assumptions for import prices were revised
upwards compared to the previous period (Chart 1.2.6). The revisions in oil and
import prices combined with the developments in the exchange rate pushed

the inflation forecast for end-2012 upwards by 0.40 percentage points in total.

Chart 1.2.6.
Oil and Import Price Assumptions
Qil Prices* (USD/bbl) Import Prices* (2003=100)
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The volafility in unprocessed food prices continues to pose uncertainty
regarding the short-term forecasts. As we reach the last quarter of the year,
unprocessed food prices exhibit a significantly better course compared to
historical averages. However, following a cautious approach, the assumption

for the annual rate of increase in food prices was preserved at 7 percent.
Fiscal Policy and Tax Adjustments

Recent tax increases and adjustments to energy prices were the main
development calling for a revision in short-term inflation forecasts compared to
the July Inflation Report. These developments pushed the year-end inflation

forecast upwards by 0.9 percentage poinfs.
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Medium-term forecasts are based on the projection that tobacco prices
will increase in early 2013 in accordance with the rates implied by the tax
adjustments announced in October 2011. On the other hand, other tax
adjustments and administered prices are assumed to be consistent with inflation

targets and automatic pricing mechanisms.

Regarding the fiscal outlook, medium-term inflation forecasts take the
revised projections of the Medium Term Program (MTP) as given. Accordingly, it
is assumed that fiscal discipline will be preserved and the structural budget

balance will not display a notable change in the forthcoming period.
1.3. Inflation and Monetary Policy Outlook

Forecasts are based on the assumption that monetary policy will maintain
its cautious and flexible stance, and annual loan growth rate will hover around
14 percent. Accordingly, inflation is expected to be, with 70 percent probability,
between 6.9 and 7.9 percent (with a mid-point of 7.4 percent) at the end of
2012, and between 3.8 and 6.8 percent (with a mid-point of 5.3 percent) at the
end of 2013. Inflation is expected to stabilize around 5 percent in the medium
term (Chart 1.3.1).

Chart 1.3.1.
Inflation and Output Gap Forecasts
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In short, owing mainly to the adjustments in energy prices, inflation
forecast for end-2012 was revised upwards by 1.2 percentage points to 7.4

percent. Table 1.3.1 gives a summary account of this revision.
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Table 1.3.1.
Sources of Revision to 2012 Year-end Inflation Forecast

Oil and Import Prices +0.4 percentage points

Tax and Administered Price

Adjustments +0.9 percentage points

Output Gap -0.1 percentage points

Total +1.2 percentage points

Revised forecasts suggest that inflation will display a notficeable decline in
the last quarter despite the recent adjustments in taxes and administered
prices. In the forthcoming period, mild domestic demand conditions will contain
the second-round effects of the rise in energy prices and core inflation
indicators will continue with their gradual decline. Accordingly, inflation is

expected to near the target of 5 percent by end-2013.

It should be emphasized that any new data or information regarding the
inflation outlook may lead to a change in the monetary policy stance.
Therefore, assumptions regarding the monetary policy outlook underlying the
inflation forecast should not be perceived as a commitment on behalf of the
CBRT.

1.4. Risks and the Monetary Policy

The expectation that inflation will overshoot the target for an extended
period coupled with the recent hikes in energy prices necessitate a close
monitoring of the pricing behavior. The baseline scenario in the Report assumes
that second-round effects will be limited. On the other hand, it should be noted

that necessary measures will be taken should a different outlook unfold.

Ongoing uncertainty regarding the global economy and the ensuing
volatility in capital flows requires preserving the flexibility of monetary policy in
either direction. Uncertainties still persist regarding deleveraging of public,
household, and banking sector balance sheets. The profracted nature of the
global recovery has been prompting the extension of quantitative easing
packages across advanced economies. Despite the steps taken for the
resolution of problems in the Euro Area, risk appetite remains highly sensitive to

any new developments due to ongoing fragilities in the financial system,
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elevated levels of borrowing costs across peripheral economies and the
weakening growth outlook. Therefore, it is highly likely that short-term capital

inflows will continue to be volatile in the forthcoming period.

Measures taken by advanced economies during the third quarter have
eased the fail risks and alleviated the fluctuations in the global financial system.
However, uncertainties regarding the implementation of the policy measures
remain critical. The CBRT possesses adequate tools at its disposal to resort to

under this uncertain environment.

A prolonged weakness in global economic growth may prompt major
central banks to sustain their monetary easing packages. Extension of the
duration of new packages would feed info macro financial risks in emerging
economies like Turkey. In such a case, a resurge in short-term capital inflows
may slow down the rebalancing process through rapid credit growth and
appreciation pressures on the domestic currency. Should such a risk materialize,
the CBRT may keep short-term rates atf low levels, while implementing fightening
through macroprudential tools such as reserve requirements. Moreover, the
automatic stabilizing nature of the Reserve Option Mechanism will support

financial stability.

Quantitative easing policies at a global scale also pose risks to
commodity prices. However, upside risks on inflation could be contained in such
a case, as periods of quantitative easing typically coincide with a weakening in
the global economy. However, the CBRT will take the necessary tightening
measures, should the increase in commodity prices prove persistent and

consequently lead to a deterioration in the pricing behavior.

On the other hand, aggregate demand and commodity prices may
increase faster than expected, should the measures taken towards the solution
of problems regarding the global economy be completed sooner and more
decisively than envisaged. Materialization of such a risk would possibly require a
tightening using all policy instruments, as it would mean increased pressures on

the medium-term inflation outlook.

Unprocessed food price developments may lead to a more-than-
predicted favorable inflation outlook at the end of 2012. Despite the favorable
course of leading indicators, a rather cautious approach was adopted,

assuming that the rate of increase in unprocessed food prices will be close to
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the past years' average. Year-end inflation may be lower than projected in the
baseline scenario, should unprocessed food prices display a more favorable

course than envisaged.

The CBRT monitors fiscal policy developments closely while formulating its
monetary policy strategy. Forecasts presented in the baseline scenario take the
framework outlined in the MTP as given. In this respect, it is assumed that fiscal
discipline will be sustained and there will be no unanficipated hikes to
administered prices. A revision in the monetary policy stance may be
considered, should the fiscal stance deviate significantly from this framework
and consequently have an adverse effect on the medium-term inflation

outlook.

Prudent fiscal policy is crucial for preserving the resilience of our economy
against existing global uncertainties. Strengthening the structural reform
agenda that would ensure the sustainability of the fiscal discipline and reduce
the savings deficit would support the relative improvement of Turkey's sovereign
risk, and thus facilitate price stability and financial stability in the medium term.
This will also provide more flexibility for monetary policy and conftribute to social
welfare by keeping interest rates of long-term government securities at low
levels. In this respect, steps towards implementation of the structural reforms

envisaged by the Medium Term Program remain to be of utmost importance.
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2. International Economic Developments

After the publication of the July Inflation Report, economic activity in the
Euro Area contfinued to decelerate. Sovereign debt and banking problems
worsened and growth rates fell in the US and emerging economies. Against this
background, decisions taken by the Fed and the ECB stood out as noteworthy
developments, which will determine the global economic outlook in the

forthcoming period.

In spite of the adopted fiscal measures in the Euro Areqd, borrowing rates
followed a high course and the perception of improper functioning of markets
prevailed in Spain and Italy during the last quarter, thus causing the ECB fo
adopt a policy that facilitates struggling countries to purchase unlimited bonds
in the secondary market. However, certain conditions were imposed on bond
purchases, bringing about concerns over the extent of the effectiveness of the

policy decision.

Notwithstanding the positive growth raftes in the US economy,
unemployment rates have been elevated for a long time. What is more, the
likelihood of these rates to cause a permanent deterioration in the labor market
should they remain high for an extended period, led the Fed to announce the
third quantitative easing package. Unlike the previous packages, Fed
announced that should inflation stay below distressing levels, mortgage-backed
asset purchases would be sustained without any nofice of certain duratfion and

quantity until the unemployment rate falls satisfactorily.

Owing to the rebound in the global risk appetite upon the mentioned
policies, capital inflows towards emerging economies gained momentum.
Monetary policies to be implemented by advanced economies are thought to
largely determine capital flows towards emerging economies in the

forthcoming period as well.
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Commodity prices trended upwards in the last quarter due to supply-side
problems both in energy and the agricultural sectors besides implemented
expansionary monetary policies. Increasing commodity prices led declining
inflation rates in emerging economies to follow a flat course in the last quarter,
while causing stable inflation rates in advanced economies to increase.
However, the slow course of global economic activity in addition to lingering

uncertainties depress commodity prices.

In the second quarter of the year, growth rates went down both in
advanced and emerging economies. Moreover, the third-quarter data do not
signal for a recovery in global economic activity. In view of these
developments, monetary policies in both country groups will remain loose in the

forthcoming period in order to give a boost to the economy.

2.1. Global Growth

The optimistic atmosphere in the first quarter of the year was reversed in
the second quarter upon the aggravation of the Euro Area debt crisis due to
the financing requirement of the banking sector in Spain. As a result, global
growth rate, which edged up in the first quarter of the year, lost pace in the
second quarter, while the world trade maintained its limited rate of increase
(Chart 2.1.1).

Chart 2.1.1. Chart 2.1.2.
Global Growth Rates* Global Growth Rates*
(Annual Percent Change) (Annual Percent Change)
Export-Weighted Growth Advanced Economies
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Source: Bloomberg, CBRT. Source: Bloomberg, CBRT.

Aggregated indices show that the growth rate of economic activity lost

pace not only in advanced but also in emerging economies in the second
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quarter of 2012 (Chart 2.1.2). Sluggish domestic demand primarily in Asian and
Latin American countries in addition to the Europe-originated external demand,
which is yet to recover, had a restrictive effect on economic activity. As for
advanced economies, the Euro Area and the UK continued to create an
adverse impact on the growth rate of major economies in the second quarter.
On the US and Japanese front, the positive contribution to growth rates of
advanced economies confinued, while US provided a lower support

comparative to the first quarter of the year.

The US economy slowed down in the second quarter of the year,
growing by a quarter-on-quarter 1.3 percent in annualized terms. Third-quarter
PMI data in the US suggest that both the headline index and the new orders
index were elevated in September following the decline in July and August
(Chart 2.1.3). As for the Euro Area, which contracted further in the second
quarter, PMI figures of the services sector went beyond the neutral level of 50 at
the end of the third quarter. Nevertheless, it is projected that the contraction in
the manufacturing sector will continue, and therefore, growth will remain limited

in the third quarter as well (Chart 2.1.4)

Chart 2.1.3. Chart 2.1.4.
PMI Indices in the US PMI Indices in the Euro Area

——————— PMI Index

New Orders = =cce--- Manufacturing Services

60
55 ] \',"
50 -
45

40 -

35 4

30

T T T T
T
N ® ©® @ oo o o «oH «H o o
S © © © © o9 9 d +H oA o 5 8 8 8 8 8 g 49 9 9 Y
(2] o (2] o (2] o (2] o (2] o (2] ro) o) o) ™ > ) o b o ™ o
© © © © o o © © o © o S 8 8 8 8 8 8 8 8 8 3
Source: Bloomberg. Source: Bloomberg.

China, which was the largest confributor to growth in emerging
economies during the recovery process following the global crisis, has been
experiencing a slowdown in growth rate for the last 1.5 years that also
confinued into the third quarter of 2012, resulting in an annual GDP growth of
7.4 percent. Meanwhile, PMI indicators for the forthcoming period suggest that
growth will remain limited (Chart 2.1.5).
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Chart 2.1.5.
Chinese PMI Indices
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Third-quarter PMI figures point to a confraction in global economic
activity both in manufacturing and services sectors, while edging up in
September (Chart 2.1.6). The expectation that advanced economies will
announce additional package of measures to bolster economic activity due to
the deteriorating growth outlook in the third quarter is considered to play a role
on this upward movement. Nevertheless, despite adopted measures and the
loose course of the global monetary policy, factors to pose downward risks to
global growth, primarily the aggravating Euro Area debt crisis, have
accumulated compared to the previous period. In fact, Consensus Forecasts
and the World Economic Outlook suggest that end-year growth forecasts for
both 2012 and 2013 have deteriorated in the inter-reporting period (Table 2.1.1).
In line with the outlook presented above, GDP and export-weighted global
production indices revised by Consensus Forecasts in October also confirm that
an evident recovery is not expected in external economies in the forthcoming
period, and global uncertainties will continue to exert pressure on external
demand (Chart 2.1.7).
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Chart 2.1.6. Chart 2.1.7.
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Table 2.1.1.
Growth Forecasts for end-2012 and end-2013
Consensus Forecasts World Economic Outlook
(Annual Percent Change) (Annual Percent Change)
2012 2013 2012 2013
July October July  |October July  |October July October
World 2.5 2.5 29 2.8 35) 83 3.9 3.6
Advanced Economies - - - - 1.4 1.3 1.8 1.5
USA 2.1 2.1 23 2.0 2.1 22 22 2.1
Euro Area -0.5 -0.5 0.5 0.2 -0.3 -0.4 0.7 0.2
Germany 0.9 0.8 1.3 0.9 0.9 0.9 1.4 0.9
France 0.2 0.1 0.7 0.3 0.3 0.1 0.9 0.4
Italy -2.0 24 -0.3 -0.7 -1.9 23 -0.3 -0.7
Spain -1.7 -1.6 -0.9 -1.6 -1.4 -1.5 -0.6 -1.3
Greece -6.8 -6.7 -2.6 -3.6 - - - -
Japan 2.5 2.3 1.4 1.3 2.4 2.2 1.5 1.2
UK 0.1 -0.2 1.6 1.2 0.2 -0.4 1.4 1.1
Emerging Economies - - - - 5.6 53 5.8 5.6
Asia-Pacific* 6.4 6.1 6.9 6.6 7.1 6.7 7.5 72
China 8.1 7.7 8.4 8.1 8.0 7.8 8.4 8.2
India 6.3 58 7.2 6.8 6.2 49 6.6 6.0
Latin America* &3 29 40 3.8 3.4 3.2 4.2 3.9
Brazil 1.9 1.6 4.0 3.9 2.5 1.5 4.7 4.0
Eastern Europe 2.7 28 3.4 3.8 1.9 20 28 2.6

* Countries making up the region differ between Consensus Forecasts and World Economic Outlook.
Source: Consensus Forecasts, World Economic Outlook.

2.2. Commodity Prices

The headline commodity index went up in the third quarter of the year
upon the upward movement of all sub-indices. Supply conditions in the energy
market accompanied by demand conditions owed to new monetary easing
packages announced by the Fed and the ECB posed an upward pressure on
energy prices. Meanwhile, lingering uncertainties in the global economy
alleviate this pressure. An analysis of sub-indices suggests that prices of

agricultural products surged from the end of the second quarter to end-July
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due to supply-side problems, while having followed a flat course afterwards.
Industrial metal prices remained unchanged during the third quarter, but have
recently frended upwards on the back of monetary easing packages. Similarly,
precious metal prices also displayed an upward movement in this period
(Charts 2.2.1 and 2.2.2).

Chart 2.2.1. Chart 2.2.2.
S&P Goldman Sachs Commodity Prices Indices” Crude Oil (Brent) Prices*
(January 2009=100) (USD/bbl)
Headline Energy
- Industrial Metals Agriculture Spot Futures (July) Futures (October)
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* Futures (July) and Futures (October ) denote the arithmetical average
of the prices quoted in futures contracts during July 1 and 23, and
October 1 and 23, respectively.
Source: Bloomberg. Source: Bloomberg.

However much appreciated were the monetary easing packages for the
US and the Euro Area, persisting concerns over global economic growth
prevent an evident upward pressure on the demand side to be imposed on oil
prices. On the other hand, supply-side developments contfinued to be influential
on oil prices in the previous quarter. The embargo decision taken by Europe in
January upon the nuclear crisis with Iran was enforced on July 1, 2012. This
decision prohibited counfries to avail themselves of insurance services in oil
exports from Iran to the European countries and crude oil exports from Iran fo
other countries. Against these developments, crude oil production in Iran hit the
lowest level of the last twenty years and the access of the intfernational market
fo Iran’s crude oil got restricted. On the other hand, oil production stations in the
North Sea went under a maintenance period in September as contemplated:;
but this period was unexpectedly profracted, further depressing the supply in
the market. Moreover, the Storm Isaac that hit the US also proved fo be one of
the developments to bring about an interruption in crude oil production in this
period. In addition, the spread between WTI and Brent crude oil prices has

recently seen the ever high level of the last year. This is attributed to the crude
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oil production that sfill remains at high levels owing to the presence of US crude

oil inventories and the use of unconventional methods in production albeit a

limited decline (Charts 2.2.3 and 2.2.4).

Chart 2.2.3. Chart 2.2.4.
Crude Oil Inventories in the US WTI - Brent Prices
(Million Barrel) (USD/bbl)
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Source: Us Department of Energy. Source: Bloomberg.

Drought in the US following the Latin America and Russia caused supply-
side problems in agricultural products to become more pronounced. Forecasts
for the production of cereal products were revised considerably downwards
amid the exiremely hot weather conditions in the US, thus generating an
upward pressure on the prices of agricultural products (Table 2.2.1). However,
cereal exporter counfries remained reluctant to impose quota, thereby resulting
in a favorable market outlook. Against this background, prices of agricultural

products exhibited an upsurge until the end of July, and followed a flat course

afterwards.

As a result, notwithstanding the additional measures enforced by major
central banks, persisting uncertainties regarding global growth alleviate the
upward pressure on commodity prices. On the other hand, gradually worsening
geopolitical problems in the Middle East, especially in Syria, keep upward risks
on oil prices brisk in the short and medium term. Moreover, supply-side sefbacks

in agricultural products stand out as another risk factor on commodity prices.
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Table 2.2.1.
Production, Consumption and Inventory Forecasts for Agricultural Commodities*
2010/2011 2011/2012 2012/2013
July Forecasts October Forecasts
WHEAT (million tons)
Initial Inventory 200.7 197.9 197.2 198.2
Production 652.0 695.7 665.3 653.1
Consumption 654.7 695.5 680.1 678.2
Period-end Inventory 197.9 198.2 182.4 173.0
CORN (million tons)
Initial Inventory 145.3 127.1 129.4 131.5
Production 830.3 877.8 905.2 839.0
Consumption 848.4 873.4 900.5 853.3
Period-end Inventory 127.1 131.5 134.1 117.3
COTTON (million bales)
Initial Inventory 46.8 48.6 66.7 69.6
Production 116.4 124.1 113.8 116.3
Consumption 1141 103.2 109.0 106.9
Period-end Inventory 48.6 69.6 724 791
SOYA BEAN (million tons)
Initial Inventory 61.2 70.6 52.5 54.8
Production 264.7 238.1 267.2 264.3
Consumption 251.4 254.2 263.2 258.8
Period-end Inventory 70.6 54.8 55.7 57.6

* Figures may be inconsistent due to discrepancies among countries in terms of exports and imports data, as well as the loss and damage in
the marketing network.
Source: US Department of Agriculture.

2.3. Global Inflation

In the third quarter of 2012, annual consumer inflation rates edged up in
advanced economies, while remaining unchanged in the emerging economies
(Chart 2.3.1). In this period, the receding trend in inflation rates was interrupted
by commodity prices that went up due to supply-side problems. Meanwhile,
annual core inflation rates remained flat in emerging economies, while falling

further in advanced economies (Chart 2.3.2).

Chart 2.3.1. Chart 2.3.2.
CPI Inflation in Advanced and Emerging Core Inflation in Advanced and Emerging
Economies Economies
(Annual Percent Change) (Annual Percent Change)
Advanced Economies Emerging Economies Advanced Economies Emerging Economies
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Notwithstanding the persisting negatfive economic conditions in the Euro

Areq, the new bond purchasing program announced by the ECB was reflected

on inflation expectations in the previous quarter, thus adding considerably to

inflation compensation. Similarly, the US, which announced a new monetary

easing package in the previous quarter, also saw an increase in inflation

compensation (Chart 2.3.3).

Inflation Compensation in the US and the Euro Area
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Global inflation forecasts for year-ends of 2012 and 2013 edged up in the

inter-reporting period (Table 2.3.1). Despite having been interrupted in the

previous quarter, high-rated increases in agricultural prices across the year were

one of the factors that pulled global inflation expectations. Moreover,

expansionary policies by the ECB are also considered to be another risk factor

to impose upward pressure on inflation rates in the Euro Area.

Table 2.3.1.

Inflation Forecasts for end-2012 and end-2013

(Annual Percent Change)

World
Advanced Economies
USA
Euro Area
Germany
France
Italy
Spain
Greece
Japan
UK
Emerging Economies
Asia-Pacific
China
India*
Latin America
Brazil
East Europe

2012

October
3.0

2013

October
2.9

* As of the fiscal year starting in April.
Source: Consensus Forecasts.
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2.4. Financial Conditions and Risk Indicators

Global risk appetite, which started to recover in the previous quarter

upon the partial removal of concerns over the Spanish banking sector,

continued to recover further on the back of statements by major central banks

as well as the adopted policy measures. The declaration by the ECB Governor

Draghi in late July that euro would be saved at all costs played a significant role

in the alleviation of concerns over the crisis. Bond purchasing scheme via

outright monetary fransactions (OMT) announced in the September meeting

also reinforced this outlook, bringing about a decline in bond returns in debt-

ridden countries (Chart 2.4.1). On the other hand, the monetary easing

package signaled by the Fed Governor Bernanke at the Jackson Hole speech

was announced in September meeting, which stood out as another factor to

bolster risk appetite (Chart 2.4.2). Despite these developments, especially the

concerns over global growth that are sfill brisk coupled with Spain, which is yet

to apply for an rescue package, occupy the agenda as factors that may bear

an adverse impact on the risk appetite in the forthcoming period.

Chart 2.4.1. Chart 2.4.2.
Yield Spread over German Bonds in GIIPS Global Risk Appetite
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*GIIPS countries are Greece, Ireland, Italy, Portugal and Spain.
Source: Bloomberg. Source: Bloomberg, Credit Suisse.

Stock markets performed well in the inter-reporting period. It is worth

noting that the uptrend in stock markets got more pronounced subsequent to

the declarations by the ECB and Fed governors. Exchange rates in emerging

economies appreciated slightly in the said period (Charts 2.4.3 and 2.4.4).

