Erdem Basg¢i: Recent economic and financial developments in Turkey

Speech by Mr Erdem Basci, Governor of the Central Bank of the Republic of Turkey, at the
press conference for the presentation of the January 2015 Inflation Report, Ankara,
27 January 2015.

Accompanying charts can be found at the end of the speech.
Distinguished Guests,

Welcome to the briefing held to convey the main messages of the Inflation Report of January
2015.

We have been pursuing a cautious monetary policy stance for a year. We have witnessed
some favorable outcomes of this approach. The downward trend in inflation will accelerate
starting from this month. Therefore, we began cutting policy rates in January. Provided we
maintain our cautious approach throughout these policy rate reductions, the end-2015
inflation will likely be the lowest we have seen in the last 45 years. | will now present an
overview of the report, which will be published on our website soon.

The report typically summarizes the economic outlook underlying monetary policy decisions,
shares our evaluations on macroeconomic developments and presents our medium-term
inflation forecasts, which were revised in view of the developments in the last quarter, along
with our monetary policy stance. In addition to the main text, the report includes seven boxes
entailing interesting and up-to-date analyses on various topics. The report presents boxes
that analyze the effects of oil prices on consumer prices and the reflection of international
grain prices on domestic prices. Moreover, there are studies elaborating on the role of base
effects on consumer inflation in 2015, the debt dollarization of companies in Turkey and their
growth performance, the macroeconomic effects of international energy prices and the
reverberations of remuneration of required reserves. Titles of the boxes are shown on the
slide. All of these analyses shed light on noteworthy issues in the Turkish economy. |
strongly recommend that you read these boxes, which will soon be published on our website.

| would like to commence my speech by reviewing the global economic outlook given its
undeniable influence on our policies. In the fourth quarter of 2014, due to the persisting
divergence among global monetary policies besides uncertainties regarding the
normalization process, we saw aggravated volatility in financial markets. This led the portfolio
flows towards emerging economies to fluctuate and the volatilities of exchange rates in these
countries to increase (Chart 1). The persisting deterioration in global economic activity
accompanied by mainly supply-side factors has recently pulled down oil prices sharply.
These developments caused considerable fluctuations especially in energy-exporting
emerging countries. Overall, the risk premia of emerging economies followed a volatile
course due to the monetary policy uncertainties, the slowdown in economic activity and the
course of oil prices (Chart 2).

Effects of this volatility in global markets emerged in the Turkish economy as fluctuations of
risk premium indicators and exchange rates. The fall in commodity prices, chiefly in oil, is
expected to improve the economy especially in terms of inflation and external balance.
Additionally, the tight monetary policy stance stands out as a factor that limits the negative
effects of global volatilities on Turkey in this period.

Annual growth recorded some deceleration following the first quarter of 2014. This was
mainly led by receding agricultural output amid unfavorable climatic conditions as well as the
slowdown of export growth resulting from geopolitical risks. Indicators regarding the last
quarter show that annual growth remained moderate due to weak foreign demand. In 2015,
we expect the growth rate to increase gradually with the increased contribution of domestic
demand.
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The positive effects of the tight monetary policy stance and macroprudential measures
continued in the last quarter of 2014 leading the core inflation trends to approach the target.
Moreover, plummeting oil prices supported the disinflation process and inflation expectations
have recently seen a noticeable improvement. Due to the fading cumulative effects of the
exchange rate, the reverting of food inflation to past years’ averages as well as the falling oil
prices, we project a notable decline in inflation in 2015. Accordingly, inflation is estimated to
approach the levels consistent with the target in mid-2015.

1. Monetary policy and financial conditions

The Central Bank of the Republic of Turkey (the CBRT) maintained its tight stance in the last
quarter of 2014 and in consideration of global volatilities, supported the tight monetary policy
with a tight liquidity policy. As you can see on the slide, the BIST overnight repo rates have
remained close to the upper bound of the interest rate corridor since October in line with the
liquidity policy (Chart 3). The CBRT funding has been made mainly through one-week repo
auctions since early 2014 (Chart 4). Thus, the CBRT average funding rate hovered around
the 1-week repo rate in this period.

