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JANUARY 2004 “I find nothing more depressing than optimism”.
Paul Fussell

The Big “Bend”

Summary And Conclusion

Due to the favorable developments

during the second half of the year,

marked improvements in all economic

indicators and expectations have been

experienced.

As a result of the rigid fiscal and monetary

policies enforced within the economic

program, which were complemented by a

state of increasing confidence, 2003 has

been a year in which significant gains have

been realized regarding economic stability,

structural reforms and growth. While

inflation has declined past the 2003 target

of 20%, down to 18.4%, it has become

apparent that growth may turn out to be

above the targeted 5% level. The industrial

and trade sectors have propelled this growth.

Exports have neared the $50 bn. mark and

despite currency appreciation the trade and

current account deficits have turned out

better than feared. While the Turkish Lira

has gained value, nominal and real interest

rates have receded, bringing about a rapid

increase in efficiency, which in turn has

improved competition; capacity utilization

has reached historical highs in some sectors

and industrial production has shown a

robust performance. The decrease in the

debt ratio has alleviated economic fragility

by giving room for activity and therefore

increasing confidence and expectations.

The economic improvements, however,

have not affected the labor markets in the

least bit; conversely, along with a continuing

decline in real wages, employment

opportunities have failed to expand, leaving

the problem of unemployment in its grim

state.

T h e  g o v e r n m e n t  s h o u l d  g i v e

reassurance that the rigid fiscal policy

for 2004 will be reinforced by public

sector reform.

The most important leg of structural reform

is public sector reform. What lies in the

heart of this reform is the strengthening of

the free market's legal and institutional

framework; a more effective resource

allocation mechanism by limiting political

intervention and influence in the economy;

and, contraction of the operational field of

the public sector and its restructuring

according to the principle of efficiency.

The noteworthy stances made in 2003

regarding the public procurement law,

determination and removal of idle civil

personnel, restructuring of SEEs along lines

of efficiency, and disciplining of government

expenditure should continue just as

resolutely in 2004. In other words, the

government's desire for Turkey to attain a

trend of evolution in accordance with the

times that will, through sustainable growth,

bring an increase in wealth to all should

be main ta ined in  2004 ,  as  wel l .

Appropriately, public sector reform is also

perceived both domestically and abroad as

a significant change in the political mentality

that made the last decade so economically

barren and unpleasant for Turkey.

As of 2004 Turkey has attained the

opportunity to enter a path of stronger

growth.

Due to having over-passed the targeted

growth levels, the positive economic climate

that came in 2003 - thanks to the

enforcement of tight fiscal and monetary

policies - will get even better in 2004.

QUARTERLY
ECONOMIC OUTLOOK



Structural reforms and improvement

in economic indicators has allowed

the economy to approach its potential

output level. In addition to this, as of

2004 Turkey has encountered a windfall

created by the optimistic outlook

resulting from trends in the primary

global economies. The ”opportunity to

enter a path of stronger growth” is

especially valid for the manufacturing

industry. What is desired for 2004 and

onwards is for the manufacturing

industry, which during the past five

years has targeted foreign markets and

has gained great experience and market

shares, to reach a production capacity

sufficient to cover both domestic and

global demands. Therefore, it is

important that the cost advantages of

the past stemming from the weak

exchange rate and lagging real wages

should be made more permanent by

fresh investments focused on improving

competitive strength. If it is considered

that along with the positive trend in

domestic demand, the liveliness of

foreign demand will continue into the

next year, then we predict that the

private sector will in the coming period

venture toward efficiency-inducing

investments.

In 2004 there are several critical

obstacles concerning the Turkish

economy whose possible outcomes

should be carefully considered.

The sizeable debt payments in the first

months of 2004, the municipal elections

at the end of March, the stretch of

negotiations regarding Cyprus intended

to be resolved by May, the potentially

high inflation rates that may occur in

the summer months due to the base

year effect, the progress report expected

to be disclosed in November, and lastly,

the EU talks that will occupy the agenda

at the end of the year can all be listed

as critical factors with respect to the

Turkish economy in 2004. In spite of

the favorable climate encountered in

2003, mainly due to tight fiscal and

monetary policies, the situation in 2004

can turn out to be one in which such

political turbulences may cause the

inflation and interest rates to revert to

an upward movement, initially being

sparked by a reversal in the stably

appreciative trend in the exchange rate.

In this respect, for the economic

achievements of 2003 to continue in

2004, the above-mentioned critical events

will have to have favorable outcomes.

We expect the government to sustain

its conscientious policies for such crucial

matters as EU membership and the IMF

program in the year 2004, as well.

Provided that all economic and political

variables are harmonized into an

equilibrium, 2004 growth in the Turkish

economy can easily pass the 5% mark

and end-of-year inflation may drop

under 12%

I .  Global Economic Outlook

The growth in the global economy

is expected to strengthen even more

in 2004.

The global growth that was backed by

private consumption and expansionist

economic policies in 2003 is predicted

to accelerate in 2004 due to an expected

invigoration in investment. The recent

improvement in the global economy

has primarily resulted from the propitious

inclination of the U.S. economy and the

growth dynamics in Asia to which Japan

began to contribute more recently.