22 Inflation Report 2012-1V




Cenftral Bank of the Republic of Turkey

Chart 2.4.3.
Global Stock Markets
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* Arithmetical average of the exchange rates of Turkey, Poland,
Hungary, South Africa, Romania, Brazil, Mexico, Chile, Indonesia, India,
Thailand, Peru, Colombia and Phillippines against the currency basket
of 1 USD and 1 euro. Equals 100 on June 2007 and an upward
movement denotes depreciation of the emerging market currencies.
Source: Bloomberg.

Being evident via the decline in OIS spread, counter-party risk in both USD

and euro markets declined further in the last quarter (Chart 2.4.5). On the other

hand, the euro — USD cross currency swap rates continued to confract during

the last three months (Chart 2.4.6).

Chart 2.4.5.
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Chart 2.4.6.
Euro/USD Cross Currency Swap Rate
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The Euro Area problems continue to have an adverse impact on the

loans extended to the real sector. The latest lending survey published by the

ECB points that tightening in lending conditions continues, especially for large

firms. Similarly, the contraction in loan demand continues, albeit at a slower

pace (Chart 2.4.7). In the meantime, the last lending survey published by the

Fed puts forward that the US diverged from the Euro Area in terms of credit
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dynamics. Banking sector in the US continues to ease lending conditions and
loan demand from large and medium-sized firms display an increase, albeit at a
diminishing pace. As for the small-sized firms, loan demand remains unchanged
(Chart 2.4.8).

Chart 2.4.7. Chart 2.4.8.
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Source: ECB. Source: Fed.

2.5. Capital Flows

Owing to the improvement in the global risk appetite in the third quarter
of 2012, capital inflows towards emerging economies gained momentum
(Chart 2.5.1). In regional terms, the Latin America displayed the best
performance, leaving behind emerging Asian countries, which used to be
mostly favored by investors. Emerging European economies, on the other hand,

experienced arise in their shares from emerging country funds compared to the

first half of the year.
Chart 2.5.1.
Portfolio Flows to Emerging Economies
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As for portfolio investments, a stable fund flow occurred in bond funds in
this period, which were much preferred in the post-crisis period as opposed to
the pre-crisis period (Box 2.1). Equity fund outflows in the second quarter of the

year were largely compensated in the third quarter (Table 2.5.1).

Table 2.5.1.
Fund Flows to Emerging Economies in 2012
(Billion USD)
Total Equity Funds | Bond Funds
Quarter 1 329 227 10.2
Quarter 2 -4.7 -8.7 40
Quarter 3 18.2 7.2 11.0

Source: EPFR.

Latest easing measures taken by major cenfral banks to bolster economy
are thought to be the leading elements to determine capital flows towards

emerging economies in the forthcoming period.
2.6. Global Monetary Policy Developments

Due to global growth, which exhibited a negative outlook following the
worsening in the second quarter of 2012, monetary policy maintained a loose

course, not only in advanced but also in emerging economies.

Two most notable developments regarding the monetary policies of
advanced economies have been the third monetary easing package
announced by the Fed and the bond purchasing scheme enforced by the ECB
in the inter-reporting period. In this period, Sveriges Riksbank, Bank of Korea, the
Czech National Bank and the Reserve Bank of Australia also opted for loosening
their monetary policies by a 25-basis point reduction in their policy rates

(Chart 2.6.1).

Chart 2.6.1.

Policy Rate Changes in Advanced Economies from Jan. 2010 to Oct.
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Source: Bloomberg, CBRT.

Inflation Report 2012-1V 25



Central Bank of the Republic of Turkey

The third monetary easing package announced by the Fed in the
previous quarter envisions mortgage-backed asset purchases of USD 40 billion
on a monthly basis. In addition, the swap operation between long-term and
short-term bonds (Operation Twist), which was announced to confinue, will
result in bond purchases of USD 85 billion until end-2012. The comparison of the
third easing package with previous ones suggests that there are no time
limitations in bond purchases, and purchases will continue until a satisfactory
level of recovery in growth and employment is accomplished. In addition to the
easing package, the Fed supported the loose monetary policy implementation
by announcing to the public that policy rates would stay at low levels until midst
2015. This loosening in monetary policy was mainly attributed to the possibility of
the extension of the negative course of employment to render permanently
high unemployment rates by giving way to structural problems. As for the ECB, it
was declared that the purchasing scheme announced for short-term bonds of
debt-ridden countries was a precaution against the excessively high bond
yields in these countries. It is noteworthy that this scheme puts no upper limit for

the amount to be purchased.

In the third quarter, central banks of emerging economies loosened their
monetfary policies by delivering sizeable policy rate cuts. Along with the
reduction in October, Banco de Brasil reduced the policy rate by a total of 125
percent; while Peru, Colombia and South Africa reduced their policy rates by a
total of 25, 50 and 50 basis points, respectively in the third quarter of the year.
Policy rate cuts were generally associated with the unfavorable global growth
outlook and the weak demand, which is non-inflationary. However, Russia
raised its policy rate by 25 basis points in the same period on account of the
increase in medium-term inflation expectations and diverged from other

emerging economies (Chart 2.6.2).
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Chart 2.6.2.
Policy Rate Changes in Emerging Economies from Jan. 2010 fo Oct. 2012*
(Basis Points)
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Owing to the uncertainties in the global economy, policy rate
expectations for both advanced and emerging economies have been revised
downwards since the first quarter of the year. In line with the projections laid
down in the July Inflation Report, the expectation for a decline in global policy
rates for the third quarter of the year was readlized to a large extent.
Nevertheless, the ECB did not opt for the expected policy reduction, which led
the average policy rate of advanced economies to remain 3 basis points
beyond the July expectation by the end of September. However, the
expectation that the ECB will infroduce the said reduction in the next quarter
led the policy rate expectations of advanced economies to be revised
downwards for the year end. On the emerging economies front, policy rates in
the third quarter decreased more than envisioned in the previous reporting
period, and year-end expectations were revised downwards (Charts 2.6.3
and 2.6.4).
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Chart 2.6.3. Chart 2.6.4.
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Box
21 Determinants of Recent Portfolio Flows

Monefory easing policies implemented by major central banks during and after
the global financial crisis led to excess liquidity at a global scale, and stimulated
particularly short-term capital flows towards emerging economies, rendering them
more volatile. This poses a significant threat against financial stability in these
countries. Against this background, this Box analyzes how monetary policies
implemented by advanced economies have influenced capital flows fowards
emerging economies with regard to portfolio preferences, and examines the

determinants of portfolio flows.

Following the global financial crisis, determining portfolio preferences has been
increasingly challenging. Investors preferred channeling their funds to relatively
safer heavens on the one hand, and searched for alternative investment tools
with higher yields against extraordinarily receding interest rates in advanced
economies on the ofher. In addition, being ignited by debft issues in peripheral
countries, hurdles in the Euro Area gradually deepened, resulting in more
pronounced downside risks on the global growth outlook and more volatile risk

appetite by fuelling uncertainfies.

However less the global crisis hampered economic activities of emerging
economies compared to advanced ones, the worsening global growth outlook
coupled with escalated uncertainties led investors fo avoid investing more than
usual in the stock markets of emerging economies in this period. Therefore, flows
fowards growth-oriented equity funds of emerging economies, which have a
higher volume than bond funds and are highly preferred in long-term investments,
remained considerably unchanged from their pre-crisis levels. Meanwhile, soaring
spread between advanced and emerging economies led investors to favor bond
funds of emerging economies, with higher yields and shorter maturities as an
alternative. In fact, Charts 1 and 2 clearly show that bond funds frended
considerably upwards upon the enforcement of accommodative measures,

while equity markets did not exhibit a structural break alike.
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Chart 1. Bond Funds of Emerging Economies* Chart 2. Equity Funds of Emerging Economies*
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In order to scrutinize this decoupling in investors’ recent portfolio preferences,
simple equations are estimated for bond and equity fund flows. The relevant
literature analyzes the main determinants of capital flows under two headings as
push and pull factors. Global excess liquidity and investor risk appetite are
indicated as the main push factors, while country-specific factors like growth,
yield spread and inflation are qualified as pull factors. In order to capture the
sfructural break in portfolio flows driven by the excess global liquidity that
occurred since November 2008 - the announcement of the first easing package
in advanced economies - a dummy variable is used in equations. VIX is freated as
a global risk appetite indicator. Pull factors are represented by growth rate of
industrial production, policy rate and inflation rate. These variables are GDP-
weighted and aggregated for 23 emerging economies in emerging Asia, Europe,
Latin America, Middle East and Africa.! Estimated equations, starting from 2005,

are presented in Table 1.

'Brazil, Mexico, Colombia, Peru, Chile, Venezuela, China, Indonesia, Malaysia, Philippines, Thailand, South Korea, India, Taiwan,
Russia, Turkey, Poland, Hungary, Kazakhstan, South Africa, Israel, Lebanon and Egypt are included in the analysis. In 2012, these
countries make up 95 and 89 percent of bond and equity fund flows in emerging economies, respectively.
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Table 1. Determinants of Portfolio Flows 1

Bond Flows Equity Flows

7.543%* 2.992

CEEEL (2.996) (1.311)
. -0.419%** -0.361%**
BRESTE) (-5.369) (-5.098)
0.455%* 0.193*

o (i (3.728) (1.750)

. 10.874** -7.042
D(Policy rate) 2.276) (-1.626)
Inflation rate TR R
(-5.611) (-1.986)

Dummy variable SIS LY
Y (4.355) (-0.118)

Number of Observations 92 92
Adjusted R? 0.617 0.294

T values in parentheses denote t- statistics.
*, **and *** denote statistical significance at confidence levels of 10 , 5 and 1 percent, respectively.

The obtained results are in favor of the above-mentioned discussions, and
suggest that excess global liquidity driven by monetary easing packages have
led fo a significant structural break in bond flows, while the same conclusion does
not apply to equity flows. Moreover, variables such as risk appetite, growth,
interest rate and inflation are significant for bond fund flows in the expected
direction, while the most significant pull factor is the change in interest rates.

Conversely, these variables do not suffice in accounting for the equity fund flows.

In conclusion, not only the excess global liquidity driven by expansionary policies
of major central banks following the global financial crisis, but also the investors’
search for short-term instruments with high yields due to the stagnant growth
outlook and the atmosphere of uncertainty has recently led to a sizeable increase
in bond flows fo emerging economies. Parallel to this, the latest easing measures
announced by the Fed and the ECB in September 2012 brought about the risk of
a new capital wave towards emerging economies. Therefore, it is assessed that,
particularly fund flows will confinue fo steadily be geared towards emerging

economies in the upcoming period.
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3. Inflation Developments
3.1. Inflation

On account of the surge in unprocessed food prices beyond seasonal
averages as well as the higher-than-envisaged increase in international oil
prices, annual consumer inflation increased by 0.32 percentage points to 9.19
percent in the third quarter of 2012. In this period, core inflation contfinued to
decelerate in annualized terms, while services inflation remained unchanged.
Sluggish economic activity favorably affected the inflation outlook in this
period, while cost-side pressures fuelled by manufacturing industry prices were
alleviated, thus causing core inflation indicators to frend downwards. On 22
September 2012, the SCT imposed on fuel oil, automobile and alcoholic
beverages was raised as per the additional fiscal measures adopted due fo
budget developments. Adverse effects of the said decisions on inflation were
reflected on third-quarter figures, albeit partially (Box 3.1). Thus, by the end of
the third quarter, inflation went above the projections laid down in the July
Inflation Report mainly on price increases in unprocessed food and energy

besides adjustments to administered prices.

Across subcategories, the rate of price increases in unprocessed food
and energy exceeded previous year averages in the third quarter of 2012
(Chart 3.1.1). Accordingly, the contribution of the food prices to inflation rose by
a quarter-on-quarter 0.75 percentage points. Meanwhile, the contribution of
energy prices went up by 0.24 percentage points upon SCT rate adjustments
(Chart 3.1.2). Contribution of the core goods prices declined by 0.48
percentage points in tandem with the sluggish economic outlook, while the

contribution of the services prices remained virtually unchanged.

In sum, the course of inflafion in the third quarter was mainly determined
by developments in unprocessed food and energy prices. It was stated in the
July Inflation Report that unprocessed food prices had followed a mild course
during the first half of the year, but forecasts were based upon a cautious
approach assuming that this favorable outlook would be reversed in the
second half. In fact, the price realizations in unprocessed food confirmed this
assumption. On the other hand, energy prices hovered above projections.
Owing to tax rate hikes and adjustments to administered energy prices, energy

inflation is estimated to maintain a negative outlook in the rest of the year. On
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the other hand, core inflation is expected to decline further, while annual
inflation in food as well as alcoholic beverages and tobacco is envisioned to fall

markedly in the last quarter.

Chart 3.1.1. Chart 3.1.2.

CPI by Subcategories —— .
(Third-Quarter Percentage Change) Contribution fo Annual CPI Inflation

m2006-2011 Average 02012 Core Goods™ Services
59 14 4 H Tobacco and Gold* mFood and Energy***
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14 81
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and  Goods* S88838830883088838888

Gold*

*Tobacco and Gold: Alcoholic beverages, tobacco and gold.

** Core Goods: Goods excluding food, energy, alcoholic beverages, tobacco and gold.
** Food and Energy: Food, non-alcoholic beverages and energy.

Source: TurkStat, CBRT.

The downtrend in unprocessed food prices in the first half of the year was
reversed as of July (Chart 3.1.3). The upward course of seasonally adjusted
unprocessed food prices in this period was driven by the increases in fresh fruit
and vegetable prices, which exceeded the headline inflation (Chart 3.1.4).
Accordingly, annual inflation in unprocessed food prices reached 10.85 percent
at the end of the third quarter, thus overshooting the July Inflation Report
forecasts (Chart 3.1.5). However, increases in the third quarter were offset by
falling prices in the first half, which overall led unprocessed food prices to follow
a more favorable course in the current year compared to past years. Similarly,
unprocessed food products other than fresh fruit and vegetables also recorded
a relatively mild upward trend compared to past years. Accordingly, the annual

rate of increase in unprocessed food prices is projected fo plummet in the last

quarter.
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Chart 3.1.3. Chart 3.1.4.
Unprocessed Food Prices Fresh Fruit and Vegetable Prices and the CPI
(Seasonally Adjusted, 3- Month Average, (Seasonally Adjusted, Index, 2003=100)

Annual Percent Change)
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Source: TurkStat, CBRT. Source: TurkStat, CBRT.

Prices of processed food posted a lower increase than historical averages
in the third quarter by 1.92 percent, thus causing processed food inflation o
slightly lose pace in annualized terms (Table 3.1.1 and Chart 3.1.5). Meanwhile,
the prices of bread and cereals confinued to trend upward in this quarter
(Chart 3.1.6). In particular, on account of the arrangements on weight laid
down in the Communique of Bread and Varieties of the Turkish Food Codex,
bread prices increased by 11.5 percent across the year. Furthermore, wheat
prices have also frended upwards as of June and domestic wheat prices rose
by 10.1 percent in the last four months. Despite the pause in soaring of
international wheat prices, the already-reached high level of prices keeps
upside risks on processed food prices brisk for the forthcoming period. Despite
the accelerated rate of increase in processed food prices in September, annual
inflation is expected to continue to fall, albeit slightly, on account of the high

base effect.

As a result, annual food inflation rose approximately by 3 percentage
points to 10.39 percent in this quarter on price developments in unprocessed
food, and stood slightly above the projections presented in the July Inflation

Report.
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Chart 3.1.5. Chart 3.1.6.
Food Prices Selected Processed Food Prices
(Annual Percent Change) (Index, 2003=100)
Processed Meat and Milk Products
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Source: TurkStat, CBRT. Source: TurkStat, CBRT.

Energy prices rose by 3.70 percent in the third quarter (Table 3.1.1), which
was marked by the surge in fuel oil prices by 10.68 percent amid the quarter-on-
quarter rise in international oil prices (Chart 3.1.7). Similarly, boftled gas prices
also soared in this period, while water prices went down. In sum, annual energy
inflation registered a quarterly increase by 1.5 percentage points and hit 12.71
percent. Tax arrangements and administered price adjustments were effective
on the course of energy prices towards the end of the quarter. In fact, SCT rates
on fuel oil were increased as of September 22, and electricity and natural gas
tariffs were raised by nearly 10 percent starting from October 1. These price
adjustments are estimated fo contribute approximately by 0.8 percentage
points to annual inflation in October. Accordingly, the conftribution of energy
prices to annual inflation, which reached 1.89 percentage points in the third
quarter, will rise further in the last quarter. Moreover, sharp increases in energy
prices will add to cost-side pressures on firms, thus causing upside risks on

consumer prices through secondary effects.
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Table 3.1.1.
Prices of Goods and Services
(Quarterly and Annual Percent Change)

2011 2012
| Il i v Annu | Il ]
al
CPI 1.57 1.83 1.07 5.66 10.45 1.55 0.39 1.36
1. Goods 1.53 2.05 0.73 7.29 11.97 1.54 -0.19 1.12
Energy 227 1.37 2.34 4.03 10.36 5.08 -0.57 3.70
Food and Non-Alcoholic Beverages 3.77 -2.46 1.18 9.57 12.21 2.89 -5.85 401
Unprocessed Food 5.08 -5.79 -1.00 17.23 14.89 3.66 -14.76 0.74
Processed Food 2.61 0.57 3.03 3.30 9.82 225 1.55 1.92
Goods (excl. energy and food) -0.68 6.32 -0.36 6.93 12.51 -1.14 4.78 -2.24
Core Goods -1.08 7.73 -1.55 4.92 10.09 -1.32 5.88 -2.93
Durable Goods (excl. gold) 426 1.85 3.69 1.90 12.19 1.41 -0.05 -0.69
Alcoholic Beverages, Tobacco and 081 105 438 1446 2170 033  -0.17
Gold 1.03
2. Services 1.67 1.22 2.02 1.22 6.27 1.57 1.96 2.00
Rent 1.08 0.99 1.35 1.21 4.71 0.89 1.27 1.59
Restaurants and Hotels 1.65 1.80 2.37 2.14 8.20 1.99 2.62 2.66
Transport 2.28 2.10 3.07 1.73 9.49 2.12 1.79 3.21
Communication 1.96 -1.71 0.35 0.47 1.04 0.06 2.07 1.79
Other Services* 1.61 2.14 2.56 0.65 7.12 224 2.00 1.27
* Services excluding rents, restaurants, hotels, transport and communication.
Source: TurkStat, CBRT.
Chart 3.1.7. Chart 3.1.8.
Energy Prices Prices of Core Goods and Services
(Index, 2003=100) (Annual Percent Change)
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Source: TurkStat, CBRT. Source: TurkStat, CBRT.

On account of the relatively mild course of TL-denominated import prices
coupled with the slowdown in the economic activity, annual core inflation
confinued to frend downwards and went down to 6.41 percent as of the end of
the third quarter (Chart 3.1.8). Given this outlook, seasonally adjusted core
goods prices posted a relatively limited rise in the third quarter, thus maintaining
a low pace of growth (Chart 3.1.9). Across subcategories, the annual inflation in
durable goods recorded the most notable slowdown and dropped to 2.58
percent by the end of the quarter (Chart 3.1.10). The fall in durable goods
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inflation was spread across all subcategories (Table 3.1.2). Annual inflation in
clothing edged up in this quarter, while core inflation excluding clothing and
durable goods lost pace (Table 3.1.2). In accordance with the fiscal measures
adopted in September, the relative SCT rate for automobiles with engine
volume up to 1600 cc was raised form 37 percent to 40 percent. Under the
assumption that this tax rate hike will completely be reflected on consumer
prices, automobile prices are expected to increase approximately by 1.94
percent, thus causing core inflation to go up by around 0.5 percentage points
(Box 3.1). In this respect, the adopted fiscal measures bear the potential to

adversely affect the core inflation indicators in the last quarter.

Chart 3.1.9. Chart 3.1.10.
Prices of Core Goods Prices of Core Goods
(Seasonally Adjusted, 3-Month Average, Annual (Annual Percent Change)

Percent Change))
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Source: TurkStat, CBRT. Source: TurkStat, CBRT.
Table 3.1.2.
Prices of Core Goods
(Quarterly and Annual Percent Change)
2011 2012
! I I % Annu I I i
al
Core Goods -1.08 7.73 -1.55 4.92 10.09 -1.32 5.88 -2,93
Clothing and Shoes -12.04  25.08 -12.13 11.72 8.01 -10.90 22.34 -11,37
Durable Goods (excl. gold) 426 1.85 3.69 1.90 12.19 1.4 -0.05 -0,69
Furniture 0.75 5.04 2.88 401 13.25 3.19 1.76 -0,58
Electrical and Non-Electrical Appliances 2.87 -1.26 0.34 3.29 5.27 0.94 -2.75 -0,65
Automobile 6.31 2.29 5.68 0.52 15.52 1.09 0.42 -0,82
Other Durable Goods 2.15 2.71 1.85 3.00 10.06 1.22 3.13 0,69
Other 1.82 2.09 1.54 3.44 9.18 276 2.42 1,28

Source: TurkStat, CBRT.

Having remained unchanged on a quarterly basis, annual services
inflation stood at 6.93 percent (Chart 3.1.8). Price increases in services were in
tandem with the historical averages in this period and the decline in the prices

of education services was influential on the course of services inflation
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(Chart 3.1.11). Prices of education services, which saw seasonal increases in
September, plummeted following the arrangements introduced to public
university fees as per the Decision of the Board of Ministers that was published in
the Official Gazette on August 29, 2012. Annual inflation in education services
went down by 3.16 percentage points in September, curtailing the price
increase in services in the third quarter. On account of the cumulative effects of
the previous increases in fuel oil prices, inflation in fransport services went up.
Rent inflation continued to increase modestly, partly on the back of the recent
rises in annual consumer inflation rate, and stood at the mild 5.05 percent atf the
end of the third quarter (Chart 3.1.12). Lastly, annual inflation in communication
services went up in this quarter owing to the rise in communication fees in
mobile phones. Meanwhile, inflation in entertainment services declined due to

the base effect in package tour prices.

Chart 3.1.11. Chart 3.1.12.
Prices of Services by Subcategories Prices of Services by Subcategories
(Third-Quarter Percent Change) (Annual Percent Change)
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* Services excluding rents, restaurants and hotels, transport and communication.
Source: TurkStat, CBRT.