As we all know, core inflation trends are following a downward trend. Considering the fall in
oil prices and improved expectations that result in favorable developments in the inflation
outlook besides this downward trend in the core inflation trend, we decided on a measured
cut in the 1-week repo rate from 8.25 percent to 7.75 percent in January. On the other hand,
given the elevated volatility in global markets, we kept overnight rates unchanged and
announced through the MPC Decision that we would adopt a cautious stance to render the
decline in inflation permanent. In this context, we emphasized that we would closely monitor
inflation expectations, the pricing behavior and other factors affecting inflation and maintain
the tight monetary policy stance by keeping the yield curve flat until the there is a significant
improvement in the inflation outlook. Owing to this stance, the spread between 5-year market
rates and the BIST Interbank Overnight Repo Rates continues to take negative values
(Chart 5). Along with these developments, the yield curve has remained almost flat (Chart 6).

We announced the outline of the monetary and exchange rate policy for 2015 through a
press meeting on 10 December 2014. We also launched new macroprudential policies to
limit macro-financial risks and to support prudential borrowing at this meeting. In this scope,
to encourage the extension of maturities of external borrowing, we raised the required
reserve ratios applied to non-core foreign exchange (FX) short-term liabilities of banks and
financing companies. Additionally, we embarked on the remuneration of TL required reserves
to encourage core liabilities in January 2015. Moreover, we implemented technical
adjustments in reserve option tranches and coefficients to meet the FX liquidity to be
required due to the changes in required reserve ratios. We envisage that the automatic
stabilization feature of the Reserve Option Mechanism (ROM) will gain strength with these
adjustments. Through these policy measures we announced, our final aim is to limit macro-
financial risks and contribute to balanced growth by supporting prudential borrowing.

The rate of increase in the loans extended to the non-financial sector in the last quarter of the
year maintains a reasonable course owing to the CBRT'’s tight monetary policy stance and
the macroprudential measures. Supported also by the actions of the Banking Regulations
and Supervision Agency (the BRSA), consumer loans grew slower than past years, while
commercial loans displayed a higher rate of increase (Charts 7 and 8). According to the
current financial conditions and the results of the Loan Tendency Survey, there has not been
any noticeable change in demand and supply conditions in commercial and consumer loans
in the first quarter of 2015. Accordingly, we envisage that credit growth will maintain its
current trend in the upcoming period. These reasonable levels in credit growth are expected
to continue to limit medium-term inflation pressures on the one hand, and support the
improvement in the current accounts balance on the other.
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2. Macroeconomic developments and main assumptions

Now, | will talk about the macroeconomic outlook and our assumptions on which our
forecasts are based. First, | will summarize the recent inflation developments, and then
continue with the domestic and foreign demand outlook.

In the fourth quarter of 2014, annual consumer inflation posted a quarter-on-quarter decline
by 0.7 points and stood at 8.17 percent remaining below the forecasts of the October
Inflation Report (Charts 9 and 10). Annual inflation decreased across sub-groups in this
period, the most remarkable slowdown being in the energy group, which was led by the
plunge in international oil prices. The food group remained as the largest contributor to
inflation. Core goods registered a slight fall in annual inflation, while the improvement in the
underlying trend, which continued from the second quarter on, halted. Meanwhile, we
witnessed the considerable effect of the fall in oil prices on fuel-related services and saw a
notable improvement in the underlying trend of services.

The tight monetary policy stance coupled with the macroprudential measures continues to
improve the core inflation trend (Chart 11). As of the end of 2014, the core inflation trend has
receded to 5 percent. The leading recent development, which affected inflation dynamics at
most, has been the plunge in oil prices (Chart 12). Amid this decline, annual inflation in the
energy group fell remarkably and stood below zero at the year-end. Favorable cost
developments driven by plummeting oil prices also contribute to the improvement in the core
inflation trend.