Despite this overall improvement, the

dual deficit in the U.S. economy has

begun to emerge as a risk factor

concerning the global economy.

Additionally, the continuance of the

Euro's appreciation against the Dollar

may adversely affect the competitive

advantage of the Euro zone, slowing

growth somewhat. In light of these

circumstances, Global and U.S. growth

estimates for 2004 have been nudged

up to 4.5% and 4.6%, respectively, whilst

that for the Euro zone has remained

unchanged at 2%.

The U.S. economy will continue to

be the impetus of global growth.

The U.S. economy, which because of

constrained private consumption grew

less than expected in the final quarter,

has had an overall growth rate of 3.1%

for 2003. The U.S.'s trade deficit neared

$500 bn. in 2003 and led to the Euro's

strong rally against the Dollar. In the

case that deficit spending isn't curtailed,

long-term interest rates are expected to

be pulled up substantially. Due to the

weak recovery of France and Germany,

growth in the Euro zone has averaged

merely 0.4% for 2003, and it certainly

wasn't helped by the Euro's 20%

overvaluation against the Dollar. Despite

the healthy rise in stock prices and the

presence of overall confidence, frigidity

in investment has prohibited Europe

from being in tune with the global

growth trend. The postponement of

structural reforms -mostly concerning

France and Germany- resulting from the

density of EU-candidacy matters shows

that economic revival here can only

begin as of 2004. The fastest growing

economy in the world, China, has grown

9.1% in 2003, and together with the very

fit U.S. she will continue to support the

Japanese economy. Since the loss of

pace during early 2003 has been

T Ü S ‹ A D   Q U A R T E R L Y  E C O N O M I C  O U T L O O K

PAGE   2

World 3.2 (3.2) 4.1 (4.1)

USA 2.6 (2.2) 3.9 (3.6)

Japan 2.0 (1.1) 1.4 (2.3)

Euro Area 0.5 (0.8) 1.9 (1.0)

Developing Countries 5.0 (5.0) 5.6 (5.8)

*  Source: IMF World Economic Outlook, September 2003.
** Figures in brackets are the previous projections of April 2003.

GDP Projections*(Annual % change)

2003 2004
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remedied, the Asian zone, save for

Japan, has reverted to its high growth

path, greatly impelled by net exports.

II. Output And Inflation

During the 3rd quarter, annual GNP

growth has been under expectations

at 4.9%.

In the 3rd quarter, the Turkish Lira has

appreciated 8% over the previous term

and through late September it fell to

1,380,000 TL/$. In the same period the

ISE-100 index has risen 7% and nominal

interest rates in the secondary market

have fallen to 35%. Also, total

unemployment has dropped slightly

under the previous year's to 9.4%. The

manufacturing industry has employed

1.3% more than in the previous year

and labor productivity has increased

8.0%. The real income per worker index

(2002/3 to 2003/3) has been 8.5% under

the previous year's. Thus, compared to

the same period in 2000, real wages in

the first nine months of 2003 are 26%

lower.

Again, the source of GNP growth in

the 3rd quarter has been a product

of the pleasant state of the industrial

and trade sectors.

The sectors which contributed the most

to the 4.9% in the 3rd quarter were, in

order of importance, industry, trade,

transportation, and communication. The

continuation of the export-oriented

industrial production since last year has

allowed this sector to expand 8.1%

annually in the 3rd quarter and

contribute two whole percentage points

to GNP growth. Taking into account

the Central Bank's calculations regarding

periodic movements, it can be surmised

that industrial production will continue

to be the weightiest contributor to

growth in the subsequent periods. The

agricultural sector has shrunk 1%

annually in the 3rd quarter; however,

since this sector is expected to realize

positive growth as of the 3rd quarter

and contribute one percentage point to

GNP growth, the estimates for this latter

figure have deviated slightly. Also, due

to a biannual seasonal effect the

agricultural sector may take away from

growth when the entire year is

considered. Especially when the 15%

growth in the final quarter of last year

is accounted, the base year effect may

worsen the contraction in this sector.

The increase in industrial production

has also helped both trade and

transportation. Similarly, expanding

import volume has kept marketing and

distribution efforts busy, further boosting

the latter two sectors. Imports have

inflated 30% annually and its share of

GNP has become 36%. Trade and

transportation have grown 7% and 8%,

respectively, in the first quarter of the

year to contribute 1.6 and 0.9 percentage

points to total growth. The industrial

spree has heightened the need for

imported intermediate goods, and net

exports notwithstanding, tax revenues

have benefited. Import duties have

increased 27% in the 3rd quarter and

make up 1.2 percentage points of the

total growth.

The contraction of the construction

sector is expected to persist through

the final quarter.

On the downside, the construction sector

has continued to shrink, by contracting

17% in the 3rd quarter. Because of the

high growth in the last quarter of last

year, the base year effect is likely to

make this sector shrink 15% again in

the final quarter of this year. Taking

into account trends in both state and

private investment, construction in the

short-term will fail to make a positive

contribution to growth. Affirmably,

national accounts show that 70% of

construction investments tend to translate

into value added only after two or three

years.