In brief, despite the high course of consumer inflation, services inflation
followed a flat course maintaining its mild outflook. In this period, seasonally
adjusted data indicated that the underlying tfrend of both services inflation and
inflation in services excluding education remained unchanged (Chart 3.1.13).
Meanwhile, the upward course of the services prices spread more heavily

across the group relative to previous quarters (Chart 3.1.14).
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Chart 3.1.13. Chart 3.1.14.
Prices of Services Diffusion Index for Prices of Services*
(Seasonally Adjusted, 3-Month Average, Annual Percent (Seasonally Adjusted, 3-Month Average)
Change)
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* Diffusion index is calculated as the ratio of the number of items with
increasing prices minus the number of items with decreasing prices to
total number of items within a given month.

Source: TurkStat, CBRT. Source: TurkStat, CBRT.

Annual inflation in core inflation indicators SCA-H and SCA-I went down to
7.2 and 6.68 percent, respectively in the third quarter (Chart 3.1.15). Amid the
slowdown in core inflation, annual services inflation followed a flat course in this
quarter. Seasonally adjusted data also indicate that the underlying trend has
lost pace (Chart 3.1.16). Upon the change in weight scheme in clothing prices,
the seasonal structure saw shifts, thus hampering the evaluation of seasonally
adjusted trends within this year. Accordingly, an analysis of core inflation
indicators excluding clothing prices reveals that the underlying frend implied by

seasonally adjusted indicators followed a flat course during the quarter, albeit

at lower figures.

Chart 3.1.15. Chart 3.1.16.
Core Inflation Indicators SCA-H and SCA-I Core Inflation Indicators SCA-H and SCA-I
(Annual Percent Change) (Seasonally Adjusted, 3-Month Average, Annual Percent
Change)
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Source: TurkStat. Source: TurkStat, CBRT.
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Diffusion indices regarding CPl and SCA-H and SCA-I posted a quarter-on-
quarter decline in the third quarter (Chart 3.1.17). However, diffusion indices still
remain above historical averages. On the other hand, alternative core inflation
indicators monitored by the CBRT point to a limited rise in the underlying trend
of inflation (Chart 3.1.18). In sum, the joint analysis of core inflation indicators,
diffusion indices and alternative core indicators shows that the underlying trend

of inflation maintains its mild outlook.

Chart 3.1.17. Chart 3.1.18.
Diffusion Indices for CPl and SCA-H Core Inflation Indicators SATRIM and FCORE*
(Seasonally Adjusted, 3-Month Average) (3-Month Average)
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* SATRIM: Seasonally adjusted timmed mean inflation.
FCORE: Factor model based core inflation indicator.
(See Box 3.2, Inflation Report 2011-l).
Source: TurkStat, CBRT. Source: CBRT.

Producer prices went up by 0.97 percentage points in the third quarter,
and annual inflation went down to 4.03 percent owing to manufacturing
industry prices (Table 3.1.3). Agricultural prices, which were below historical
averages in this period, registered increases owing to the prices of crops besides
fresh fruit and vegetables (Chart 3.1.19). Parallel to international developments,
particularly domestic wheat prices saw hikes in this quarter, giving way to cost-
side pressures on the prices of bread and cereals. Furthermore, sunflower prices
soared in the third quarter without affecting the consumer prices. Meanwhile,
the prices of livestock and animal products declined further in this quarter,

putting a cap on the rise in agricultural prices.
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Table 3.1.3.

PPl and Subcategories
(Quarterly and Annual Percent Change)

2011 2012
| Il Ml v Annual | Il Il
PPI 5.40 0.77 3.31 3.28 13.33 0.65 -0.89 0.97
Agriculture 5.84 -1.73 -6.03 13.09 10.53 1.65 -3.36 0.91
Crops, Fruits and Vegetables 6.81 -2.67 -9.84 17.18 9.83 0.76 -3.75 2.82
Livestock and Animal Products -1.26 -0.39 2.68 5.51 6.56 -0.28 -2.44 -0.16
Industry 5.31 1.30 524 1.48 13.92 0.45 -0.37 0.98
Mining 9.70 1.08 4.94 2.93 19.76 0.90 2.24 2.13
Manufacturing 6.27 1.98 4.98 0.72 14.59 1.06 -0.83 1.22
Manufacturing (excl. oil) 5.55 1.95 4.67 0.70 13.42 0.79 -0.36 0.87
Manufacturing (excl. oil and base
metals) 4.85 1.53 4.12 1.39 12.38 0.93 -0.09 1.15
Electricity, Gas and Water -4.08 -4.73 7.89 791 6.38 -4.64 2.57 -1.41
Source: TurkStat, CBRT.
Chart 3.1.19. Chart 3.1.20.
Agricultural Prices Manufacturing Prices Excluding Oil
(Third-Quarter Percent Change) (Quarterly Percent Change)
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Having tumbled in the second quarter, commodity prices soared on the
rise in agricultural and energy prices in the third quarter. The Turkish lira, which
followed a robust course in the previous quarter, remained modest in the third
quarter. Thus, import prices, which went down in the second quarter, rose
slightly in the third quarter, affecting both manufacturing and manufacturing
prices excluding oil (Charts 3.1.20 and 3.1.21). In this quarter, manufacturing
prices excluding oil rose by 0.87 percent, while in cumulative terms,
manufacturing prices excluding oil increased by a mere 1.29 percent since the
beginning of the year. Across subcategories, manufacturing industry prices,
especially the prices of furniture, jewelry, food and texfile went up in this quarter
due to increases in producer prices of durable and non-durable goods. In sum,
agricultural prices adversely affected food prices in the third quarter. On the
other hand, manufacturing industry prices excluding oil edged up, indicating

that cost-side pressures on consumer prices were alleviated.

42 Inflation Report 2012-1V




Cenftral Bank of the Republic of Turkey

Chart 3.1.21.
USD and TL-Denominated Import Prices*
(Index, 2003=100)
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* Estimate for September.
Source: TurkStat, CBRT.

3.2. Expectations

Medium-term inflation expectations, which remained flat in the second
quarter of 2012, went down in line with the favorable course of core inflation
indicators in the third quarter. On account of the effects of the adopted fiscal
measures, year-end inflation expectations went up to 7.3 percent according to
the second survey data in October, while medium-term expectations remained
unchanged in this period, thus suggesting that hikes to taxes and energy prices
were perceived to have a temporary effect on inflation in the medium term
(Chart 3.2.1). When analyzed by maturities, annual inflation expectations up to
end-2012 and for the first half of 2013 were revised downwards and upwards,
respectively, while having remained unchanged for the long term (Chart 3.2.2).
Currently, inflation expectations continue to hover above the inflation target of

5 percent, set for year-ends of 2013 and 2014.

Chart 3.2.1. Chart 3.2.2.
12- and 24-Month Ahead CPI Expectations* Inflation Expectations Curve*
(Annual Percent Change) (Annual Percent Change)
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*Calculated by linear interpolation of expectations for different time spans
*CBRT Survey of Expectations, second survey period resulfs. using the CBRT Survey of Expectations, second survey period results.
Source: CBRT. Source: CBRT.
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The distribution of survey respondents for both 12-month and 24-month
ahead inflation expectations converged further in this period (Charts 3.2.3
and 3.2.4).

Chart 3.2.3. Chart 3.2.4.

Distribution of 12-Month Ahead Inflation Distribution of 24-Month Ahead Inflation
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* Horizontal axis depicts inflation rates, while the vertical axis indicates the Kernel forecast. CBRT Survey of Expectations, second survey period resulfs.
Source: CBRT.
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Box Effects of Administered Prices and Indirect Tax Adjustments on the CPI
31 Inflation

Administered prices cover the prices of goods and services either fully set or
mainly influenced by the government.! Although the scope thereof varies among
countries, administered prices are usually items such as local transport services,
hospital services, postal services and medicines. Administered prices, which are
divided into two as fully (directly determined by the government) or mainly
administered set (influenced by the decisions taken by the central government,
local government or regulatory institutions), can confribute significantly to inflation
from fime to time. This Box examines the conftribution of administered prices and
changes in tax rafes in the CPI inflation, and accordingly presents an analysis

regarding the effect of the measures taken in September.?

In the January 2004-September 2012 period, annual rate of increase of both
consumer and administered prices stood at 8.5 percent on average (Chart 1).1In
line with the hikes in energy prices, administered prices accelerated considerably
in the first nine months of 2008. Similarly, administered prices proved to be a factor
to push up consumer prices in the second and third quarter of 2012. In both
periods, the increase in administered prices was attributed to fully administered
prices (Chart 2). Nevertheless, it should be highlighted that a great part of
administered prices is made up of energy prices (electricity, natural gas, etc.). In
this respect, exclusion of energy prices, which are mostly determined by
infernational prices, suggests that in the 2004-2012 period, the annual rate of
increase in administered prices mostly lagged behind the consumer inflation,

standing at 7.4 percent on average (Chart 1).

T EUROSTAT (2010).

2 Administered price index is derived from four-digit index level for the EU. The index is updated every January as some items
were privatized or some prices were started to be determined by the state. The price index for Turkey was calculated by using
the most detailed price indices on a sub-item basis in order to construct a more reliable index. As also stated in the European
Central Bank (2007), each sub-item is not clearly separated into categories as “administered” or “set in the market”. In this
paper, if the items determined by the state have a weight above 50 percent within any sub-item, the respective sub-item is
included in the administered price index. The index was derived by taking account of all items that included in/excluded from
the index within five digits since 2003 and was updated every January. As the construction of the administered index is based
on the EUROSTAT definition, the index does not include alcoholic beverages, fobacco products and fuel oil items.
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Chart 1. Administered Prices and CPI Chart 2. Breakdown of Administered Prices
Annual Percent Change) (Annual Percent Change)
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The public sector affects inflation not only through administered prices but also
through changes in indirect taxes. Indirect taxes imposed on certain products,
chiefly fuel oil, tobacco products and alcoholic beverages occupy an
undeniable place within tax revenues. In this box, the contribution of tax changes
in CPI inflation is calculated by taking account of the Special Consumption Tax
(SCT) rates in fuel oil, tobacco products, alcoholic beverages and automobile

items.

Accordingly, 1R 1a[CIVIOOSEVION Aol (lele Ml Chart 3. Contribution of Administered Prices and
. pUb“C e e e a—— Tax Changes fo Annuoercemoge Points)
CPI inflation by 2 percentage points e Administered Prices

on average through administered
prices and tax adjustments (Chart 3).
Excluding the effect of energy items

gives out a decline in confribution to

1.3 percentage points on average, !
-0.5 1
0.7 percentage points of which is -1.0

WWWWOOKNNN®OEONNNO OO o N N

: JEYC R REEE S

made up of tax adjustments. 83803885383883823885
o o *Changes in tax rates include the effects of the changes in SCT rates in
PGrflCUlOrly, in March 2011, when prices of fuel oil, tobacco products, alcoholic beverages and

automobile. Estimates are based on the assumption that changes are
reflected one to one to consumer prices. The Chart depicts the 12-

inflation hit a historically low level with  refect e

4 percent, the confribution of = e

administered prices remained far behind the averages of past years, while that of
changes in SCT rates proved zero. Affected by the lafest decisions, the direct
contribution to inflation of public sector excluding administered energy items are
estimated to be 1.2 percentage points by the end of October. Once energy is
included, contribution of public sector is projected to be approximately 2.3

percentage points.
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Effects of the Measures Taken in September 2012

A\ detailed elaboration of the measures taken in September will prove helpful to
present a reliable assessment of the recent inflation developments. SCT rates on
fuel oil, automobile and alcoholic beverages were raised as per the arrangement
regarding the change in tax rates in certain products subject to the SCT Law,
which was published on the Official Gazette of September 22, 2012. This period
also saw increases in electricity and natural gas prices to be effective as of
October 1, 2012. These arrangements are estimated to directly affect the annual
CPl inflation by 1.16 percentage points, should SCT rate increases are completely
imposed on prices (Table 1). However, given the preliminary developments in
October, the said effect is estimated to be around 1.10 percentage points.
Considering that 0.22 percentage points of this effect has already reflected on
September inflation, a large part of the effect of the decisions of the public sector
on inflation (around 0.88 percentage points) is expected to be apparent in
October.

Table 1. Contribution of SCT Increases and Energy Price Adjustments to Inflation

Total Change thal f Total Contribution
Contribution B o
(Percent) (Estimated®) (Estimate as of October**)
SCT Hikes
Fuel Oil 10.43 0.50 0.50
Automobile 1.94 0.12 0.06
Alcoholic Beverages 9.89 0.03 0.04
Sum 0.66 0.60
Administered Energy
Electricity 9.8 0.34 0.34
Natural Gas 9.8 0.16 0.16
Total 0.50 0.50
Sum 1.16 1.10

* Estimated by assuming that increases in tax rates will completely be reflected on prices.
& i in view of realizations in October.

As a result, decisions of the public sector influence inflation through two
channels. The first one is the price adjustments in items, the prices of which are
fully or mainly administered by the state. The second one is the changes
infroduced to indirect taxes. Direct contribution of the public sector to inflation
through the said channels has recorded an increase since the last quarter of
2011.
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4. Supply and Demand Developments

National accounts data for the second quarter of 2012 suggest that
economic activity remained broadly consistent with the outlook presented in
the July Inflation Report. Even though national income displayed a remarkable
quarterly increase in the second quarter, this is atfributed fo the compensation
of temporary factors like weather conditions in the first quarter, and therefore,
the underlying frend of economic activity is considered to be mild. Domestic
demand remained sluggish in this period, while net exports were the main driver

of growth, thus adding to the balancing of demand components.

Third-quarter data indicate that economic activity has decelerated.
Having increased for four consecutive months between the February-May
period, industrial production has recently exhibited a fluctuating course, and
production displayed a decline in the July-August period on a quarterly basis.
On the other hand, recent data releases suggest that consumption demand
recovered modestly, while investment demand remains sluggish on the

elevated levels of demand uncertainty.

Latest indicators signal for recovery in the last quarter. In fact, following
the unfavorable outlook in August, leading indicators for production and sales
point to a rebound in September. Recent improvements in firms' expectations
for orders also signal for recovery in the last quarter. Although global growth
forecasts are revised downwards in line with the lingering problems regarding
global economy, exports are expected to perform well in the forthcoming
period on the back of the product and market diversification as well as
implemented stabilizihng policies. Accordingly, while aggregate demand
conditions support the disinflation process, the current account deficit continues

to taper off.

The mild economic growth is expected fo confinue in the forthcoming
period. Factors such as the gradual materialization of the effects of the
monetary policy, the upturn in the current account balance (which is led by the
economic balancing process) to improve risk perceptions, unemployment rates
that hover even below the pre-crisis levels are anficipated to bolster the
demand for consumption. On the other hand, persisting global uncertainties
pose downside risks fo investment demand, particularly through the confidence

channel. In fact, indicators on the propensity to invest, which reflect
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perceptions for relatively longer terms, have continued to remain weak in the

inter-reporting period.

4.1. Gross Domestic Product Developments and Domestic
Demand

National income data released by TurkStat indicate that GDP posted a
year-on-year increase by 2.9 percent in the second quarter of 2012. Demand
components were balanced further at a stronger pace in this period. The
analysis of contributions to annual growth suggests that net external demand
had a notably boosting effect, while private demand for consumption and

investment as well as inventories had negative contributions.

Seasonally adjusted data reveal that GDP registered a 1.8 percent
quarter-on-quarter growth in the second quarter. This robust increase in
economic activity is largely attributed to the compensation of the first quarter
as also stated in the July Inflation Report. Thus, the underlying frend of the
economic activity is considered to be a mild growth. Private and public
consumption offered limited confributions to quarterly growth in this period,
while domestic demand posted a decline upon the slump in investments
(Chart 4.1.1).

Chart 4.1.1.
GDP and the Final Domestic Demand
(Seasonally Adjusted, 2008Q1=100)
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Source: TurkStat, CBRT.

Third-quarter data point to a modest rise in final domestic demand. In
fact, the production of consumption goods, which are among the indicators of
private consumption demand, went up in this period, while the rise in imports

remained comparatively limited (Chart 4.1.2). On the other hand, domestic
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sales of automobiles surged in the third quarter, while sales of white goods were
(Chart  4.1.3).

decreased, while the consumption

unchanged Furthermore, the consumer confidence index
index stayed on an upward track
(Chart 4.1.4). Domestic sales of non-durable goods increased, while domestic

sales of durable goods declined in the July-August period (Chart 4.1.5).

Chart 4.1.2.

Production and Import Quantity Indices of

Consumption Goods
(Seasonally Adjusted, 2005=100)
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Chart 4.1.3.
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Chart 4.1.4.

CNBC-e Consumption and Consumer Confidence

* As of August for white goods.
Source: AMA, WGMA, CBRT.

Chart 4.1.5.

Domestic Sales Index for Consumption Goods
(Seasonally Adjusted, 2005=100)
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Recent indicators suggest that the investment demand contracted
further in the third quarter. Production and imports of capital goods saw a
decline in the July-August period (Chart 4.1.6). Domestic sales of light
commercial vehicles went up, while domestic sales of heavy commercial

vehicles went down in the third quarter (Chart 4.1.7).
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Chart 4.1.6. Chart 4.1.7.
Production and Import Quantity Indices of Domestic Sales of Commercial Vehicles
Capital Goods Excluding Transport Vehicles (Thousand, Seasonally Adjusted)
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In sum, third-quarter indicators suggest that domestic demand will
increase mildly on the back of consumption expenditures (Chart 4.1.8). The
analysis of economic activity on the production side reveals that July-August
average of seasonally adjusted industrial production posted a quarter-on-
quarter decline. The production plunge in August is attributed to the Ramadan
holiday besides the Victory Day (on August 30) and the exfra days-off taken in
between. Production indicators point to a weak production activity in the third
quarter (Chart 4.1.9).

Chart 4.1.8. Chart 4.1.9.
Final Domestic Demand Industrial Production
(Seasonally Adjusted, 2008Q1=100) (Seasonally Adjusted, 2005=100)
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Meanwhile, recently released indicators suggest that economic activity
will go up in the last quarter. The slight recovery in the 3-month ahead

expectations for orders on domestic and external market released by the BTS in
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September, as well as the leading indicators index support this outlook
(Charts 4.1.10 and 4.1.11).

Chart 4.1.10. Chart 4.1.11.
3-Month Ahead Expectations for Orders Leading Indicators Index*
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4.2. External Demand

National income data for the second quarter of 2012 suggest that the
balancing in demand components continues as envisaged in the previous
reporting period. Exports of goods and services posted an annual increase by
19.8 percent, while imports of goods and services went down to 3.6 percent.
Thus, net exports provided the largest contribution to annual growth in this
quarter, similar to the preceding two quarters (Chart 4.2.1). With respect to this
large confribution of net exports to annual growth, the influence of net gold
exports should be noted (Box 4.3). Quarterly analysis shows that exports of
goods and services surged in seasonally adjusted terms, while imports followed

a weak course in the second quarter (Chart 4.2.2).
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Chart 4.2.1. Chart 4.2.2.
Contribution of Net External Demand to Annual Exports and Imports of Goods and Services
GDP Growth (Seasonally Adjusted, 1998 Prices, Billion TL)
(Percent)
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Having followed an upward track in the July-August period, the export
quantity index displayed an increase for five consecutive quarters. Gold exports
have remained high since the first quarter of 2012, thus providing a significant
support to the robust course of overall exports. On account of the quarterly
increase in external gold demand which is thought to be only temporary, export
quantity index excluding gold is monitored in order to assess the underlying
frend of exports. The core index constructed in this context indicated a quarter-
on-quarter decline in the July-August period, contrary to the overall index
(Chart 4.2.3). Although pointing to a weakening course in the underlying trend
of exports, TEA figures show that exports excluding gold improved slightly in

September.

Global frends indicate that import demand across the world recorded a
quarter-on-quarter increase in July, albeit limited. Nevertheless, the import
demand of the Euro Area, one of our major trading partners, continues to
remain weak. In addition to the Euro Area, emerging Asian economies also put
a cap on the global import demand. On the other hand, the import demand of
the African and Middle Eastern countries, which have a growing share in our
exports, continues to rise (Chart 4.2.4). Moreover, the Cenfral and Eastern
Europe is another group of countries contributing positively to the global import
demand. Against this background, it should be highlighted that external
demand conditions did not exhibit any additional deterioration. Thus, exports of
goods and services are estimated to have preserved the upward frend in the
third quarter of the year (Chart 4.2.2).
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Chart 4.2.3.
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Sluggish global economic activity accompanied by persisting problems in

financial markets contfinue to pose downside risk on external demand. In fact,

global PMI manufacturing index remained weak also in September and stayed

below 50 for four consecutive months. On the other hand, the overall index was

close to the neutral level due to the mild rebound in the services sector (Chart

4.2.5). Slight downward revision of the export-weighted global production index

in the inter-reporting period confirms that risks remain brisk (Chart 4.2.6).
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Import quantity index posted a quarter-on-quarter decline in the July-
August period. Meanwhile, import quantity index excluding gold, which is an
indicator for the underlying frend of imports, followed a flat course (Chart 4.2.7).
Credit channel continues to give decreasing support to imports. In fact, both
business and consumer loans remain on a declining track (Chart 4.2.8).
Moreover, final domestic demand remained mild in the third quarter of 2012
and the relative price effect confinues fo restrict import demand. In this context,
imports of goods and services are expected to fall in the third quarter
(Chart 4.2.2).