Briefly, the last quarter of the year was marked by evident effects of the falling oil prices on
inflation. A remarkable improvement was witnessed in inflation expectations after a long
period and the positive effect of oil prices on the headline inflation spilled over into many sub-
groups, chiefly the services group. Besides the international price developments that
contribute to falling inflation, we envisage that the gradual elimination of cumulative
exchange rate effects, the decline in food inflation to past years’ averages and our tight
monetary policy stance will support the disinflation process in the upcoming period. Against
this background, we project that consumer inflation will register a notable improvement
particularly in the first quarter, and inflation will recede to levels consistent with the target in
mid-2015.

Now, | would like to give a brief account of developments in economic activity and the short-
term outlook on which the inflation forecasts are based. According to the GDP data of the
third quarter of 2014, economic activity was relatively weaker compared to the outlook
presented in the October Inflation Report. In the third quarter, the GDP rose by 1.7 percent
on an annual basis, while growth remained limited compared to the previous quarter with
0.4 percent (Chart 13). Analysis of national income components on the production side
indicates that the contraction in agricultural value-added led by adverse weather conditions is
an important factor in the low growth of the national income (Chart 14). Data on the
expenditures side reveal that in the third quarter, final domestic demand compensated for the
fall in the first half and stood slightly above its level in the last quarter of 2013 (Chart 13).
Following an interval of two quarters, private consumption expenditures recorded a robust
recovery. In addition, the languishing trend in private investments, which lasted for a long
time, reversed due to the increase in machinery and equipment investments. These two
factors supported quarterly growth. However, the relatively weak course of exports limited
the growth in this period.

We expect industrial production, which fell below its previous-quarter average during
October-November 2014, to decrease on a quarterly basis in the fourth quarter in line with
the decline in December’'s PMI and BTS survey indicators. Yet, data for the fourth quarter of
2014 point to a quarter-on-quarter pickup in consumer demand, a moderate course in
machinery-equipment investments and some recovery in construction investments. Hence,
we believe that domestic demand will remain on a modest upward track in the final quarter.
External demand, on the other hand, remains weak due to Europe’s slowing economy and
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geopolitical tensions in neighboring countries. The weak external demand puts pressure on
export growth, but the fact that export growth exceeds import growth supports the
rebalancing of the economy (Chart 15). Moreover, falling oil prices contribute positively to the
current account balance by reducing import expenditures (Chart 16).

We expect domestic demand to recover moderately and external demand to remain weak in
2015. Depending on weather and precipitation conditions, the projected correction in the
agricultural value-added will be a factor to support growth. However, there are external
demand-driven downside risks to growth. Thus, in 2015, demand conditions will contribute to
the disinflation process. Although we expect the growth composition to change in favor of
domestic final demand, we believe that the current account deficit will continue to improve on
the back of the macroprudential measures and the improved terms of trade.

As you all know, food, energy and import prices also play a great role in inflation forecasts.
Therefore, before moving on to forecasts, | will briefly talk about our assumptions regarding
these variables.

In the fourth quarter of 2014, oil and import prices remained well below the projections of the
October Inflation Report (Chart 17). Accordingly, we revised our medium-term assumptions
of oil and import prices significantly downwards. In view of the direct and indirect effects of
these developments, we revised the end-2015 inflation forecast down by 0.6 percentage
points compared to the previous reporting period. In food prices, we left the end-2015
inflation forecast unchanged at 9 percent.

Our medium-term projections are based on the assumption that tax adjustments and
administered prices are consistent with inflation targets and automatic pricing mechanisms.
The medium-term fiscal policy stance is based on the Medium Term Program projections
covering the 2015-2017 period. Accordingly, we assume that a tight fiscal stance will be
implemented and the primary expenditures to the GDP ratio will decrease gradually.

3. Inflation and the monetary policy outlook

Now, | would like to present our inflation and output gap forecasts based on the outlook |
have described so far.