Chart 4.2.7. Chart 4.2.8.
Import Quantity Index Loan Growth Rates
(Seasonally Adjusted, 2005=100) (Adjusted for Exchange Rate, 13-Week Average,

Annualized, Percent)
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In sum, recently released indicators suggest that the balancing process
confinues in the third quarter. Accordingly, 12-month cumulative data show
that both the current account deficit and the current account deficit excluding
energy taper off. On the other hand , the improvement in the current account
balance is more limited when excluding gold (Charts 4.2.9 and 4.3). Seasonally
adjusted data indicate that current account balance and current account
balance excluding gold posted a limited deterioration, while current account
deficit excluding energy confinues to improve, albeit at a slow pace (Chart
4.2.10). Sustaining structural reforms to bring down savings deficit will confribute

to the current account deficit to reach desired levels in the medium term.
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Chart 4.2.9. Chart 4.2.10.
Current Account Balance Current Account Balance
(12-Month Cumulative, Billion USD) (Seasonally Adjusted)
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4.3. Labor Market

In the second quarter of 2012, unemployment rates continued with a
downward course in tandem with increases in non-farm employment. Non-farm
labor participation rate posted a quarterly increase in the second quarter of the
year. Nevertheless, the weak course of non-farm labor participation rate since
2010, which was particularly owed to the strong pace of women participation
rate that started in 2008 to decelerate as of 2010, had a curbing effect on
unemployment rates. Accordingly, seasonally adjusted total and non-farm
unemployment rates recorded a quarterly decline by 0.2 and 0.3 percentage
points to 8.9 percent and 11.1 percent, respectively. However, total and non-
farm unemployment rates posted a quarter-on-quarter increase by 0.2
percentage points in July to 9.1 and 11.4 percent, respectively (Charts 4.3.1
and 4.3.2).

Chart 4.3.1. Chart 4.3.2.
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Unemployment rates soared in July amid falling non-farm employment. In
this period, although farm employment remained unchanged, non-farm
employment fell by 0.3 percent on a quarterly basis. The decline in the non-farm
employment was driven by the fall in construction and services sectors, while
industrial employment remained unchanged. The upfrend in the construction
employment since March was reversed in July (Chart 4.3.3). The decline in the
consfruction employment in this period was mostly seen in unregistered
employment. The upward course of services employment lost pace in July,
recording a quarter-on-quarter decline (Chart 4.3.3). In this period, employment
in the social services sector confinued to increase, while employment in the
commercial sector plummeted. Moreover, manufacturing of non-metallic
mineral products, which are inputs for the construction sector with informative
value for the construction sector activity decreased in the third quarter of 2012,
bearing a depressive effect on expectations regarding construction

employment in the respective period (Chart 4.3.4).

Chart 4.3.3. Chart 4.3.4.
Employment in Services and Construction Sectors Employment, Production and Value Added in
(Seasonally Adjusted, Million) the Construction Sector
(Seasonally Adjusted, 2005 = 100)
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Industrial production posted a quarter-on-quarter increase in the second
quarter of 2012. Amid elevated production, registered industrial employment
recorded a quarterly increase, while unregistered employment posted a
decline in the second quarter (Chart 4.3.5). Meanwhile, industrial production
has maintained a continuous and mild growth despite the month-on-month
decline in August. Accordingly, industrial production is expected to rebound in
September, and converge to the second quarter figures in the third quarter of

the year.
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Leading indicators suggest that PMI employment declined further in the
third quarter, without pointing to an unfavorable outlook (Chart 4.3.6). Total
Employment Expectation from the CBRT's Business Tendency Survey, which
reflects 3-month ahead expectations for orders of the manufacturing industry
firms, displayed a quarter-on-quarter decline, yet remained above 100
denoting an optimistic outlook (Chart 4.3.7). Moreover, Total Employment
Expectation recorded a notable increase in October. Against this background,
industrial employment is expected to creep up further in the third quarter, while
adverse developments and uncertainties regarding the global economic

outlook are believed to curb the improvement in employment conditions.

Chart 4.3.5. Chart 4.3.6.
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Analysis of labor market developments as per domestic demand reveals
that there is a long-term and stable relationship between reel wage and
household expenditures on semi-durable and non-durable consumption goods
as well as services; yet consumption expenditures increase at a slower pace
compared to real wages (Chart 4.3.8). Real wage payments, which remained
flat in the first quarter of 2012, recorded hikes in the second quarter and

continued to boost household expenditures.
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Chart 4.3.7.
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An analysis of wage developments as a cost factor suggests that non-
farm hourly real earnings index released under Labor Cost Indices posted a
quarter-on-quarter increase in the second quarter of 2012 (Chart 4.3.9). Real
unit wages that also include productivity improvements posted quarterly
increases in industrial and services sectors, and remained unchanged in the
consfruction sector in the second quarter of 2012 (Chart 4.3.10). Despite
increasing non-farm production, real unit wages went up on the back of soaring
total wage payments. Moreover, real wages per hours worked increased across
all non-farm sectors in this period. Real unit wage increases in the service sector

continue to be arisk factor on the prices of services (Box 4.4).

Chart 4.3.9.
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In sum, all non-farm sectors, in particular the construction, contributed to
soaring employment in the second quarter of 2012. Leading indicators point
that the rise in industrial employment will slow down in the third quarter. The job
opportunities index under the TurkStat-CBRT's Consumer Tendency Survey,
which reflects employment prospects for households, registered a slight decline
(Chart 4.3.11).

Nevertheless, job opportunities index still hovers above long-ferm averages.

in the third quarter compared to the previous periods

Accordingly, non-farm employment is estimated to increase mildly in the third
(Chart 4.3.12).

unfavorable developments and uncertaintfies in the global economy persist,

quarter However, leading indicators suggest that should

rises in employment may decelerate further in the forthcoming periods.

Chart 4.3.11.
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Box
4.1

Recent Movements in Inventories

National income data are published by TurkStat from the production and
spending side. National income data from the spending side, which contain
information regarding private and public sector demand, net exports and
inventory changes, are crucial in terms of monitoring effects of the implemented
policies on the economy. For example, analysis of the abovementioned figures
indicates that final domestic demand has been flat, while the contribution of net
exports to growth has soared recently. However, inventory changes may
occasionally contribute significantly to growth. Hence, analyzing solely the final
domestic demand and net exports in certain periods may hamper understanding
the sources of growth. Accordingly, this Box examines movements in inventory
changes, a component of demand other than these two main items.

Inventories may lessen fluctuations arising from divergences in supply and
demand resulting from various reasons.! For example, seasonally unadjusted
inventories rise in the third quarter during harvest time (Chart 1). Thus, demand
may be met through inventories throughout the year, even though supply may be
concentrated in certain periods.

Chart 1. Changes in Inventories Chart 2. Changes in Inventories/GDP
(1998 Prices, Billion TL) Seasonally Adjusted, Percent
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Source: TurkStat. Source: TurkStat, CBRT.

' Demand for consumption, investment and exports are met via imports and production. The gap between supply and final
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In addition to these seasonally observed inventory movements, firms may
accumulate inventories or resort to destocking depending on their expectations
regarding demand conditions in the economy. For example, in cases of optimistic
expectations regarding demand, firms may accumulate inventories. Conversely,
during periods of heightened uncertainty about demand conditions, firms may
prefer to meet demand via accumulated inventories, and be unwiling to
accumulatfe inventfories later on. Hence, changes in inventories can be better
interpreted in seasonally adjusted terms. In fact, in seasonally adjusted terms, firms
have accumulated inventories in the post-2001 crisis, while inventories were
significantly reduced in the first quarter of 2009 when the global crisis was
markedly felt, which later on was followed by absence of a stable inventory

accumulation (Chart 2).

At this point, it should be emphasized that changes in inventories published within
national accounts data do not contain information on total inventories, but are
only indicative of the inventory changes for the relevant period. This points that
even in periods of destocking, changes in inventories may contribute positively fo
GDP growth. This is because the contribution of the change in inventories fo
growth may be calculated by dividing the difference between the change in
inventories at period t and the change in inventories at period t-k to the GDP at
period t-k. Hence, even if the change in inventories at period t is negative, it may
still support growth if it is less negative than the change in inventories at t-k. For
example, the seasonally adjusted changes in inventories in Chart 2 show that
even though the change in inventories in the first quarter of 2012 is negative, it is
less negative compared to the last quarter of 2011. Hence, changes in inventories
confribute positively to quarterly growth (Chart 3). Meanwhile, for some periods,
changes in inventories have been revised significantly when compared to
preliminary data releases on annual GDP growth (Chart 4). Hence, recent data
on changes in inventories need to be cautiously evaluated due to revisions in

sub-items of the national income .2

2 For further details on revisions to GDP, see GUnay (2011).
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Chart 3. Confribution of Changes in Inventories Chart 4. Contribution of Revisions to GDP Growth
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Besides challenges in estimating inventories, the inclusion of stafistical error in
changes in inventfories also necessitates data on inventories to be cautiously
handled. Hence, analyzing alternative information sources on inventories will be
useful. In this framework, surveys constitute a major source. For example, BTS, PMI
and TEPAV Retail Confidence Indicator (TEPE) ask questions on inventories.

BTs asks firms about the level of their finished goods inventories compared fo the
normal. Accordingly, inventory indicators are close to pre-crisis levels in
consumption and intermediate goods manufacturing sectors, while inventfories
are weak in manufacturing sectors for investment goods (Chart 5). This points out
to differences in inventory accumulation behavior across sectors. However, firms’
perception regarding the level of “"normal” may also change over time, thus
warranting a cautious approach in analyzing this indicator.

Another survey indicator on inventories is finished goods inventories published
within PMI (Chart 6). BTS asks firms about their level of inventories compared to
normal, while PMI asks firms about changes in their inventories. Hence, joint
evaluation of BTS and PMI is useful. Meanwhile, PMI also contains information
regarding inventories of purchases. The PMI indicator on inventories of purchases
started to decline below the neutral level of 50 in the second quarter of 2006 and
following the first quarter of 2011, when the economy has started to slow down. In
the meantime, PMI indicators point that inventories of purchases reacted more
swiftly and aggressively than finished goods inventories during the crisis period.
The same observation also holds true for the EU data.?

3 ECB (2012) includes an analysis on this issue.
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B1s and PMI are surveys for manufacturing industry firms, while TEPE inquires about
inventories in the retail sector. Despite having a limited number of observations
since the survey was launched in May 2008, the survey indicator sfill points that
inventories differ across sectors for retail firms as well (Charts 7 and 8).

In sum, besides the closely monitored aggregate demand items such as final
domestic demand and net exports, changes in inventories also have the potential
to entail significant information regarding economic activity. This is because, in
some periods such as the second quarter of 2012, final domestic demand and net
exports fail to fully account for the quarterly GDP growth. National accounts data
as well as survey indicators point out that inventory accumulation has not started
yet in the post-crisis period. A better analysis of the inventory accumulation
behavior will be enabled as more observations on survey data accumulate in the
period ahead.

Chart 5. BTS Inventory Indicators
Seasonally Adjusted, Above -Below Normal

Chart 6. PMI Inventory Indicators
Seasonally Adjusted
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Chart 7. TEPE Sectoral Inventory Indicators
Seasonally Adjusted, Above -Below Normal

Chart 8. TEPE Sectoral Inventory Indicators
(Seasonally Adjusted, Above -Below Normal)
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Box . .
T Estimating Turkey’s Gold Stocks

Physicol gold, which is freated as a traditional saving instrument by Turkish
households, is also a jewelry item and a store of value. Soaring gold prices in the
aftermath of the global crisis have once again raised the issue of bringing in the
gold stored under the mattresses to the economy. Accordingly, the CBRT brought
new regulations enabling fo hold a percentage of TL required reserves as
unprocessed standard gold. Upon this regulation, the share of CBRT's gold
holdings increased sharply in net international reserves. Given the easy
convertibility of gold assetfs to FX in international markets, gold stocks should be
taken intfo account considering the net FX position of Turkey. Hence, estimating
the size of gold stocks in Turkey is crucial.

Es’rimo‘ring Turkey's gold stocks is challenging due to lack of historical data,
whereas gold has been accumulated over the centuries. However, by measuring
infertemporal flow data, stock data for gold can be calculated for the relevant
period. Accordingly, by using imports, exports and production figures for 1984-
August 2012 period, flow data for gold is estimated annually. Consequently, by
aggregating the flow data, cumulative gold stocks since 1984 are measured.

The methodology for calculating flow data (FG) since 1984 is shown in
equation 1:

FG(t) = Imports(t) + Production() - Exports() (1)

Aggregoﬂng the flow data FGt) since 1984, gold stocks for 2012 (GS2012) are
estimated as below:

012

2
GS2012 = zt:wm (FGpy) (2)

Gold imports and exports used in the calculation include unprocessed and
processed gold. Data on unprocessed gold for non-monetary gold exports are
derived from CBRT's balance of payments statistics for 1984-2012. Data on exports
and imports of processed gold are based on TurkStat’s foreign trade statistics.4
Data on unprocessed gold trade for non-monetary gold are released nominally in
USD denomination instead of quantity. In order to estimate data on non-
monetary gold trade in quantity, annual values of gold exports and imports are
divided by the benchmark gold prices for the relevant year. The same
methodology was also applied to processed gold exports and imports.

4 Derived from the jewelry and jeweler’s good items with code numbers 711319 and 711419 in Customs Tariff Stafistical Positions
released by TurkStat.
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Table 1: Turkey's Gold Stocks (1984-August 2012)

Total Exports Total Imports Production  Stock Stock (Billion

(Tons) (Tons) (Tons) (Tons) UsD)
1984 0.0 0.0 0.0 0.0 0.0
1985 0.0 26.4 0.0 26.4 0.3
1986 0.0 8.1 0.0 34.5 0.4
1987 0.0 8.5 0.0 43.0 0.6
1988 0.0 2.3 0.0 45.2 0.6
1989 0.0 85.2 0.0 130.4 1.6
1990 0.2 124.3 0.0 254.4 3.1
1991 0.5 99.1 0.0 353.0 4.1
1992 1.1 125.7 0.0 477.6 5.4
1993 2.0 158.1 0.0 633.7 7.5
1994 3.6 38.8 0.0 668.9 8.3
1995 4.9 107.0 0.0 771.0 9.5
1996 8.9 135.1 0.0 897.3 11.2
1997 15.3 178.3 0.0 1060.4 11.3
1998 22.3 191.4 0.0 1229.5 11.6
1999 32.2 123.7 0.0 1320.9 11.8
2000 85.7 219.8 0.0 1455.0 13.0
2001 69.0 121.7 1.1 1508.8 13.1
2002 85.2 150.6 4.3 1578.4 15.8
2003 93.6 241.0 5.4 1731.3 19.9
2004 111.4 283.0 5.0 1907.9 25.1
2005 119.3 291.0 5.0 2084.6 29.9
2006 118.0 228.3 8.0 2202.8 43.1
2007 139.8 260.6 10.0 2333.6 52.4
2008 213.9 200.3 11.2 2331.2 65.3
2009 201.5 62.2 14.3 2206.2 69.2
2010 108.4 75.0 16.4 2189.2 86.1
2011 84.7 134.6 24.0 2263.1 114.0
2012 (August) 218.8 126.6 15.6 2189.1 115.5

Source: TurkStat, Istanbul Gold Market and CBRT calculations.

Table 1 presents Turkey's exports, imports and production of gold since 1984.
Accordingly, Turkey's gold stocks are estimated to have risen by 2189 tons during
1984-August 2012 period. In other words, taking the beginning of 1984 as zero,
Turkey's gold stocks are estimated to be 2189 fons as of August 2012. This amount
corresponds fo nearly USD 115.5 billion. It should be underlined that this amount of
gold stock is the lowest that can be estimated by the available data under our
assumptions. In view of the fact that gold has been saved and used as a jewelry
item for centuries, Turkey’s gold stocks are expected to be much higher than our
estimations.
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Box
4.3

The Effect of Gold on Current Account Balance and Growth

Gold exports to Iran surged dramatically in 2012. Consequently, gold imports also

rose. This Box analyzes effects of soaring gold exports and imports on foreign

frade, current account balance and growth.s

The Effect on Current Account Balance

The analysis of both nominal and real export figures shows that exports excluding

gold have been almost flat since the onset of 2012, while total exports have

accelerated (Chart 1). In nominal terms, growth of imports has recently been

mild, while imports excluding gold have fallen. Meanwhile, total imports and

imports excluding gold have diverged notably in real terms (Chart 2).

Chart 1. Nominal and Real Exports
(Seasonally Adjusted)
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Chart 2. Nominal and Real Imports
(Seasonally Adjusted)

Source: TurkStat, CBRT.
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Both the volatile course of net gold imports and the upward course of gold prices

have significantly affected the current account balance. Hence, analyzing

current account balance excluding gold is crucial. Table 1 presents current

account balance figures with both the inclusion and exclusion of gold.

Table 1. Effect of Gold Trade on Current Account Balance

(Billion USD)
2009 2010 2011 2012
1. Total -13.99 -46.64 77.14 -59.01
2. Excluding Gold -17.00 -46.19 -72.36 -60.39

* As of August, annualized.

5 For further details, see Aktas et al. (2012).
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While current account deficit declined to USD 14 billion, gold exports rose
dramatically in 2009, especially in the first quarter of the year, and Turkey has
been a net exporter of gold throughout the year. Excluding for gold, the current
account deficit was USD 17 billion. The increase in foreign trade deficit was
influential on the widening of the current account deficit in 2010. Foreign tfrade
deficit continued to soarin 2011 and the current account deficit hit USD 77 billion.
However, excluding the USD 5 billion net gold imports in 2011, the current account
deficit was USD 72 billion. In 2011, net gold imports accounted for 16 percent of

the USD 30 billion worsening of the current account deficit .

High level of gold exports were largely met by imports in the first 8 months of 2012
and net gold exports totaled USD 3 billion. As of August 2012, the current account
deficit amounting to USD 59 billion in annualized terms is USD 60.4 billion with the
exclusion of gold. In other words, 20 percent of the USD 15 billion improvement in

the current account deficit was driven by net gold exports.

In seasonally adjusted terms, the abovementioned course of foreign trade was
also observed in the current -

Chart 3. Current Account Deficit (CAD)
account balance. Current (Billion USD, Seasonally Adjusted)
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domestically. Even though gold exports do not have any value added, they may
still change the composition of GDP on the spending side. Accordingly, the effect
of gold exports on GDP growth and demand composition has been analyzed in

terms of sources of gold exports.
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Gold exports in a period can be met by gold imports or domestic gold
production in the same period or gold inventories accumulated by previous
domestic production or gold imports. Meanwhile, a portion of gold exports can
also be met by smuggled gold in the current or previous periods. Effects of gold

exports on GDP and demand composition are presented in Table 2.

Table 2. The Effect of Gold Exports on GDP and Expenditure Items*

Gold Source t-k t (Export Period)
Export of Gold Export (+) Inventories (0)
Produced at Period t Import (0) GDP (+)
Export of Gold Export (+) Inventories (0)
Imported at Period t Import (-) GDP (0)
Export (0) Inventories Export (+) Inventories (-)
Zgen e Gele Import (-) () Import (0) GDP (0)
Imported at Period t-k GDP (0)
Export (0) Inventories Export (+) Inventories (-)
Export of Gold Import (0) (+)* Import (0) GDP (0)
Produced at Period t-k GDP (+)
Export of Smuggled Export (+) Inventories (-)
Gold Import (0) GDP (0)

* The sign in the parenthesis shows the contribution of the relevant sub-item to GDP.
** Table is based on the assumption that previously produced or imported gold is not consumed or used as an input to production.
Source: TurkStat.

Agoins‘r this background, estimations show that gold export confributed 0.69
percentage points to GDP in the second quarter of 2012, while gold imports
provided a negative 0.33 points (Chart 4). Net gold exports will affect growth only
if the portion of gold exports which are not met by imports are produced
domestically. Otherwise, net gold exports will only affect the composition of

growth.

Chart 4. Confribution of Gold Trade to Net Chart 5. Production, Export and Imports of Gold
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As presented in Chart 5, only a marginal portion of the gap between exports and
imports of gold is met via production. In fact, in the second quarter of 2012, net
external demand for gold increased by 32 fons annually, while gold production
raised by 1.4 tons in the same period. This indicates that the share of domestic
production in meeting net external demand for gold, and hence, the recent
movements in the gold trade have a rather limited contribution to annual GDP

growth.
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Box
4.4

Real Unit Wage in Trade-Services Sector

Real unit wage in frade-services sector is obtained by dividing gross salary wages
(total wage payments) published under TurkStat's quarterly trade-service index by
the turnover index. Due to absence of production data for this sector, turnover
data are used in estimations. When computed by using production data, real unit
wages show unit labor cost, whereas when computed by the turnover data, real
unit wages display the share of wages in the turnover. A ceteris paribus higher share
of wages indicates a lower profit margin. Assuming that this observation on macro
data is valid at the micro level for an average firm, an increase in real unit wage
can be interpreted as a higher probability for a firm seeking constant profit margin
to reflect soaring costs on prices.

Real unit wages, which have been on an upward course since end-2010, have
recently increased by 16 percent. During this period where the average hourly
wage has soared by 6 percent in real terms, the increase in real unit wage has
mainly been driven by the weak course of average productivity (Table 1).

Table 1: 2010Q4: 2012Q2 Real Unit Wage in Trade-Services in 2010Q4:2012Q2*
(Logarithmic Difference, Seasonally Adjusted)

, el
§ é 2 = é © 5
> o 52 53 o83 5 3 .12)
3 £s g2 g5 gEE: O
o = £ 0 5 2 5 E 3] 2
kel 6 O =0 € Q < £
2 9 2 5 3 o IS
< © 2
Real Unit Wage
0.16 0.20 0.18 -0.14 0.08 0.01 -0.09
(1)=(2)-(3)
Hourly Real Wage (2) 0.06 0.04 0.09 0.02 0.04 0.05 0.18
Productivity
(Real Turnover/Hours -0.10 -0.16 -0.10 0.16 -0.04 0.03 0.27
Worked) (3)=(4)-(5)
Turnover (Real) (4) 0.00 -0.02 0.04 0.35 -0.05 0.06 0.07
Hours Worked (5) 0.10 0.14 0.14 0.19 -0.01 0.03 -0.20
Share of Turnover
(2009) 100 78.1 9.9 27 3.6 34 2.4

* Average unit wage for frade-services sector is obtained by dividing total wage payments by turnover. In case of dividing the numerator and the
denominator of this ratio by the price and hours worked indices, respectively, unit wage can be expressed as the ratio of hourly real wage to the
average real turnover per hours worked, in other words average productivity. Service prices excluding rent are used in calculations as the price index.
Source:TurkStat, CBRT.

Minimum wage was up 5 percent in real terms during the same period. The
average increase in services prices excluding accommodation and catering in
addition to administrative and support services activifies lagged behind the
increase in minimum wage (Table 1). The hourly real wage in administrative and
support services activities was supported by the improvement in productivity.
Meanwhile, on contrary to wage developments, productivity declined in
accommodation and catering services.
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Chart 1. Real Unit Wage in Sub-Items of the Services Sector (2008=100)
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The analysis of the sub-items of trade-services according to NACE.Rev26
classification shows that the uptrend in real unit wages does not reflect the overall
outlook, but is only specific to trade and accommodation-catering services as
well as information and communication sectors (Table 1 and Chart 1). According
to annual Industrial and Services Statistics for 2009, trade and accommodation-
catering services account for 80 and 10 percent, respectively of the overall trade-
services sector (Table 1). Hence, the overall trend in trade-services sector mainly
reflects the developments in the trade sector. The increase in real unit wage in the
trade sector is largely fuelled by the decline in partial productivity, while real unit
wage in the accommodation and catering services soared on the back of both
rising wage and declining productivity (Table 1).

Chart 2. Turnover in Selected Services Sectors Chart 3. Turnover in Trade and Automobile Sales

Seasonally Adjusted, Real, 2008=100) Seasonally Adjusted, 2008=100)

Trade Turnover (real)
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Source: TurkStat, CBRT. Source: TurkStat, AMA, CBRT.

6 Updated statistical classification of economic activities in EU.
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In addition to developments in hours worked, the decline in turnover was also
influential on the productivity decline in trade and accommodation-catering
services (Chart 2). A closer scrutiny at the trade sector, which has a major share in
frade-services, reveals that developments in wholesale and retail trade of motor
vehicles and motorcycles with a 7 percent share in overall trade were also
effective on the declining turnover (Chart 3).

In sum, the continuing increase in real unit wage in some services sectors implies
an increased pressure on wages from prices. However, the increase in real unit
wages was partially driven by the decline in turnover amid slowdown in the
economic activity, which thus limited the potential pass-through from higher labor
cost to prices.
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5. Financial Markets and Financial
Intermediation

5.1. Financial Markets
Global Risk Perceptions

In the third quarter of the year, the slowdown in global growth led many
countries, especially the advanced economies, to adopt expansionary
monetary policies. Moreover, concrete measures taken to solve financial
problems in the Euro Area have pushed up the risk appetite since June. In
tfandem with the rising global risk appetite, risk premiums also decreased in
emerging economies (Chart 5.1.1). The recent announcement of new
monetary policy packages in advanced economies brought about a re-
acceleration of capital flows towards emerging economies. In this period, stock
market indices of emerging economies trended upwards in line with the global
risk appetite (Chart 5.1.2). Data on macroeconomic indicators, particularly the
current account deficit, proved better than expected in October, which led the

ISE to positively diverge from other emerging economies.

Chart 5.1.1. Chart 5.1.2.

Relative EMBI (January 2012=1) Relative Stock Market Indices (January 2012=1)
EMBI Europe )
EMBI Turkey Emerging Europe

Latin America
--------- Emerging Asia
Turkey

EMBI Latin America

1.35 4

1.25 4

1.15 4

1.05 4

0.95 -

0.4 T T T T T T T T T 0.85
g 8 8§ 8 § ¥ 9 9§ 9 9 NN NN N N NN NN
~ N M < 0 © o~ @ o O hu} <9 g bl 2 2 2 =] g
o o o o o o o o S A by 8 g S 8 g 5 Q 2 S
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Portfolio Flows

In the third quarter, on account of the expansionary measures taken by
major central banks, Turkey, similar to other emerging economies, experienced
capital inflows towards public borrowing securities and stock markets.
Accordingly, the share of non-residents in the ISE and GDBS markets has been
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on an upward track since June (Charts 5.1.3 and 5.1.4). The rise in the amount

of non-residents’ investments in the ISE was also driven by price increases.

Chart 5.1.3. Chart 5.1.4.
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Source: Central Registry Agency. Source: CBRT.

On account of positive expectations regarding Turkey’'s medium-term
macroeconomic performance and the relatively low volatility of the long-term
returns, investments by non-residents in the GDBS market have been
concenfrated in maturities longer than one year (Chart 5.1.5). Despite inflow of
capital towards stock and GDBS markets, currency swap transactions posted
decline. CBRT's stance towards bolstering short-term rates and liquidity
conditions and the decline in banks’ need for short-term liquidity amid the
facilitation of the use of FX options have been effective on currency swap

fransactions (Chart 5.1.6). As a result, total portfolio flows by non-residents

displayed a decline in the inter-reporting period.

Chart 5.1.5. Chart 5.1.6.
Share of Non-Residents in the GDBS Market by Portfolio Flows of Non-Residents *
Maturity (Monthly, Billion USD)
(Percent)
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Source: CBRT. Source: BRSA, CBRT.
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Monetary Policy Implementation

At the August meeting of the MPC, the CBRT shared with the public that
inflation was estimated to be on a downward track in the forthcoming period;
yet preserved its cautious stance in order to contain the risks to the pricing
behavior that may be led by inflation, which would remain above the target for
a while. On the other hand, considering the potential of additional monetary
easing implemented by major central banks in September and October to
accelerate capital flows, the interest rate corridor was narrowed by reducing
O/N lending rate by 150 and 50 basis points, respectively. Nevertheless,
persisting uncertainties in the global economy led the monetary policy to
remain flexible. The mild recovery in final domestic demand in this period
accompanied by the favorable data regarding other macroeconomic
variables paved the way for the average funding rate to seftle at low levels.
Accordingly, the CBRT funded the market mostly through one-week repo
auctions held under the quantity method besides monthly repo auctions held
under the traditional method. Moreover, so as to ensure that money market
rates seftle at the O/N borrowing rate, which is the lower band of the CBRT's
interest rate corridor, the financial system was overfunded and the excess
liquidity was withdrawn at O/N maturity at the ISE money markets (Chart 5.1.7).
In fact, due to the fall in average funding rate and the overfunding of the
financial system, the O/N repo rates at the ISE rapidly declined to the lower
bound of the corridor (Chart 5.1.8). Despite low O/N rates, the width of the

corridor remained unchanged, highlighting the cautious stance of the CBRT.

Chart 5.1.7. Chart 5.1.8.
CBRT Funding and the Average Funding Rate O/N Rates at the ISE Repo-Reverse Repo Market*
(Percent)
Other CBRT Funding Interest Rate Corridor
Weekly Policy Rate Funding O/N Repo Rates
Average Funding Rate (right axis) Average Funding Rate
Billion TL Percent 13 4
80 - 12 12 4
] 11 |
70 L 10
60 A 10 4 Mg
s ¥ "\
50 | 9 f‘
40 A r6 8
b
¢k !
20 A 5 6 4 ﬂ
L o
10 4 5 ,V |
0 e e U T I B — 0
J2959999yyy9gsy R e i A S
S35 8838858838¢S T3 oOdN - U®IBoOR B S O
O O +# «+ «1 O O O O O O O O O «

* Cost of borrowing for banks through this market is close to the upper
limit of the corridor due to reserve requirement on banks-intermediary
institution transactions.

Source: ISE, CBRT. Source: ISE, CBRI.
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In the August meeting of the MPC, additional arrangements were
infroduced regarding the fulfilment of reserve requirement against TL liabilities in
foreign exchange so as to reduce cost differentials between holding required
reserves as TL or FX and also to enable banks to freely use the new facility in
order to meet their liquidity needs. The flexibility of the facility was slightly
increased from 55 percent to 60 percent. Moreover, the additional 5 percent
franche is to be multiplied by “2", the reserve option coefficient (ROC) and the
resulting sum was facilitated to be held in USD and/or euro. Furthermore, to
bolster financial stability, the coefficient corresponding to the first 40 percent
franche of the TL required reserves was decided to be increased fo “1.1"
percent. For the same purposes, the upper limit for the fraction of gold reserves
that can be held to fulfill Turkish lira reserve requirements, which was previously
25 percent, was raised to 30 percent and the additional 5 percent tranche was
multiplied by the ROC so as to enable the corresponding amount to be
maintained as gold (Chart 5.1.9). In order to support financial stability given the
new monetary easing policies adopted by major central banks, reserve option
coefficients for each franche were increased by "“0.2" and "0.1" percentage
points in September and October MPC Meetings, respectively (Chart 5.1.10).
Reserve option mechanism partly reduces the need for an interest rate corridor
as it contains the adverse effects of excessive volatility in capital flows on
domestic markets. Meanwhile, it should be noted that the interest rate corridor
has different functions with regard to the credit channel and the effective
liquidity management. Therefore, the interest rate corridor will remain as an

active policy tool to achieve price stability and financial stability.

Chart 5.1.9. Chart 5.1.10.
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The reserve option mechanism provided banks with the facility to build TL
required reserves at lower costs. In fact, it should be noted that banks make use
of these facilities extensively. However, in upper franches with higher reserve
option coefficients, some banks use almost all or a certain portion of the facility,
while some banks do not use the facility at all (Charts 5.1.11 and 5.1.12). This
stems from the varying costs in banks' acquisition of FX and gold funds
(for details on ROC, see Box 5.1).

Chart 5.1.11. Chart 5.1.12.
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Active use of FX and gold reserve opftion facilities by banks has led to a
decline in short-term currency swap transactions, particularly as of the third
quarter of the year (Chart 5.1.13). This stems from the fall in short-term TL liquidity
requirements of banks amid the facility. Moreover, owing to this facility, short-
term capital flows obtained through currency swap transactions, which have
high volatfility, exhibit a waning outlook. Accordingly, this facility helps to keep
FX volatility at low levels. On the other hand, owing to the reserve opftion
mechanism, banks voluntarily accumulate FX reserves, while the CBRT's gross FX
and gold reserves also continue to increase (Chart 5.1.14). However, gold and
FX held under the scope of ROC belongs to banks, thus keeping CBRT's net FX

reserves unchanged.

Inflation Report 2012-1V 81




Central Bank of the Republic of Turkey

Chart 5.1.13. Chart 5.1.14.
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Moreover, in order to enhance liquidity management of banks and help
them project their total funding costs, the CBRT confinued to announce the
funding amount on the days of quantity auctions besides the upper limit for the
monthly repo auctions in the third quarter of the year. Under the scope of the TL
liquidity projections, the lower limit for the July funding quoted at the policy rate
was reduced to TL 0.5 billion and this amount was kept unchanged in August
and September. The upper limit of funding was set as TL 6.5 billion in July, TL 7.5
billion in August and September, and TL 6.5 billion in October. The upper limit for
the monthly repo auctions held under the fraditional auction method was kept
unchanged and the upper limit was reduced from TL 5 billion to TL 3 billion in

September and increased to TL 4 billion in October.

Market Rates

In the third quarter of the year, market rates in some emerging economies
displayed a decline mostly upon the rise in the global risk appetite besides the
policy rate reductions by major central banks that bolster economic growth
(Charts 5.1.15 and 5.1.16). However, some emerging economies opfed for
policy rate hikes on concerns over inflation, which led market rates in these
countries to increase. As for Turkey, market rates saw decreases mostly in short-
term maturities, which were driven by the decline in average funding rate
besides the narrowing of the interest rate corridor. Nevertheless, Turkey's
nominal markeft rates still remain high compared to other emerging economies

both in short and medium-term maturities (Chart 5.1.17 and 5.1.18).
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Chart 5.1.15. Chart 5.1.16.
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Poland
Hungary

South Korea

China
Czech Rep.

Turkey

In the third quarter of the year, above-mentioned developments led the

short and medium-term GDBS rates to fall and the slope of the yield curve to

turn positive (Chart 5.1.19). Due to the plunge in short-term rates, the spread

between long and short-term became positive (Chart 5.1.20).
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Chart 5.1.19.
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In spite of the plunge in short-term market rates, medium-term rates

edged down

in the interreporting period and 2-year ahead

inflation

expectations were almost unchanged, thus keeping 2-year real interest rates

unchanged quarter-on-quarter (Chart 5.1.21). Having ranked above other

emerging economies with respect to nominal interest rate, Turkey's real interest

rate remained at the middle compared to other emerging economies

(Chart 5.1.22). The lagging of Turkey's real interest rate behind others stems

from the divergence of inflation expectations among countries.

Chart 5.1.21.
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FX Markets

Concrete steps to solve problems in the Euro Area alleviated concerns
over the future of the euro. Therefore, the euro rapidly appreciated both
against the Turkish lira and other currencies. On account of this appreciation,
the exchange rate basket trended upwards in the third quarter of the year
(Chart 5.1.23). Due to the rise in global liquidity, currencies of other emerging
economies appreciated. However, the decline in short and medium-term rates
in Turkey coupled with the recently aggravating political unrest in the Middle
East led to depreciation of the Turkish lira against currencies of other emerging

economies in the third quarter of the year (Chart 5.1.24).

Chart 5.1.23. Chart 5.1.24.
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Owing to the fall in the risk premiums of emerging economies, exchange

rate volafility declined in the third quarter. The recent favorable course of
macroeconomic indicators, especially the current account deficit, as well as
the CBRT's policies contributed to maintain the implied volatility of the Turkish lira

at comparatively low levels among emerging economies (Charts 5.1.25 and

5.1.26).
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Chart 5.1.26.
Implied Volatility of Exchange Rates*
(12-Month Ahead, Percent)

Chart 5.1.25.
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Monetary Indicators

Annual growth of M3, the broad measure of money supply, continued to
decline amid the deceleration of the credit expansion to the private sector. On
the other hand, Claims on the Public Sector sustained their negative
contribution to M3 growth, albeit at a slower pace. The fall in the deceleration
of Net External Assets is mainly attributed to the increase in the FX assets of the
CBRT. Lastly, in tandem with the rising banking sector profits, the item Other

confinued to generate non-deposit resources to the banking sector (Chart
5.1.27).

Chart 5.1.27.
Balance Sheet Decomposition of M3
(Contributions to Annual M3 Growth)

"3 4. Other
3. Claims on Private Sector
20 = 2. Claims on Public Sector
1. Net External Assets
s 1 +2+3+4= M3 (Annual Percent Change)

30

0 V\J\f\”-u

QA [T

o [IMHIFEHERT (it
“sbcsgsszssesasaniiaige

Although the growth of seasonally adjusted money in circulation edged
up on a quarterly basis in the third quarter of 2012, it remained below the level
implied by its robust course following 2009 (Chart 5.1.28). The weak course in the
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rebound of the money in circulation, which is mostly employed as a means of

payment in cash operations, indicates that current consumption spending

remains sluggish in the third quarter of the year.

Chart 5.1.28.

Currency in Circulation and Current Consumption Spending*

(Seasonally Adjusted)
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appliances, fransport and communication services at current prices.

Source: TurkStat, CBRT.

5.2. Financial Intermediation and Loans

Growth rate of loans extended to the corporate sector by domestic

banks trended downwards as of June due to seasonal

frends and the

deceleration in economic activity as well as the slight tightening in lending

standards of banks

in the second quarter

(Chart 5.2.1).

Against these

developments, loans extended to the non-financial sector posted a year-on-

year increase by 16.2 percent in the third quarter, growing by 11.4 percent in

annualized terms (Chart 5.2.1). Meanwhile, external borrowing by the corporate

sector edged up in August (Chart 5.2.2).

Chart 5.2.1. Chart 5.2.2.
Growth Rate of Real Sector Loans External Borrowing of Firms
(Adjusted for Exchange Rate, 13-Week Average, (Billion USD)
Annualized, Percent)
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Source: BRSA.
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Although business loans grew far above consumer loans in the second
quarter, this trend was reversed in the third quarter, and the growth of business
loans lagged well behind consumer loans (Chart 5.2.3). The slowdown in
investment expenditures recorded since the last quarter of 2011 proved more
notable than consumption spending, bringing about a relatively faster
deceleration in business loans. As the balancing between domestic demand
and net exports became more pronounced in tandem with the rise in
domestically manufactured products, firms' use of short-term business loans for
working capital requirements increased considerably in the second quarter.
However, uncertainties regarding global growth outlook and problems in the EU
economy adversely affected domestic economic activity in the third quarter,
thus weakening production and investment. Accordingly, business loans
recorded a sizeable slowdown in the third quarter. As for consumer loans, the
deceleration in the third quarter is largely attributed to seasonality, while the
comparison of the deceleration trend with preceding years reveals a slightly

increased divergence in the third quarter (Chart 5.2.4).

Chart 5.2.3. Chart 5.2.4.
Growth Rates of Business and Consumer Loans* Consumer Loan Growth
(Adjusted for Exchange Rate, 13-Week Average, (Adjusted for Exchange Rate, 13-Week Average,
Annualized, Percent) Annualized, Percent)
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The rebound in growth rates of consumer loans, which became more
evident in the second quarter also upon seasonal factors, was replaced by a
limited slowdown in the third quarter parallel to the cyclical movements in past
years. This frend is particularly apparent in personal loans, and partly in
automobile loans (Chart 5.2.5). Cyclically adjusted growth rates of consumer
loans followed a flat course in the third quarter of 2012. Subsequent to the
monetary tightening, banks raised interest rates on housing, automobile and
other consumer loans considerably at the end of 2011. Following this, the CBRT

slightly narrowed the interest rate corridor from the upper bound in February,
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which led consumer loan rates to trend downwards. Furthermore, upon signals
for a narrowing of the interest rate corridor in August, the decline in personal
and housing loan rates partially accelerated (Chart 5.2.6). The upper bound of
the interest rate corridor was pulled down in September and October and it
was announced that the upper bound might be reduced further in the

forthcoming periods. Following these developments, the fall in loan ratfes

contfinued.
Chart 5.2.5. Chart 5.2.6.
Weekly Growth Rates of Consumer Loans* Consumer Loan Rates
(13-Week Average, Annualized, Percent) (Flow, Annualized, Percent)
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Source: BRSA. Source: CBRT.

Loan Tendency Survey results for the April-June period suggest that
housing and automobile loan standards were partially tightened, while personal
loan standards were eased in the second quarter of 2012. Meanwhile, survey
results regarding lending ferms and conditions indicate that banks’ profit
margins in housing loans increased, while margins in personal loans remained
virtually unchanged. Responses of banks to questions about retail loan show
that loan demand recorded an uptick in the second quarter of 2012. Banks
declared that developments in consumer confidence are the leading factors to
boost loan demand. Accordingly, the Loan Tendency Survey released in July
displayed that the loan demand of consumers would continue to increase in
the third quarter; yet unfavorable developments in consumer confidence are

estimated to influence loan demand in the third quarter.

Growth of business loans in the third quarter recorded a sharper
deceleration than implied by seasonal trends in both TL and FX-denominated
loans (Charts 5.2.7 and 5.2.8). Nevertheless, the sluggish trend in FX-
denominated loans, which are estimated to be mostly used in financing

investment expenditures in the third quarter, is also consistent with the
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weakening in investment expenditures since the last quarter of 2011. Similarly,
the growth tfrend of long-term business loans lagged well behind short-term
business loans as of August. In fact, in the Loan Tendency Survey, banks stated
that the demand of firms for long-term loans would follow a flat course in the

third quarter of the year.

Chart 5.2.7. Chart 5.2.8.

Business Loan Growth Growth Rates of TL and FX Business Loans*
(Adjusted for Exchange Rate, 13-Week Average, (Adjusted for Exchange Rate, 13-Week Average,
Annualized, Percent) Annualized, Percent)
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An analysis of business loans by scale reveals that growth rates of loans
extended to large-scale enterprises and to SME diverged considerably, and
growth in SME loans remained relatively weak (Chart 5.2.9). This stemmed from
fighter lending conditions applied by banks for the SME, which have more
fragile financial conditions than large-scale enterprises as of the last quarter of
2011, which was marked by aggravated concerns of banks on credit risk.
Growth of loans extended both to SME and enterprises with larger scales have
posted a notable slowdown since June. As per the implementation of Basel |l
which was effected on 1 July 2012, SME loans proved more advantageous
within  the retail portfolios of banks. However, given the deteriorating
expectations regarding economic activity coupled with capital adequacy
constraints, banks opted for fightening lending standards particularly for SME as
of the second quarter. Meanwhile, firms’ non-performing loans against banks
posted a mild increase in the June-August period and a sharp rise was seen in

September due to the re-payment of a significant loan (Chart 5.2.10).
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Chart 5.2.9. Chart 5.2.10.
Business Loan Growth Rates by Scale* Weekly Growth of Past-Due Loans
(Nominal, Adjusted for Exchange Rate, 3-Month (13-Week Average, Percent)
Average, Annualized, Percent)
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Source: BRSA.

Following the increase in the upper bound of the interest rate corridor in
October 2011, business loan rates surged, while a limited narrowing of the
interest rate corridor from the upper bound in February was also reflected on
loan rates (Chart 5.2.11). Business loan rates, which mostly remained flat in the
February-September period, frended downwards upon the lowering of CBRT's
O/N lending rate at the MPC meeting on September 18, 2012. Movements in
the spread between loan-deposit rates have mostly been affected by changes
in loan rates between early 2012 and May. Meanwhile, the rise in deposit rates
in May and June besides the subsequent decline in deposit rates parallel to the
gradual reduction of the average interest rates by about 300 basis points on

funds provided from the CBRT were instrumental on the course of spread

between loan-deposit rate (Chart 5.2.12).