Our medium-term forecasts are based on a framework that we will adopt a cautious
approach to make the improvement in inflation outlook permanent and maintain the tight
monetary policy stance by keeping the yield curve flat. Moreover, we assess that the annual
loan growth rate will stabilize around the recent reasonable levels, also thanks to the
macroprudential measures. Accordingly, we expect inflation to be, with 70 percent
probability, between 4.1 percent and 6.9 percent (with a mid-point of 5.5 percent) at end-
2015 and between 3.2 percent and 6.8 percent (with a mid-point of 5 percent) at end-2016.
We project inflation to stabilize around 5 percent in the medium term (Chart 18).

In sum, we revised our end-2015 inflation forecast down by 0.6 points to 5.5 percent from
6.1 percent in the October Inflation Report. This revision is driven by falling oil prices. The
projected noticeable decline in inflation compared to 2014 is largely due to falling oil prices
as well as our projections that cumulative exchange rate effects will continue to taper off and
food price inflation will recede to past years’ averages. The course of inflation in 2015 will be
determined by base effects. We expect base effects to pull annual inflation down until August
and push it up the rest of the year. Thus, we project that annual inflation will remain on a
downward track until the third quarter and increase slightly to 5.5 percent due to base effects
in the fourth quarter (Chart 18).

In addition to these forecasts, we discuss alternative scenarios on the inflation outlook and
the global economy in the Risks section of the Inflation Report. You can examine the Report
for details.
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While concluding my remarks, | would like to thank all my colleagues who contributed to the
Report, primarily those at the Research and Monetary Policy Department as well as the

members of the Monetary Policy Committee, and thank every one of you for your
participation.
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Chart 9.

October 2014 Inflation Forecasts and Actual Inflation
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Chart 15.
Exports and Imports

(Nominal, Annual Percentage Change.
é-month Moving Average)

—— Export (excluding gold)
Import (excluding gold)

@B &ea e Ess

\_”
2882885585585z

Source: TURKSTAT, CBRT.

0514
0914

0114

Chart 16.

Current Account Balance (CAB)
(12-month Cumulative, Bilion USD)
CAB

CAB (excluding gold)
CAB (excluding energy and goid)

30

Chart 17. Revisions to Oil and Import Price Assumptions

Ol Prices (USD/bbl)

g5, o January 2015 130
October 2014
120 4 120
110 | 110
100 100
90 - 90
80 - 80
70 4 - 70
&0 Realization . Lut 60
50 et 50
40 - - - T v r T 40
ol N R < V- - 1
g &g ¥ 8 & 3 4 8 9
Source: Bloomberg. TURKSTAT, CBRT. Shaded area indicates forecasts..
Chart 18
Inflation and Output Gap Forecasts
[ Forecast Range”
- ® Year-End Inflation Targets
10 -

-80 - |--so
8%829::9‘--“-‘.‘32!!
= 8T 8T8 8T8 T
Source: CBRI,
Import Prices (USD, 2010=100)
6.« »swssees January 2015 - 120
October 2014
115 115
110 - - 110
105 - + 105
100 - . - 100
Realization .'..'

95 - - a5
80 . - - S0
-~ o~ o~ ™ m - - w wn
¥ 8 & 8 ¥ 3 & 8 9

= Uncertainty Band
Output Gap
12
Control 10

Percent

: 4— Horizon —
: i

1213 ¢
0314

* Shaded region indicates

-4

BIS central bankers’ speeches

0614
0914
1214
0315
0615

e 70 percent confidence interval for the forecast.

0915

1215
0316
0616
0916
1216
0317
0817
0917
1217




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.6
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo false
  /PreserveCopyPage false
  /PreserveDICMYKValues true
  /PreserveEPSInfo false
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
    /SymbolMT
    /Wingdings-Regular
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.00000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.00000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.00000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<


    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>



    /HUN <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>


    /SKY <>

    /SUO <>
    /SVE <>
    /TUR <>

    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [595.276 841.890]
>> setpagedevice