Chart 5.2.11. Chart 5.2.12.
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In the third quarter of the year, liquidity policies implemented by the CBRT
as well as external financing conditions bolstered banks’ credit supply.
However, the slowdown in domestic demand, particularly investment
expenditures, and economic activity curtailed the loan demand. The recent
plunge in average rates in funds provided by the CBRT besides the reduction of
the O/N lending rate are thought to bring about a decline in banks’ loan rates
and the spread between loan-deposit rates in the forthcoming period. In this
respect, loans are projected to gain pace, but remain on a mildly increasing
frack in the last quarter and loan growth is estimated to hover around 14

percent at the end of the year.
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[210)%4 : .
5.1 Reserve Option Mechanism

This Box infroduces the Reserve Option Mechanism (ROM) designed by the CBRT
to restrict the adverse effects of the excessive volatility of capital flows on
macroeconomic and financial stability. ROM is a facility enabling banks to hold a
certain percent of their TL-denominated required reserves in FX and gold. The
extent of the use of this facility is determined by the reserve opfion ratio (ROR).
Coefficients determining the FX or gold equivalence to be maintained per unit TL-

denominated required reserves are defined as Reserve Option Coefficient (ROC).
ROC as a Monetary Policy Tool

A simple graphical presentation will help to understand the operation of ROM.
Let us assume that ROC increases linearly with respect fo ROR and banks use this
facility at point A in any period of time. During a period of rapid capital inflows,
banks are more likely to use this facility given their easier access to external funds
and the low cost of FX funding. Therefore, a portion of FX inflow will be fransferred
by banks to their accounts at the CBRT to be used in order to meet their reserve
requirement, and thus will be withdrawn from the market. Consequently, use of
reserve opfion will rise to the right of point A. Accordingly, the appreciation
pressure on TL will be dampened and the conversion of FX inflow to loans will also
be curtailed. Thus, the volatility on TL, FX liquidity and loans, in particular the FX
loans, that might be caused by capital inflows will be limited. Furthermore, banks
will obtain TL liquidity with the higher use of the facility. In that sense, ROM has a
similar effect to an unsterilized FX purchase auction, but unlike an FX auction,
higher FX liquidity can be withdrawn from the market per unit TL (Alper, Kara and
Yorukoglu, 2012).

v

ROR
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Meonwhile, in case of a full use of the facility, the CBRT, with the aim to withdraw
more FX liquidity from the market, may raise the current coefficients or add a new
franche fo ROM. Should a new tranche be added, more TL liquidity will be
provided to the market, while TL liquidity will remain constant should the current
coefficients be raised. In an event of a rapid capital outflow, due to increased
cost of FX funding and difficulties in access to external funds, banks are less likely
to use the facility and will reduce their reserves at the CBRT. Accordingly, FX
liquidity will be provided to the market and use of facility will decline towards the
left of point A. However, it should be underlined that banks will have a higher
need for TL liquidity in that case. So, ROM acts like an unsterilized FX sale auction,

but the mechanism provides more FX liquidity fo the market per unit TL.

This monetary policy tool will also help to limit credit expansion that may be
driven by the surge of capital flows. In particular, loans in FX denomination will be
restricted from the supply side. In cases of sudden capital outflows, banks will
resort fo their previously accumulated FX reserves. Thus, ROM is expected to lessen
FX volatility. Moreover, ROM will also be used as a countercyclical monetary
policy instrument that will both extend and contract loan growth. Thus, loans will

have a lower sensitivity to capital flows.

Another significant factor that ROM wiill indirectly contribute is the lessening of
volatility that may be caused by short-term capital flows through limiting banks’
need for short-term cross currency swaps. Banks use short-term cross currency
swaps in order fo meet their TL liquidity need. On the other hand, the reserve
option facility is expected to restrict banks' cross currency swap transactions.
Accordingly, investors will be less atfracted to cross currency swaps, and thus
highly volatile short-term capital inflows driven by cross currency swaps will

decline.

Los’rly, as a consequence of implementing ROM, CBRT's gross FX reserves will soar.
As FX and gold maintained within the context of ROC are not purchased by the
CBRT, but belong to banks, the facility does not affect the CBRT's net FX position,
but only increases the CBRT's gross FX reserves. The increase of gross reserves in
favor of the private sector provides a more efficient use of reserves, and thus
enhances the resilience and the productivity of the overall financial system. ROM
enables reserves to be accumulated by the private sector rather than by the
CBRT and also allows for shock-specific optimal use, thus improving the efficiency

of the system.
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The Comparison of the Cost of ROC Facility to Other Funding Sources

Given the lower cost of borrowing in FX denomination and gold under current
circumstances, banks are able to meet their reserve requirement at lower cost via
this facility. Meanwhile, the lowering (raise) of ROC by the CBRT will enhance

(reduce) this cost advantage.

Severol funding opportunities are available for banks in order to meet their TL
reserve requirements. Hence, the use of ROM by banks will depend on the
difference of cost between ROM and other funds. Accordingly, the estimation of
the threshold ROC that leaves banks indifferent between ROM and other funding

sources is crucial.

Under the assumption that the threshold ROC is x, the required reserve ratfio for FX
liabilities is RRpy and the spot exchange rate is Sy, banks will need to borrow
x/(1 — RRgyx) in FX for meeting their S, units of TL reserve requirement. Let us further
assume that banks hold a forward FX contract in order to avoid exchange rate
risk. In that case, the cost of the facility in TL denomination will be as follows:

X t
T =——— (LIBOR For —
otal Cost T=RR., (LIBOR + p)Fy: 365

In the above equation, x is the threshold ROC, p is the additional interest on LIBOR
paid by banks for borrowing in FX, RRgx is the required reserve ratio for FX liabilifies,
Fo is the forward FX contract entered at time 0 that will expire at the end of the
reserve maintenance period. TL-denominated interest rates for cross currency
swaps with similar maturities are used for the calculation of the forward exchange

rate. The reserve maintenance period tis 14 days.

Meanwhile, another significant funding source for banks for maintaining their TL
reserve requirement is funds obtained via ISE Repo and Reverse Repo Market.
Banks are obliged to maintain required reserves on funds obtained through non-
bank financial institutions atf this market. Accordingly, the cost of obtaining S, units
of TL will be as follows:

Total Cost = 1_7% rISE%
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In the above equation, RRy, is the TL required reserve rafio, S, is the spot
exchange rate for USD/TL, rs¢ is the overnight interest rate at the ISE Repo and
Reverse Repo Market. Equating the cost of funding for both sources will yield x
(the threshold ROC) that leaves banks indifferent between borrowing from ISE or

using ROM such that:

t
(1 - RRF)()(I + LIBOR ﬁ)rISE

=
t
(1= RRy)(LIBOR + p) (1 + swapr, z¢z)

The threshold ROC x depends on LIBOR, the additional borrowing interest p paid
by banks, the cross currency swap rate swapy;, the interest rg; at the ISE Repo
and Reverse Repo Market and the TL required reserve ratio RRy;. The threshold
ROC can similarly be estimated for ROM and other funding sources (KUicUksarac
and Ozel, 2012).

|t should be underiined that the above estimation focuses on marginal cost. In
other words, banks are assumed to use their obtained funding for TL reserve
requirement. On the other hand, banks may also channel these funds fo invest in
other assets (extending loans, purchase of government bonds etc). In that case,

the threshold ROC will differ from the above estimation.
Results and the Conclusion

Among similar other instruments, ROM stands out especially in dampening the
adverse effects of capital inflows on exchange rate and FX-denominated loans
by keeping TL inferest rates marginally changed or even unchanged.
Furthermore, ROM is also superior to discretionary tools like direct FX purchase or
intervention such that the extent of the use of facility is determined by banks’
optimization decisions, and thus, the risk of misperception regarding the level of

the exchange rate and the monetary policy stance will be relatively limited.

The ROM has essentially been designed by the CBRT as an “automatic stabilizer”.
The enabling of optimization to banks via this facility also enhances efficiency of
the financial system relafive to the use of other tools. However, it should also be
underlined that the parameters of the mechanism will be adjusted when deemed
necessary. In other words, should the external and domestic cost factors change
and a permanent or structural change occurs in the speed of capital flows, the

coefficients may be reset.
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Box : . "
£ 2 Financial Conditions Index

Since the end of 2010, CBRT has implemented a new policy strategy and
adopted financial stability as a supplementary objective besides price stability.
This new framework, which jointly uses liquidity, credit and interest rate policies,
has increased the need to develop and monitor a broad measure of “financial
conditions” index that would complement the monetary policy analysis in
assessing whether the overall set of policies are restrictive or accommodative.
Accordingly, the study by Kara, OzI0 and Unalmis (2012) develop Financial
Conditions Indices (FCI) for Turkey using a range of monetary and financial
indicators. This Box discusses the findings of the above study and evaluates the

recent course of financial conditions.

The weighted sum-approach, one of the most commonly used methodologies in

the FCI literafure, is adopted in constructing the index.! The weights of each
monetary and financial indicator reflect the relative importance of that variable
in explaining the future output growth and are derived by using the impulse
responses from an unrestricted VAR. Specifically, the weight for each financial
variable, denoted by w; is calculated as the 4-quarter cumulative responses of
GDP growth to a 1-unit shock to each variable y;. Then the FCl is calculated as a
weighted average of all variables in standardized form, which is shown in

equation (1), where y; and o, are the mean and standardized deviation of y;,

respectively, over the sample period.

Yit=¥)
O'yl.

FCl, = 37, w; (1)

The variables used to explain the real annual GDP growth are the ratio of annual
change in fotfal credit stock to annual GDP, quarterly data for credit standards,
the real effective exchange rate, real ex-ante benchmark rafte, quarterly capital
inflows, the spread between credit and deposit rates and the annual percentage
change in real ISE-All equity return index.2

' Hatzius et al. (2010) provides a detailed survey of studies on financial conditions indices. Guichard and Turner (2008), Swinston
(2008) as well as Osorio, Pongsaparn and Unsal (2011) are recent studies adopting weighted sum approach in the context of a
VAR.

2 The starfing date is constrained by the data availability on credit standards. Thus, the weights for each variable in the index
are calculated using the data for 2005Q2-2012Q2.
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Chart 1 presents the FCI estimated according to the methodology mentioned

above. As depicted in the chart, an upward movement of the index implies more
accommodative financial conditions, while a decline reflects tighter financial
conditions. The index witnessed a trough during the global crisis, yet recovered
since the last quarter of 2008 mostly driven by the policy rate cuts and
quantitative easing implemented by the Fed. Even though the index remained
flat amid the European debt crisis, financial conditions continued to stay loose
until the end of 2010. The index shows that following the onset of the policy mix
adopted by the CBRT, there is a marked tightening in financial conditions. The
fightening becomes more significant with the restrictive credit policy measures
taken by the BRSA by mid-2011 as well as the deeping of the EU debt crisis.
However, the financial conditions have gradually eased as of the beginning of
2012. Rapid capital inflows and the rise in global risk appetite during this period
were influential on the surge in the index. As of the third quarter of 2012, due to
the accommodative policies adopted by the CBRT, the index is estimated to be

slightly positive.

Chart 1. Financial Conditions Index and Economic Activity (Standardized)*
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averages. September 2012 values are estimates.
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In sum, the active use of macroprudential tools in the affermath of the global
crisis necessitates to monitor broader measures of financial conditions. This
preliminary attempt to construct a financial conditions indiex for Turkey provides a
plausible view on the effect of the recent policy framework as well as the
changing global environment on financial conditions. Hence, the index has the
potential to provide important information on the overall stance of the financial

sector policies.
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Box
5.3

Effect of Additional Monetary Tightening on Exchange Rates

The global crisis in 2008-2009 proved the inefficiency of the monetary policies
conducted without considering risks within the financial system and signified the
need to observe financial stability along with price stability (Borio, 2011). To that
extent, it was well understood that a policy rate that yields price stability may not
necessarily provide financial stability, and therefore, short-term policy rate by itself
fails to suffice maintaining price stability and financial stability simultaneously.

Accordingly, as of November 2010, the CBRT has started to implement its new
policy mix. In this framework, required reserves and other macro prudential tools
as well as weekly repo rates, interest rate corridor and funding strategy are jointly
used as complementary tools for credit, interest rate and liquidity policy,
respectively. In utilizing these tools, expectations, credit growth and exchange
rate are monitored as key indicators for price and financial stability (Basci, 2012).

As part of the liquidity policy, a pillar of the new policy mix, O/N interest rates are
adjusted according to the course of economic and financial developments
without changing the weekly repo rates, i.e. the policy rate (Basci, 2011).
Accordingly, the CBRT has occasionally delivered additional monetary tightening
(AMT) in order to prevent temporary price movements from deteriorating the
inflation outflook via expectations. On the days of AMT delivering, reduced or
even no amount of funding is supplied via quantity auction method at the policy
rate. Instead, market is funded via traditional auction method, and hence, O/N
rates settle close to the upper bound of the interest rate corridor. AMT has been
delivered 6 times so far, where the longest and the shortest duration were 8 and 3
days, respectively. In accordance with the policy design, AMT has been aimed to
be strong, effective and temporary (Chart 1).

Chart 1. Additional Monetary Tightening
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This Box analyzes the effect of the abovementioned policy by the CBRT on
exchange rates through a GARCH model. The study uses the daily change in the
currency basket, which is 0.5%(TL/Euro)+0.5*(TL/USD). The data set covers the
period between 20.10.2011 and 19.07.2012.3

The below GARCH (1,1) models are used to estimate the effectiveness of AMT on
exchange rate volatility.# In both models, the change in the currency basket is the
dependent variable in the level equations, while AMT is present as a dummy
variable both in the level and the variance equations. The change in VIX which
well captures the fluctuations in capital flows is the control variable in both

models, while the second model includes a dummy for FX inferventions.s,¢

Modell:

Ry = Bo + B1Damr + B3CVIX, + & (1.9)
g~N (0, hy) (1.b)
he = ay + are?; + ayhi_q + agDayr + asCVIX, + u, (1.c)
Model2:

Ry = Bo + B1Damr + B2Dinr + B3CVIX, + & (2.09)
&~N (0,h;) (2.b)
he = ay + are?; + azhi_q + azDayr + auDiyr + asCVIX, + u, (2.c)

3 At the MPC meeting on 20 October 2011, the upper bound of the interest rate corridor was raised, thus laying the ground for
additional monetary tightening. At the MPC meeting on July 19, 2012, the disclosure on AMT was left out and no AMT was
conducted starting from this date. Hence, these dates are selected as the starting and ending dates for the analysis.

4 GARCH(1,1) is selected over other GARCH specifications as it is the most frequently used model in describing voldtiliity in the
literature as well as in market analyses. Moreover, GARCH(1,1) also gives better results in terms of the AIC and SIC criteria.

5 During the period of AMT delivering from 29 December 2011 fill 9 January 2012, FX interventions were also conducted
between 30 December 2011 and 4 January 2012. Hence, the model has two versions where the alternative model includes a
dummy for FX interventions in order to better capture the effectiveness of AMT.

6 VIX is included as a control variable in similar studies analyzing exchange rate volatility (Cairns et al., 2007; Chadwick et al.,
2012). The significance of CVIX in model results show that not including this variable to the model may result in omitted variable
bias. Even though other studies in the literafure include interest rate spread between domestic and international rates, this
study excludes this variable as the AMT directly affects interest rates, and so, including the interest rate spread may lead to
multicollinearity problem.
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Model variables are defined as below:

R, = ln(pt/pt_l) x 100, p¢= value of the currency basket
D _ { 0, other days
AMT = | 1,days of AMT

0, other days

Dinr = { 1,days of FX intervention

VIX
cvix,=n ("¢ py ) *100, VIX,= value of the VIX

Table 1 presents the model results. Accordingly, AMT is found statistically
significant in lessening the volatility of the exchange rate. Furthermore, inclusion of

the FX intervention dummy info the model does not change the result.

Table 1. Model Results

Level Equation Variance Equation
Dependent Variable: Rt Dependent Variable: ht
Model 1 Model 2 Model 1 Model 2
c -0.046 -0.030 c 0.014 0.017
(0.000) (0.006) (0.000) (0.000)
Damr -0.103 -0.074 Damr -0.020 -0.024
(0.120) (0.300) (0.006) (0.019)
Dint -0.410 Dint 0.045
(0.038) (0.127)
CVIXt 0.021 0.022 CVIXt 0.003 0.003
(0.000) (0.000) (0.049) (0.108)
&2,y -0.081 -0.091
(0.000) (0.001)
ht 1.019 1.019
R2 0.1020 0.1188 (0.000) (0.000)

In sum, this study finds that AMT is statistically significant in reducing the exchange
rate volatility. Therefore, in addition to being an effective policy tool in preventing
the temporary price movements from deteriorating the inflation ouflook, AMT also

helps to lessen exchange rate volatility fuelled by fluctuations in capital flows.
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6. Public Finance

In the first three quarters of 2012, budget performance has been sluggish
due to the marked slowdown in tax revenues amid the balancing in the
economic activity, the adverse base effect driven by the year-on-year decline
in the tax revenues collected as per the Law No. 6111 on the restructuring of
public claims, and soaring primary expenditures mainly fuelled by surging
personnel expenditures. On the other hand, hikes to the SCT rates in motor
vehicles and the lump-sum taxes in fuel and alcoholic beverages as well as title
fees under the fiscal measures enforced in September in order to raise revenues

are expected to bolster budget revenues in the last quarter of the year.

The MTP covering the 2013 - 2015 period was announced to the public in
October. Accordingly, in 2012, cenfral government primary surplus to GDP is
estimated to decline by 0.8 points from 2011. Furthermore, cyclically adjusted
structural primary surplus o potential GDP is expected to fall by 0.3 points in
2012 (Chart 6.1). Thus, the fiscal policy is expected to be expansionary in 2012

with respect to MTP forecasts.

Chart 6.1.
Central Government Primary Budget Surplus and Structural Primary Surplus
(Percent of GDP and Potential GDP)

6 -

B Primary Surplus/GDP
5 4 OStructural Primary Surplus/Potential GDP
4 4
3 4
2 4
1
0
2006 2007 2008 2009 2010 2011 2012*

* Estimate. Includes revenues collected as per the Law No. 6111 on restructuring of public claims. In
estimating the structural budget balance, besides consumption deficit, the import deficit is also taken info
account.

Source: MTP (2013-2015), Cebi, C. and U. Ozlale, (2011), “Turkiye'de Yapisal Bitce Dengesi ve Mali Durus” (in
Turkish), CBRT Working Paper No. 11/11.

The framework laid down in the MITP regarding the public finance
envisages a slight year-on-year deterioration in the budget performance in 2012
given the slowdown in the economic activity. The envisioned deterioration is
expected to taper off in the upcoming period (Table 6.1). According to the
MTP, primary expenditures are expected to edge up in 2012 and 2013, and
decline gradually as of 2014. In addition, the MTP targefs to raise tax revenues

by legal and administrative regulations and gradually reduce the public sector
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borrowing requirement as of 2013. Accordingly, the public sector debt stock to
GDP, which has started to decline since 2010, is envisioned to decrease further
in the medium term (Table 6.1).

Table 6.1.

Central Government Budget Balance and EU-Defined Debt Stock
(Percent of GDP)

2009 2010 2011 2012*  2013**  2014** 2015**

Budget Revenues 22.5 23.1 228 22.9 23.6 23.1 22.6
Budget Expenditures 28.0 26.8 24.1 253 257 25.1 24.4
Budget Balance -5.5 -3.6 -1.3 -2.3 -2.2 -2.0 -1.8
Budget Revenues (Program-Defined) 21.0 21.8 222 22.0 228 22.5 22.1
Primary Expenditures (Program-Defined) 22.5 222 20.9 21.9 223 21.9 21.4
Primary Balance (Program-Defined) -1.5 -0.5 1.3 0.2 0.5 0.6 0.7
Public Sector General Balance -5.1 -2.3 -0.1 -1.7 -1.5 -1.1 -0.9
EU-Defined Nominal Debt Stock 46.1 424 39.2 36.5 35.0 33.0 31.0
* Estimate.
** Target.

Source: MTP(2013-2015).

Following the deterioration in the public finance in 2012, the MTP targets
point to a limited tightening in the fiscal policy and a sustained decline in public
debt stock in the forthcoming period. However, it should be emphasized that
stfrengthening the fiscal framework by institutional and structural improvements
envisaged in the MTP remains to be of utmost importance with regard fo

maintaining fiscal discipline on a permanent basis in the medium term.
6.1. Budget Developments

In the first three quarters of 2012, centfral government budget posted a
deficit of TL 14.4 billion, whereas the primary balance registered a surplus of TL
25.2 bilion (Table 6.1.1). The slowdown in domestic economic activity and the
base effect led by the Law No. 6111 on restructuring of the public claims
decelerated the increase in tax revenues, thus causing a year-on-year
deterioration in the budget performance. Soaring primary expenditures were

also influential on this deterioration.

Table 6.1.1.
Cenfral Government Budget Aggregates
(Billion TL)
January- January-
September September Rate of Increase Actual/Target
2011 2012 (Percent) (Percent)

Central Government Budget Expenditures 220.9 258.0 16.8 73.5
Interest Expenditures 34.8 39.5 13.7 78.7
Primary Expenditures 186.1 218.5 17.4 72.7
Central Government Budget Revenues 221.1 243.7 10.2 73.9

I. Tax Revenues 188.4 201.9 7.2 72.7

Il. Non-Tax Revenues 25.8 33.2 28.7 75.4
Budget Balance 0.2 -144 - 68.0
Primary Balance 35.0 25.2 -28.0 86.4

Source: Ministry of Finance.
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Amid falling tax revenues due o the balancing between domestic and
external demand and surging primary expenditures, the central government
budget deficit to GDP ratio, which reached 1.3 percent in end-2012, gained
momentum as of the first quarter of 2012 and climbed to 2.3 percent by the
third quarter of 2012 (Chart 6.1.1). The central government primary expendifures
fo GDP ratio, which surged due to the fiscal measures adopted to limit the
adverse effects of the global crisis on Turkey in 2009, still hovers above pre-crisis
levels notwithstanding the decline in subsequent years. Moreover, this ratio
settled on an upward frack in 2012. Having reached recent-highs in the second
quarter of 2011, the central government budget revenues to GDP ratio trended
downwards amid the slowdown in tax revenues, and remained unchanged in
2012. Despite the slowdown in tax revenues in 2012, budget revenues followed

a relatively stable course on the back of hikes in non-tax revenues (Chart 6.1.2).

Chart 6.1.1. Chart 6.1.2.
Cenfral Government Budget Balances Cenfral Government Budget Revenues and
(Annualized, Percent of GDP) Primary Expenditures
(Annualized, Percent of GDP)
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* Estimate.
Source: Ministry of Finance.

Cenfral government primary expenditures posted a year-on-year
increase by 17.4 percent in the January-September period of 2012. Current
fransfers and personnel expenditures, one of the major items in primary
expenditures, soared by 21.4 and 18.8 percent, respectively; while purchases of
goods and services fell by 0.9 percent. The decline in purchases of goods and
services was mainly driven by the plunge in health expenditures. This was led by
the coverage of green card holders under the general health insurance
scheme, the expenditures of which are included in current transfers. Soaring
current transfer expenditures were fuelled by the 25.6 percent increase in
health, pension and social benefits. Financing of the budget deficit of SSI is
accounted as an expenditure item under health, pension and social benefits.
The SSI has showed a poor budget performance as of the onset of 2012 due to
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reduced revenues collected as per the Law No. 6111 on restructuring of the
premium liabilities as well as the transfer of health expenditures by green card
holders to SSI. Accordingly, the financing of SSI by fransfer from the central
government budget increased by 55.2 percent in the first nine months of 2012.
Soaring personnel expenditures in the first nine months of 2012 were mainly
driven by rises in salaries and severance pay. Actual to target ratio in personnel
expenditures reached 80.7 percent in September, pointing that the year-end
target will be exceeded and personnel expenditures, which is a non-flexible
expenditure item, should closely be monitored in the upcoming period as a risk

item with respect to the cenfral government budget (Table 6.1.2).

Table 6.1.2.
Central Government Primary Expenditures
(Billion TL)
January- January- Rate of
September September Increase Actual/Target
2011 2012 (Percent) (Percent)
Primary Expenditures 186.1 218.5 17.4 72.7
1. Personnel Expenditures 55.5 65.9 18.8 80.7
2. Government Premiums to SSI 9.4 10.9 15.4 76.3
3. Purchase of Goods and Services 20.5 20.4 -0.9 70.6
a) Defense and Security 6.0 6.8 13.3 64.6
b) Health Expenditures 4.0 0.4 -89.3 46.7
4. Current Transfers 80.0 97.2 21.4 74.6
a) Duty Losses 1.2 2.1 69.1 48.3
b) Health, Pension and Social Benefits 39.9 50.2 25.6 72.6
c) Agricultural Support 5.8 6.8 18.1 95.2
d) Shares Reserved from Revenues 228 25.1 10.2 742
5. Capital Expenditures 14.5 15.6 7.5 56.0
6. Capital Transfers 2.7 2.6 -3.2 60.8

Source: Ministry of Finance.

In the first nine months of 2012, central government general budget
revenues increased by 9.8 percent year-on-year. Tax revenues went up by 7.2
percent in the said period, while non-tax revenues expanded by 28.7 percent
amid the high profit transfer by the CBRT (Table 6.1.3). The decline in the year-
on-year tax collection under the Law No. 6111 on the restructuring of public
claims put a cap on rising tax revenues. On the back of soaring firm profits in
line with the high economic growth in 2011, corporate tax revenues boomed in
the first five months of 2012. However, this boom was followed by a mild growth
path in ensuing months resulting in a 6.3 percent increase in the first nine months
of the year due to base effect driven by the restructuring. On account of the
ongoing rise in registered employment, income tax revenues increased by 14.7
percent, thus partially compensating for the relatively low rate of increase in
total tax revenues. Meanwhile, consumption-based tax revenues declined amid
slowdown in the economic activity. In the first nine months of the year, SCT
revenues rose by 7.5 percent, while domestic VAT revenues edged up by 2.7

percent. The decelerating rate of increase in SCT revenues was mainly
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attributed to the year-on-year decline in SCT collection on oil and natural gas
products and motor vehicles. In the meantime, VAT on imports displayed a

year-on-year decline amid the slowdown in imports.

Table 6.1.3.
Cenfral Government General Budget Revenues
(Billion TL)
January- January-
September September Rate of Increase Actual/Target
2011 2012 (Percent) (Percent)
General Budget Revenues 214.2 235.1 9.8 73.1
|I-Tax Revenues 188.4 201.9 7.2 72.7
Income Tax 358 41.0 14.7 76.3
Corporate Tax 19.7 21.0 6.3 772
Domestic VAT 23.4 240 2.7 71.6
SCT 46.7 50.3 7.5 71.2
VAT on Imports 358 35.1 -1.9 65.1
II-Non-Tax Revenues 25.8 33.2 28.7 754
Enterprises and Property Revenues 7.5 12.4 65.7 134.1
Interests, Shares and Fines 14.7 16.2 10.2 741
Capital Revenues 2.4 1.9 -19.0 16.7

Source: Ministry of Finance.

The rate of increase in real fax revenues, which frended downwards as of
the third quarter of 2011, turned negative after a 10-quarter period due to the
balancing between domestic and external demand as well as the base effect.
Then, it dropped by 1.1 percent year-on-year in the third quarter following the
6.6 percent decline in the second quarter of 2012 (Chart 6.1.3). Consumption-
based tax revenues are the major tax items that are adversely affected from
the balancing between domestic and external demand. Accordingly, in real
terms, SCT revenues, which have a significant share in tax revenues, increased
by 2.1 percent year-on-year in the third quarter of 2012, while domestic VAT
revenues and VAT on imports fell by 3.8 and 13.7 percent, respectively
(Chart 6.1.4).

Chart 6.1.3. Chart 6.1.4.
Real Tax Revenues Real VAT and SCT Revenues
(Annual Percent Change) (Annual Percent Change)
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Source: Ministry of Finance.
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6.2. Public Debt Stock Indicators

Public debt stock indicators have been on an improving frack since
September 2012. Public debt ratios declined further; the real cost of borrowing
stood at low levels; the average maturity of the debt stock was extended; the
share of securities with sensitivity to interest and exchange rate was reduced;

and domestic debt rollover ratio was lowered.

In the first half of 2012, both the ratio of total public net debt stock and
EU-defined central government nominal debt stock to GDP were realized 2.3
percentage points lower than the year-end and reached 20.1 and 37.1
percent, respectively (Chart 6.2.1). Meanwhile, in September 2012, the cenftral

government debt stock remained unchanged from 2011 (Chart 6.2.1).

Chart 6.2.1. Chart 6.2.2.
Public Debt Stock Indicators Composition of the Central Government Debt
Stock
(Percent)
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* Floating-Rate debt stock includes discounted securities with a maturity less than 1 year and GDBS with floating rates.
** FX-Denominated/FX-Indexed debt stock includes external debt stock and FX-denominated and FX-indexed domestic debt stock.
Source: Treasury.

The Treasury has continued with its borrowing strategy to alleviate the
sensitivity of the debt stock to liquidity, interest and exchange rate during
September 2012 as well. Accordingly, the share of fixed-rate securities in the
total debt stock picked up (Chart 6.2.2). The ratio of public deposits to average
monthly debt service reached 293.7 percent. Term-to-maturity of the domestic
debt stock hit 33.9 months amid the notable year-on-year increase in the
average maturity of the domestic cash borrowing (Chart 6.2.3). External
borrowing by bond issues amounted to USD 4.6 billion, with the average

maturity remaining unchanged at 14.4 years since 2011 (Chart 6.2.4).
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Chart 6.2.3.

Average Maturity of Domestic Cash Borrowing and

Term-to-Maturity of the Domestic Debt Stock
(Month)
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Domestic debt rollover ratio realized as 83.9 percent in the first eight

months of 2012 (Chart 6.2.5). According to the Treasury's domestic borrowing

stfrategy announced for October-December 2012 period, this ratio is envisioned

to decline to 84.1 percent at year-end. The average real interest rate at

discount auctions, which slumped between 2009 and 2011, follows a low course

(Chart 6.2.6).

Chart 6.2.5.
Total Domestic Debt Rollover Ratio
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/. Medium-Term Projections

This Chapter summarizes the underlying forecast assumptions and
presents the medium-term inflation and output gap forecasts as well as the

monetary policy outlook over the upcoming 3-year horizon.
7.1. Current State, Short-Term Outlook and Assumptions
Monetary Conditions

Following the decline in the CBRT's average funding rate after the release
of the July Inflation Report as well as the favorable course of global risk
perceptions, short-term money market rates frended downwards and the slope
of the yield curve turned positive (Chart 7.1.1). Recent hikes in administered

prices led interest rates to display a slight increase.

Chart 7.1.1.
Yield Curve*
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Market by using ENS method.
Source: ISE, CBRT.

Inflation

On soaring unprocessed food prices above seasonal averages besides
higher-than-envisisoned rise in international oil prices, annual CPI inflation went
up to 9.2 percent in the third quarter of 2012, remaining above the projections
presented in the July Inflation Report (Chart 1.2.1). This is mainly atfributed to
Decisions on additional fiscal measures taken on September 22, 2012 in
consideration of the budget developments also affected the third-quarter, thus
fuelling this increase (Box 3.1). In this period, annual inflation in core goods

maintained a downward frack, while services inflation remained unchanged.
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Influenced also by the stagnating economic activity, core inflation indicators

exhibited a downward course.

In the third quarter, unprocessed food prices increased faster than
historical averages and remained above July Inflation Report forecasts, while
processed food inflation slightly slowed down. Hence, food price inflation
increased in this quarter on account of the rise in unprocessed food inflation,
and hovered slightly above the July Inflation Report forecasts. In the last quarter
of the year, the annual inflation in unprocessed food prices is expected to
plunge, while upside risks on processed food prices will prevail. Overall, food
price inflation assumption for end-2012 is preserved at 7.0 percent with a

cautious stance.

Table 7.1.1.
Revisions to 2012 Assumptions
October
ly 2012
2012 July 20

2012Q2 -1.65 -1.45
Output Gap

2012Q3 -2.00 -1.63
Food Price Inflation g
(Year-end Percent Change) 2012-2013 70 7.0
Import Prices 2002 1.9 3.9
(Average Annual Percent Change, USD) 2013 0.2 1.8
Oil Prices 2012 112 110
(Annual Average, USD) 2013 107 100
Export-Weighted Global Production Index 2012 1.2 1.1
(Average Annual Percent Change) 2013 17 21

Demand Conditions

In the second quarter of 2012, economic activity followed a weaker
course than envisaged in the July Inflation Report. Domestic demand lost pace
due to investment, while net exports remained below projections on account of

the developments in global growth outlook in this period.

Third-quarter data suggest that economic activity continues to slow
down. Industrial production has recently been volatile, while production
recorded a quarter-on-quarfer decline. Nevertheless, in the last quarter,
economic activity is estimated to improve quarter-on-quarter and the recent

monetary policy decisions will bolster the growth outlook.

The sluggish course of global economic activity accompanied by the

persisting problems in financial markets remain as a downward risk factor on
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external demand. Due to the deteriorating global growth outlook since the
release of the July Inflation Report, export-weighted global production index
was slightly revised downwards (Chart 7.1.2). Hence, no apparent recovery is
expected in external economies in the forthcoming period and global
uncertainties are estimated to further curtail external demand. Meanwhile,
exports are envisioned to maintain their relafively favorable course in the

forthcoming period owing to the market and product diversification.

On account of these developments in domestic and external demand
indicators, output gap forecasts were revised downwards in the inter-reporting
period (Table 7.1.1).

Chart 7.1.2.

Export-Weighted Global Economic Activity Index*
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Source: Bloomberg, Consensus Forecasts, CBRT.
Import Prices

In the third quarter of 2012, oil prices hovered above the assumptions of
the July Inflation Report mainly due to supply-side factors. Accordingly, the
assumption for average oil price, which was USD 110 in the July Inflation Report,
was revised upwards to USD 112 for 2012. Although this seems to be a limited
revision for the entire year, average oil prices were remarkably raised for the
second half of the year. Similarly, assumptions for 2013 was revised upwards in
the inter-reporting period, and average oil price was assumed to be USD 107 in
2013 (Table 7.1.1 and Chart 7.1.3).

A similar negative course prevailed in overall import prices. In current

projections based on futures prices, import prices for 2012 were revised upwards
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in the interreporting period (Chart 7.1.3). Along with the exchange rate
developments, these revisions in oil and import prices pushed the end-2012

inflation forecast by 0.40 percentage points in total.

Chart 7.1.3.
Revisions to Oil and Import Price Assumptions
Qil Prices (USD/bbl) Import Prices (2003=100)
------- October 2012 e—JUly 2012 sseesse October 2012 —]Uly 2012

60 +——F"—"—"——7— 130

— — T T T T
OO OO0 "1 ddd N NNNMMMM
SANMOODNDNDODANMODN®DO DA SN MO DIDNMODDNMODNMO D N
S 400010004000 HSO0OH O 100010004000 4000
Source: Bloomberg, CBRT. Source: TurkStat, CBRT.

Fiscal Policy and Tax Adjustments

The most significant development that called for a revision in the short-
term inflation projections since the release of the July Inflation Report proved to
be the recent tax increases and adjustments to energy prices. These

arrangements added 0.9 percentage points to end-2012 inflation forecast.

Medium-term projections are based on the assumption that in early 2013,
tobacco prices will increase at rates implied by the tax adjustments announced
in October 2011. Furthermore, other tax adjustments and administered prices
are assumed to be consistent with the inflation targets and the automatic

pricing mechanisms.

Regarding the fiscal outlook, medium-term inflation forecasts take the
revised projections of the MTP as given. Accordingly, the fiscal discipline is
expected fo be maintained and the sfructural budget balance is assumed to
remain broadly unchanged in the forthcoming period.

7.2. Medium-Term Outlook

Forecasts are based on the assumption that monetary policy will maintain
its cautious and flexible stance, and annual loan growth rate will be around 14

percent by the end of the year. Accordingly, inflation is expected to be, with 70
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percent probability, between 6.9 and 7.9 percent (with a mid-point of 7.4
percent) at the end of 2012, and between 3.8 and 6.8 percent (with a mid-
point of 5.3 percent) at the end of 2013. Inflation is expected to stabilize around

5 percent in the medium term (Chart 7.2.1).

Chart 7.2.1.
Inflation and Output Gap Forecasts
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In sum, the year-end inflation forecast for 2012 was revised upwards by 1.2
percentage points in the inter-reporting period (Chart 7.2.2). 0.4 percentage
points of this increase reflected the upward revision to oil and import prices as
well as exchange rate developments, while 0.9 percent was owed to public
price hikes that were unforeseen in the previous reporting period. The increase
by 0.1 percent due fo import prices and public price hikes will be compensated

by the downward revision to output gap (Table 7.1.2).

Table 7.2.1
Sources of Revision to 2012 Year-end Inflation Forecast

Oil and Import Prices +0.4 percent

Tax and Administered Price

Adjustments +0.9 percent

Output Gap -0.1 percent

Total +1.2 percent

Due to price adjustments in energy and other administered products in
September besides the upward revision to import price assumptions, inflation is
envisioned fo hover above the July Inflation Report forecasts during 2013
(Chart 7.2.2). Starting from October 2013, inflatfion is expected to plummet as
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the base effects due to public price adjustments taper off and is envisioned to

near the target of 5 percent at end-2013.

Comparison of July 2012 and October 2012 Inflation Report Forecasts

Chart 7.2.2. Chart 7.2.3.
Inflation Forecast Output Gap Forecast
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Source: TurkStat, CBRT. Source: CBRT.

Output gap forecasts are revised downwards starfing from the second
quarter of 2012 due to weaker course of domestic demand and global
economy than envisaged in the July Inflation Report as well as heightened
uncertainy regarding global economy (Chart 7.2.3). The higher support
provided by aggregate demand conditions to disinflation in the inter-reporting
period is estimated to restrain secondary effects stemming from public price

adjustments.

Unpredictable price fluctuations in items beyond the domain of the
monetary policy, such as unprocessed food and tobacco are among major
factors of deviations in inflation forecasts. Hence, inflation forecasts excluding
unprocessed food and tobacco are publicly announced. Forecasts are based
on the assumption that year-end unprocessed food inflation will be 4.5 percent.
Accordingly, inflation forecasts excluding unprocessed food, fobacco and
alcoholic beverages are presented in Chart 7.2.4. The inflation indicator, as
measured above, is expected to maintain its downward path it has assumed
since May 2012, but will slightly accelerate in the last quarter due to adjustments
fo energy and administered prices, stabilizihng back again in the last quarter of
2013 slightly below 5 percent.
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Chart 7.2.4.
Inflation Forecast Excluding Unprocessed Food, Tobacco and Alcoholic
Beverages
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* Shaded region indicates the 70 percent confidence interval for the forecast.
Comparison of the CBRT's Forecasts with Inflation Expectations

It is critical that economic agents, being aware of the temporary factors,
should focus on the underlying medium-term inflation, and therefore, take the
inflation target as a benchmark in their pricing plans and contracts. In this
respect, to serve as a reference guide, the CBRT's current inflation forecasts
should be compared to inflation expectations of other economic agents.
Accordingly, year-end inflation expectations as well as 12-month and 24-month
ahead inflation expectations of the Survey of Expectations’ respondents are

slightly above our baseline scenario forecasts(Table 7.2.1).

Table 7.2.1.
CBRT Inflation Forecasts and Expectations
CBRT Forecast CBRT Survey of Expectations* Inflation Target**
2012 Year-end 7.36 7.29 50
12-month
ahead 5.58 6.70 5.0
24-month
ahead 4.98 6.22 5.0

“October 2012, second survey period results.
" Calculated by linear interpolation of year-end inflation targets for 2012- 2014.
Source: CBRT.

7.3. Risks and Monetary Policy

The expectation that inflation will overshoot the target for an extended
period coupled with the recent hikes in energy prices necessitate a close
monitoring of the pricing behavior. The baseline scenario in the Report assumes
that second-round effects will be limited. On the other hand, it should be noted

that necessary measures will be taken should a different outlook unfold.
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Ongoing uncertainty regarding the global economy and the ensuing
volafility in capital flows requires preserving the flexibility of monetary policy in
either direction. Uncertainties still persist regarding deleveraging of public,
household, and banking sector balance sheets. The profracted nature of the
global recovery has been prompting the extension of quantitative easing
packages across advanced economies. Despite the steps taken for the
resolutfion of problems in the Euro Areaq, risk appetite remains highly sensitive to
any new developments due to ongoing fragilities in the financial system,
elevated levels of borrowing costs across peripheral economies and the
weakening growth outflook. Therefore, it is highly likely that short-term capital

inflows will continue to be volatile in the forthcoming period.

Measures taken by advanced economies during the third quarter have
eased the tail risks and alleviated the fluctuations in the global financial system.
However, uncertaintfies regarding the implementation of the policy measures
remain critical. The CBRT possesses adequate tools at its disposal to resort to

under this uncertain environment.

A prolonged weakness in global economic growth may prompt major
central banks to sustain their monetary easing packages. Extension of the
duration of new packages would feed into macro financial risks in emerging
economies like Turkey. In such a case, a resurge in short-term capital inflows
may slow down the rebalancing process through rapid credit growth and
appreciation pressures on the domestic currency. Should such a risk materialize,
the CBRT may keep short-term rates at low levels, while implementing tightening
through macroprudential tools such as reserve requirements. Moreover, the
automatic stabilizing nature of the Reserve Option Mechanism will support

financial stability.

Quantitative easing policies at a global scale also pose risks to
commodity prices. However, upside risks on inflation could be contained in such
a case, as periods of quantitative easing typically coincide with a weakening in
the global economy. However, the CBRT will take the necessary tightening
measures, should the increase in commodity prices prove persistent and

consequently lead to a deferioration in the pricing behavior.

On the other hand, aggregate demand and commodity prices may
increase faster than expected, should the measures tfaken towards the solution

of problems regarding the global economy be completed sooner and more
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decisively than envisaged. Materialization of such a risk would possibly require a
fightening using all policy instruments, as it would mean increased pressures on

the medium-term inflation outlook.

Unprocessed food price developments may lead to a more-than-
predicted favorable inflation outlook at the end of 2012. Despite the favorable
course of leading indicators, a rather cautious approach was adopted,
assuming that the rate of increase in unprocessed food prices will be close to
the past years' average. Year-end inflation may be lower than projected in the
baseline scenario, should unprocessed food prices display a more favorable

course than envisaged.

The CBRT monitors fiscal policy developments closely while formulating its
monetary policy strategy. Forecasts presented in the baseline scenario take the
framework outlined in the MTP as given. In this respect, it is assumed that fiscal
discipline will be sustained and there will be no unanticipated hikes to
administered prices. A revision in the monetary policy stance may be
considered, should the fiscal stance deviate significantly from this framework
and consequently have an adverse effect on the medium-term inflation

outlook.

Prudent fiscal policy is crucial for preserving the resilience of our economy
against existing global uncertainties. Strengthening the structural reform
agenda that would ensure the sustainability of the fiscal discipline and reduce
the savings deficit would support the relative improvement of Turkey's sovereign
risk, and thus facilitate price stability and financial stability in the medium term.
This will also provide more flexibility for monetary policy and contribute to social
welfare by keeping interest rates of long-term government securities at low
levels. In this respect, steps fowards implementation of the structural reforms

envisaged by the Medium Term Program remain to be of utmost importance.

Inflation Report 2012-1V 121



Central Bank of the Republic of Turkey

122 Inflation Report 2012-IV



Cenftral Bank of the Republic of Turkey

Charts

1. OVERVIEW

Chart 1.1.1. Current Account Balance 2
Chart 1.1.2. Confribution of Net External Demand to Annual GDP Growth 2
Chart 1.1.3. Monetary Policy 3
Chart 1.1.4. 12- and 24-Month Ahead CPI Expectations 3
Chart 1.1.5.a. Yield Curve 4
Chart 1.1.5.b. Interest Rate Spread 4
Chart 1.1.6. Growth of Consumer and Business Loans 4
Chart 1.1.7. TL Loan Rates 4
Chart 1.2.1. July 2012 Inflation Forecasts and Realizations 5
Chart 1.2.2. Core Goods and Services Prices 6
Chart 1.2.3. Core Inflation Indicators SCA-H and SCA-| 6
Chart 1.2.4. 2012Q2 Final Domestic Demand: Forecast and Realizations 6
Chart 1.2.5. Export-Weighted Global Economic Activity Index 7
Chart 1.2.6. Revisions to Oil and Import Price Assumptions 8
Chart 1.3.1. Inflation and Output Gap Forecasts 9
2. INTERNATIONAL ECONOMIC DEVELOPMENTS

Chart 2.1.1. Global Growth Rates 14
Chart 2.1.2. Global Growth Rates 14
Chart 2.1.3. PMI Indices in the US 15
Chart 2.1.4. PMI Indices in the Euro Area 15
Chart 2.1.5. Chinese PMI Indices 16
Chart 2.1.6. JP Morgan Global PMI Indices 17
Chart 2.1.7. Global Production Indices 17
Chart 2.2.1. S&P Goldman Sachs Commodity Price Indices 18
Chart 2.2.2. Crude Oil (Brent) Price 18
Chart 2.2.3. Crude Oil Inventories in the US 19
Chart 2.2.4. WTI — Brent Prices 19
Chart 2.3.1. CPI Inflation in Advanced and Emerging Economies 20
Chart 2.3.2. Core Inflation in Advanced and Emerging Economies 20
Chart 2.3.3. Inflation Compensation in the US and the Euro Area 21
Chart 2.4.1. Yield Spread over German Bonds in GIIPS Countries 22
Chart 2.4.2. Global Risk Appetite 22
Chart 2.4.3. Global Stock Markets 23
Chart 2.4.4. Emerging Market Currencies 23
Chart 2.4.5. OIS Spread 23
Chart 2.4.6. Euro/USD Cross Currency Swap Rate 23
Chart 2.4.7. Euro Area Lending Survey: 24
Chart 2.4.8. US Lending Survey 24
Chart 2.5.1. Portfolio Flows to Emerging Economies 24
Chart 2.6.1. Policy Rate Changes in Advanced Economies from Jan. 2010 to Oct. 2012——— 25
Chart 2.6.2. Policy Rate Changes in Emerging Economies from Jan. 2010 to Oct. 2012————— 27
Chart 2.6.3. Expected Policy Rates in Advanced Economies 28
Chart 2.6.4. Expected Policy Rates in Inflation-Targeting Emerging Economies——m —————————— 28
3. INFLATION DEVELOPMENTS

Chart 3.1.1. CPI by Subcategorie 34
Chart 3.1.2. Contribution to Annual CPI Inflation 34
Chart 3.1.3. Unprocessed Food Prices 35
Chart 3.1.4. Fresh Fruit and Vegetable Prices and the CPI 35
Chart 3.1.5. Food Prices 36
Chart 3.1.6. Selected Processed Food Prices 36
Chart 3.1.7. Energy Prices 37
Chart 3.1.8. Prices of Core Goods and Services 37
Chart 3.1.9. Prices of Core Goods 38
Chart 3.1.10. Prices of Core Goods 38

Inflation Report 2012-1V 123



Central Bank of the Republic of Turkey

Chart 3.1.11. Prices of Services by Subcategories 39
Chart 3.1.12. Prices of Services by Subcategories 39
Chart 3.1.13. Prices of Services 40
Chart 3.1.14. Diffusion Index for Prices of Services 40
Chart 3.1.15. Core Inflation Indicators SCA-H and SCA-| 40
Chart 3.1.16. Core Inflation Indicators SCA-H and SCA-I 40
Chart 3.1.17. Diffusion Indices for CPl and SCA-H 41
Chart 3.1.18. Core Inflation Indicators SATRIM and FCORE 41
Chart 3.1.19. Agricultural Prices 42
Chart 3.1.20. Manufacturing Industry Prices Excluding Oil 42
Chart 3.1.21. USD and TL-Denominated Import Prices 43
Chart 3.2.1. 12- and 24-Month Ahead CPI Expectations 43
Chart 3.2.2. Inflation Expectations Curve 43
Chart 3.2.3. Distribution of 12-Month Ahead Inflation Expectations 44
Chart 3.2.4. Distribution of 24-Month Ahead Inflation Expectations 44

4. SUPPLY AND DEMAND DEVELOPMENTS

Chart 4.1.1. GDP and the Final Domestic Demand 50
Chart 4.1.2. Production and Import Quantity Indices of Consumption Goods——M8M — 51
Chart 4.1.3. Domestic Sales of Automobiles and White Goods 51
Chart 4.1.4. CNBC-e Consumption and Consumer Confidence Indices 51
Chart 4.1.5. Domestic Sales Index for Consumption Goods 51
Chart 4.1.6. Production and Import Quantity Indices of Capital Goods Excluding Transport

Vehicles 52
Chart 4.1.7. Domestic Sales of Commercial Vehicles 52
Chart 4.1.8. Final Domestic Demand 52
Chart 4.1.9. Industrial Production 52
Chart 4.1.10. 3-Month Ahead Expectations for Orders 53
Chart 4.1.11. Leading Indicators Inde 53
Chart 4.2.1. Confribution of Net External Demand to Annual GDP Growth 54
Chart 4.2.2. Exports and Imports of Goods and Services 54
Chart 4.2.3. Export Quantity Index 55
Chart 4.2.4. Global and Regional Imports 55
Chart 4.2.5. JP Morgan Global PMI Indices 55
Chart 4.2.6. Export-Weighted Global Production Index 55
Chart 4.2.7. Import Quantity Index 56
Chart 4.2.8. Loan Growth Rates 56
Chart 4.2.9. Current Account Balance 57
Chart 4.2.10. Current Account Balance 57
Chart 4.3.1. Unemployment Rates 57
Chart 4.3.2. Farm and Non-Farm Employment 57
Chart 4.3.3. Employment in Services and Construction Sectors 58
Chart 4.3.4. Employment, Production and Value Added in the Construction Sector ——m8 —F— 58
Chart 4.3.5. Industrial Employment and Production 59
Chart 4.3.6. Manufacturing Industry and PMI Employment 59
Chart 4.3.7. Manufacturing Industry Employment and Employment Expectations —M8 — 60
Chart 4.3.8. Household Consumption and Real Wage Payments 60
Chart 4.3.9. Non-Farm Hourly Labor Cost 60
Chart 4.3.10. Real Unit Wages 60
Chart 4.3.11. Job Opportunities Index and Non-Farm Employment/Labor Force——mM8 — 61
Chart 4.3.12. Non-Farm Value Added and Employment 61

124 Inflation Report 2012-1V



Cenftral Bank of the Republic of Turkey

5. FINANCIAL MARKETS AND FINANCIAL INTERMEDIATION

Chart 5.1.1. Relative EMBI 77
Chart 5.1.2. Relative Stock Market Indices 77
Chart 5.1.3. Non-Residents at the ISE 78
Chart 5.1.4. Non-Residents in the GDBS Market: 78
Chart 5.1.5. Share of Non-Residents in the GDBS Market by Maturity 78
Chart 5.1.6. Portfolio Flows of Non-Residents 78
Chart 5.1.7. CBRT Funding and the Average Funding Rate 79
Chart 5.1.8. O/N Rates at the ISE Repo-Reverse Repo Market: 79
Chart 5.1.9. Reserve Option Coefficients for Gold 80
Chart 5.1.10.  Reserve Option Coefficients for FX 80
Chart 5.1.11. Banks' Use of FX Reserve Option Tranche 81
Chart 5.1.12. Banks' Use of Gold Reserve Option Tranche 81
Chart 5.1.13. Short-Term Currency Swap Rates 82
Chart 5.1.14.  CBRT Reserves 82
Chart 5.1.15.  Changes in 2-year Market Rates in Q3 83
Chart 5.1.16.  Changes in 6-month Market Rates in Q3 83
Chart 5.1.17.  2-year Market Rates 83
Chart 5.1.18. 6-month Market Rate: 83
Chart 5.1.19.  Yield Curve 84
Chart 5.1.20.  Interest Rate Spread 84
Chart 5.1.21.  2-Year Real Interest Rates for Turkey 84
Chart 5.1.22. 2-Year Real Interest Rates 84
Chart 5.1.23.  Currency Basket and the Risk Premium 85
Chart 5.1.24.  TL and Emerging Market Currencies 85
Chart 5.1.25.  Implied Volatility of Exchange Rates 86
Chart 5.1.26.  Implied Volatility of Exchange Rates 86
Chart 5.1.27.  Balance Sheet Decomposition of M3 86
Chart 5.1.28. Currency in Circulation and Current Consumption Spending 87
Chart 5.2.1 Growth Rate of Real Sector Loans 87
Chart 5.2.2 External Borrowing of Firms: 87
Chart 5.2.3 Growth Rates of Business and Consumer Loans 88
Chart 5.2.4 Consumer Loan Growth 88
Chart 5.2.5 Weekly Growth Rates of Consumer Loans 89
Chart 5.2.6 Consumer Loan Rates 89
Chart 5.2.7 Business Loan Growth 90
Chart 5.2.8 Growth Rates of TL and FX Business Loans 90
Chart 5.2.9 Business Loan Growth Rates by Scale 9]
Chart 5.2.10 Weekly Growth of Past-Due Loans 9]
Chart 5.2.11 TL Business Loan Rate 91
Chart 5.2.12 TL Business Loan Rate and the Average Funding Rate 91

6. PUBLIC FINANCE

Chart 6.1. Central Government Primary Budget Surplus and Structural Primary Surplus—— 105
Chart 6.1.1. Central Government Budget Balance 107
Chart 6.1.2. Cenftral Government Budget Revenues and Primary Expenditures————— 107
Chart 6.1.3. Real Tax Revenues 109
Chart 6.1.4. Real VAT and SCT Revenues 109
Chart 6.2.1. Public Debt Stock Indicators 110
Chart 6.2.2. Composition of the Central Government Debt Stock 110

Chart 6.2.3. Average Maturity of Domestic Cash Borrowing and Term-to-Maturity of the
Domestic Debt Stock 11

Chart 6.2.4. Borrowing By Bond Issue: M
Chart 6.2.5. Total Domestic Debt Rollover Ratio 11
Chart 6.2.6. Average Maturity of Borrowing and Interest Rates at Discount Auctions —— 111

Inflation Report 2012-1V 125



Central Bank of the Republic of Turkey

7. MEDIUM-TERM PROJECTIONS

Chart 7.1.1. Yield Curve

Chart 7.1.2. Export-Weighted Global Economic Activity Inde

Chart 7.1.3. Revisions to Oil and Import Price Assumptions

Chart 7.2.1. Inflation and Output Gap Forecasts

Chart 7.2.2. Inflation Forecast:

Chart 7.2.3. Output Gap Forecast

Chart 7.2.4. Inflation Forecast Excluding Unprocessed Food, Tobacco and Alcoholic Beverages—
Tables

1. OVERVIEW

Table 1.3.1. Sources of Revision to 2012 Year-end Inflation Forecast

2. INTERNATIONAL ECONOMIC DEVELOPMENTS

Table 2.1.1. Growth Forecasts for end-2012 and end-2013

Table 2.2.1. Production, Consumption and Inventory Forecasts for Agricultural Commodities
Table 2.3.1. Inflation Forecasts for end-2012 and end-2013

Table 2.5.1. Portfolio Flows to Emerging Economies

3. INFLATION DEVELOPMENTS

Table 3.1.1.
Table 3.1.2.
Table 3.1.3.

Prices of Goods and Services
Prices of Core Goods

PPl and Subcategories

6. PUBLIC FINANCE

Table 6.1.

Table 6.1.1.
Table 6.1.2.
Table 6.1.3.

Central Government Budget Balance and EU-Defined Debt Stock
Central Government Budget Aggregates

Central Government Primary Expenditures
Central Government General Budget Expenditures

7. MEDIUM-TERM PROJECTIONS

Table 7.1.1.
Table 7.1.2.
Table 7.2.1.

Revisions to 2012 Assumptions

Sources of Revision to 2012 Year-end Inflation Forecast:
CBRT Inflation Forecasts and Expectations

126

113
115
116
117
118
118
119

17
20
21
25

37
38
42

106
106
108
109

114
117
119

Inflation Report 2012-1V



Cenftral Bank of the Republic of Turkey

Boxes in Previous Inflation Reports

20121

2.1. Recent US Housing Market Dynamics

3.1. Seasonal Products in CPI and Unpredicted Volatility

3.2. Hiah Course of Inflation in Turkey by Prominent Subcateaories
4.1. The Underlvina Trend of Economic Activity in the Second Quarter
4.2. Reaional and Sectoral Exoort Diversification: The Case of Turkev

4.3. Analysis of Unemployment in the Aftermath of 2001 and 2008 Crises by Labor Force, Emplovment and Growth

5.1. The Relation Between Cross Currency Swap Rates and Bond Returns
5.2. Net Financial FX Position in Turkey

201211

2.1. Recent Developments in the Euro Area

4.1. The Underlvina Trend of Economic Activity Usina Seasonallv Adiusted Data

4.2. Real Export Developments by Reaions

4.3. The Recent Course of Import Prices

4.4. GDP. Labor Force, Emplovment and Unemplovment

5.1. The Effects of the CBRT's Monetary Policy Decisions on Reserves

5.2. Consumer Loan Marains and Credit Supply

6.1. Main Features of the New Incentive Svstem

7.1. Differentiatina the Domestic and External Demand in Estimatina the Outout Gap
7.2. Inflation Expectations and the Communication

2012

2.1. December 9 Decisions and the Euro Area Debt Crisis

2.2. Possible Impacts of Soaring Public Spending in the MENA Region on Crude oil Prices

4.1.A Real-Time Business Cycle Indicator for Turkey

4.2. Recent Developments in the Demand Composition

4.3. A Sectoral Look at the Import Coverage Ratio of Exports

4.4. A Comparison of the Recent Unemployment Rates to 2005-2007 Period by Sectoral Employment Dynamics
5.1. The Liquidity Management in the Recent Period and Its Consequences

5.2. Changing Role of the Monetary Policy in the Aftermath of the Global Crisis

7.1. Sources of Revisions to end-2011 Forecasts

7.2. The Role of Base Effects on the CPI Inflation in 2012

7.2. 2012 Yil TUketici Enflasyonu Uzerinde Baz Etkilerinin Rol(

20114V

2.1. Balance Sheet Recession: A Comparison between Japan and the U.S.
2.2. Debt Crisis and Sustainability of Public Debt in the Euro Area

2.3. Real Effective Exchange Rate Indicators for Turkey

3.1. Taxation of Tobacco Products and Its Effect on Prices

3.2.Updated Estimates of Exchange Rate and Import Price Pass-Through
3.3. Filtering Short-Term Fluctuations in Price Series

4.1.The Relation Between Business Cycles in Turkey and the Global Economy
4.2. Recent Developments in Investment

5.1. Use of Inflation Compensation in Monetary Policy Analyses

201141

2.1. Portfolio Flows to Emerging Economies

3.1. Findings on Price Rigidity Based on Micro Data

3.2. The Effect of Inflation Surprises on Expectations

4.1. Prices of Investment Goods and Investment Spending

4.2. Data on Wages and Earnings

4.3. What the Economic Clock Says About Current Economic Activity
4.4. Fixed Capital Growth Loss during the Recent Crises and Its Impact on the Potential GDP
5.1. Possible Effects of the Amendments to BRSA Regulations

5.2. Credit Rating Upgrade to “Investment Grade”

5.3. Monetary Analysis at the CBRT

6.1. Structural Budget Balance and the Fiscal Stance

Inflation Report 2012-1V

127



Central Bank of the Republic of Turkey

20111

3.1. Additional Tariffs on Clothing Imports and Possible Impacts on CPI

4.1. Changing Trends in the Labor Market

5.1. Credit Expansion and the Current Account Deficit

5.2. Effects of Decisions on Required Reserves

7.1. Designing and Communicating the New Monetary Policy Approach by the CBRT

2011

2.1. The Sensitivity of the EU Periphery to the Debt Crisis

2.2. Causes of the Increase in the U.S. Long-Term Nominal Bond Returns Following the Second Round
of Quantitative Easing

3.1. Sources of Volatility in Unprocessed Food Prices

3.2. An Evaluation of Core Inflation Indicators

5.1. The Derivative Markets and the Recent Developments in the Foreign Exchange Markets

7.1. Financial Stability Under Inflation Targeting: The CBRT's Actions

7.2. The Role of Reserve Requirements in Monetary Policy

7.3. Sources of Revisions to Inflation Forecasts for 2010 Year-End

20101V

2.1. Capital Flows to Emerging Market Economies

3.1. Changes in Wheat Prices and Their Effects on Consumer Prices

4.1. Ramadan Effect on Economic Activity

4.2. Uncertainty and Economic Activity

5.1. The Financial Contagion Effect in Foreign Exchange and Capital Markets: Case of Turkey
7.1. Import Price Projections

20101l

2.1. Determinants of the Monetary Stance in Emerging Economies During the Second Quarter of 2010
3.1. Underlying Inflation

4.1. Capacity Utilization Rates for Domestic and External Markets

4.2. Observations on Employment Conditions

4.3. A Comparison of Non-Farm Employment and Production During Two Crisis Episodes: 2000-2001 and 2008-2009
6.1. Developments in Budget Deficit and Public Debt Stock: An International Comparison

7.1. Monetary Policy Stance During September 2008 — July 2010

20101

2.1. Foreign Demand Index for Turkey

3.1. The Role of Meat Prices in Food Price Inflation Spike

4.1. Global Crisis, Foreign Demand Shocks and the Turkish Economy

5.1. The Impact of Monetary Policy Decisions on Market Returns

5.2. Post-Crisis Exit Strategy of Monetary Policy in Turkey

6.1. Fiscal Rule: General Framework and Planned Practice in Turkey

7.1. Communication Policy and Inflation Expectations Following Recent Inflation Developments

2010

1.1. A Backward Glance on end-2009 Inflation Forecasts

3.1. Volatility of Unprocessed Food Inflation in Turkey: A Review of the Current Situation
3.2. Base Effects and Their Implications for the 2010 Inflation Outlook

5.1. The Impact of Central bank’s Purchases of Government Securities on Market Returns
5.2. Banks’ Loans Tendency Survey and Changes in Loans

5.3. The Financial Structure of a Firm and the Credit Transmission Mechanism

7.1. Inflation Expectations Before and After the Target Revision in 2008

2009-1V

2.1. Risk of Deflation in the US and the Euro Area

2.2. Capital Flows to Emerging Markets: IIF Forecasts for 2009-2010

3.1. The Course of Durable Goods Prices in 2009: The Impact of Tax Adjustments
4.1. Financial Stress and Economic Activity

5.1. Banks' Loans Tendency Survey and Changes in Loans

128 Inflation Report 2012-1V



Cenftral Bank of the Republic of Turkey

2009

2.1. Global Recessions and Economic Policies

3.1. The Impact of Temporary Tax Adjustments on Consumer Prices

4.1. Measuring Underlying Exports: Are Core Indicators Needed?

5.1. Mid-Crisis Impact of Country Risk on Policy Rates

6.1. The Fiscal Implications of the Global Crisis on Advanced and Emerging Economies

2009-

1.1. Measures Taken by the Central Bank of the Republic of Turkey to Reduce the Impact of the
Global Crisis

1.2. The Front-Loaded Monetary Policy since November 2008 and Its Effects

2.1. Expectations About Global Economy

4.1. Monitoring the Trends in Employment: Do We Need Core Measures?

5.1. Changes in the Risk Premium for Emerging Markets and Policy Rate Decisions

5.2. Global Crisis and Financial Intermediation

2009-

2.1. Expectations About Global Economy
7.1. Accountability Mechanisms in Inflation-Targeting Countries

2008-1vV

3.1. Crop Production Forecasts and Price Developments
3.2. An Empirical Analysis of Oil Prices
4.1. Sources of Growth in the Turkish Economy

2008-I1

2.1. Recent Developments in Global Inflation and Monetary Policy Measures
3.1. Medium-Term Forecasts for Food Prices
4.1. Is There Any Increase in Economic Activity in the First Quarter of 20082

The Impact of Seasonal Variations and Working Days on National Accounts
5.1. Changes in Liquidity and Monetary Policy Reference Rate

2008-|

2.1. Recent Developments in Global Inflation

3.1. Recent Food Price Developments

4.1. Update of National Accounts Data

5.1. An Overview on Risk Premium Volatility and Risk Appetite Elasticity in Emerging Economies

2008-

2.1. A Brief Overview of the Appreciation of Yuan and Its Likely Results

2007-1vV

5.1. Yield Curves and Monetary Policy Decisions

2007-l1l

3.1. Recent Price Developments in Agricultural Raw Materials
4.1. Structural Change in the Export Performance of Turkey After 2001

2007-1

3.1. Wages and Services Inflation
5.1. Information Contained in the Inflation-Indexed Bonds about Inflation Expectations

2007-1

3.1. The Course of Durable Goods Prices after May
3.2. Chinese Effect on Domestic Prices
6.1. Treasury's 2007 Financing Program

2006-1V

2.1. Results from a Structural VAR Analysis of the Determinants of Capital Flows into Turkey
2.2. Commodity Markets
7.1. Inflation Targeting Regime, Accountability and IMF Conditionality

Inflation Report 2012-1V 129



Central Bank of the Republic of Turkey

20061l

3.1. Behavior of Price Level and Inflation in Case of Likely Shocks

4.1. Results of the Survey on Pricing Behavior of Firms

4.2. Rise in International Energy Prices and Its Effects on Current Account Deficit
5.1. Debt Structures of Companies in Turkey

2006-l1

2.1. International Gold Price Developments and Their Effects on the CPI
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Abbrevations

AMA Automotive Manufacturers Association

bbl barrel

BRSA Banking Regulation and Supervision Agency
CBRT Central Bank of the Republic of Turkey

CPI Consumer Price Index

ECB European Central Bank

EMBI Emerging Markets Bond Index

EPFR Emerging Portfolio Fund Research

EU European Union

Fed Federal Reserve Bank

FX Foreign Exchange

GDP Gross Domestic Product

IMF International Monetary Fund

ISE Istanbul Stock Exchange

MPC Monetary Policy Committee

MSCI Morgan Stanley Capital International

MTP Medium-Term Program

OECD Organization for Economic Co-Operation and Development
O/N Overnight

OPEC Organization of the Petroleum Exporting Countries
PMI Purchasing Managers Index

PPI Producer Price Index

SCA Special CPI Aggregate

SCT Special Consumption Tax

SME Small and Medium-Sized Enterprises

S&P Standard and Poor's

SSI Social Security Institution

TEA Turkish Exporters’ Assembly

TEPAV Economic Policy Research Foundation of Turkey
TEPE Retail Confidence Indicator

TL Turkish Lira

TurkStat Turkish Statistical Institute

UK United Kingdom

us United States

USA United States of America

usb United States Dollar

VAT Value Added Tax

VIX Volatility Index

WGMA White Goods Manufacturers Association
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Finansal Istikrar Raporu Takvimi

Inflation Report

Finansal istikrar Raporu

24 Ocak 2012
(Sal)

31 Ocak 2012
(Sali)

21 Subat 2012
(Salh)

27 Mart 2012
(Sal)

18 Nisan 2012
(Carsamba)

26 Nisan 2012
(Persembe)

29 Mayis 2012
(Sali)

31 Mayis 2012
(Persembe)

21 Haziran 2012
(Persembe)

19 Temmuz 2012
(Persembe)

26 Temmuz 2012
(Persembe)

16 Agustos 2012
(Persembe)

18 Eylul 2012
(Sal)

18 Ekim 2012
(Persembe)

24 Ekim 2012
(Carsamba)

20 Kasim 2012
(Sal)

29 Kasim 2012
(Persembe)

18 Aralik 2012
(salt)
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