While the liveliness in durable

consumer goods spending and

private machinery investment at the

beginning of the year has persisted

through the 3rd quarter, the most

striking stirring has been in food

and beverage spending.

Private consumption has grown 5.6%

and is responsible for the 3.4 percentage

points of the total 3rd quarter growth

of 4.9%. Under the sub-columns, food

and beverage spending make the

overwhelming contribution. Investment

spending rose 0.4% in the 3rd quarter

and only accounts for 0.1 percentage

points of growth; in its sub-columns it

can be seen that most of this is private

spending for machinery and equipment.

The demand for consumer durables can

basically be attributed to the strength

of the Lira. What explains investment

in machinery and equipment is the great

increase in industrial production and

the resulting need for greater capacity.

Government investment fell 17% due

to cutbacks in spending, as required by

the new fiscal discipline. Government

consumption has been 1.4% lower.

Exports, the driving force behind

Source: SIS

GNP
2002

Sectors

 - Agriculture 7.1 1.0 -2.8 -1.0 -0.2 -0.2

 - Industry 9.4 2.7 4.4 8.1 1.4 2.0

 - Construction -4.9 -0.3 -14.5 -16.9 -0.7 -0.8

 - Trade 10.7 2.4 6.0 7.0 1.4 1.6

 - Transport. and Com. 5.4 0.7 5.8 7.9 0.8 0.9

 - Financial Institutions -7.1 -0.2 -8.5 -4.3 -0.2 -0.1

 - Import Duties 23.0 1.1 20.5 26.7 1.1 1.2

 - GNP 7.8  3.7 4.9  

% change

2003

Q2

2003

Contr.

Q3 Q2 Q3

Annual % change % point contr. to growth
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production, have risen 16% over the

same 9-month period of the previous

year. As leading indicators point out,

the recovery experienced in the U.S.,

Asia and Europe signals an increasing

role for the export industry as a

contributor to growth. Import figures

show that along with the previously

mentioned factors, domestic demand

for consumer goods is behind the

increase, and it is predicted that in

accordance with the trend in domestic

demand imports will rise further. Lastly,

the problem of inventory movements,

which was discussed earlier in detail,

remains.

Inflation has continued to drop

through the 3rd quarter and year-

end targets have been surpassed.

Despite sharp rises in agricultural

products during September and October

and in food products since September,

inflation rates have continued to fall

and expectations have been met.

Adjusted for seasonality, WPI and CPI

monthly rates have been on average

0.6% and 0.7%, respectively, during the

3rd quarter. The depreciation of the TL

to an average of 1,440,000 TL/$ between

October and December as opposed to

the September figure of under 1,380,000

TL/$ and the increase in the fluctuation

rate from 1.2% in the previous quarter

to 2.5% in the last have not had the

inflationary effect that was feared, thanks

to the situation in real wages and

efficiency. In addition, the limited

increase in energy prices has eased

pressure on production costs. The

general yearly appreciation of the Lira

has had a beneficial effect on goods

prices; though, services prices have

declined a bit slower than hoped, mostly

because of significant hikes in housing

rents. As of December, annual WPI and

CPI rates have actualized as 13.8% and

18.4%, respectively.

The downward trend in inflation

during the latter half of the year has

elevated hopes for 2004.

In the first half of 2003, increasing costs

due to the Iraq Invasion and uncertainties

thereof and climate-induced costs in

agricultural and food prices put

pronounced pressure on inflation rates.

Alternatively, the waning of external

disturbances, the harmonious application

of fiscal and monetary policies to

inflation targeting and the unthreatening

lukewarm trend in domestic demand

have all helped inflation to continue its

downward trip. The Central Bank has

indicated that in the next period it will

continue to implement short-term rates

as a primary policy tool keep on

analyzing scenarios concerning the

movement of factors affecting inflation.

According to a Central Bank survey,

year-end CPI is expected to be only 1.2

points above the 12% target.

In 2004 the success in fighting

inflation is entirely dependent upon

the Government's determination in

sticking to the program.

The unison attained between fiscal and

monetary policies is crucial to the

struggle against inflation. For the sake

of fiscal discipline, public sector price

policies in 2003 were not hostile to the

campaign against inflation. Because in

2004 a domestic demand capable of

pushing production beyond the potential

output level is unlikely, public finance

will continue to be the dominant element

determining inflation. In this respect,

having raised the minimum wage and

pensions above the previously

designated inflation target of 12%, the

Government seems to have ignored the

incompatibility between its income

policy and its monetary policy in favor

of the former. Even though the present

raises may not be too bothersome to

the 2004 budget, its indirect effect on

private sector wages may adversely

affect prices and expectations relating

to inflation may deteriorate.

III. Fiscal And Monetary Policies

In terms of budget performance,

2003 has been a bright year.

While during the January-December

period a total of 100.2 quadrillion TL

revenue was collected and 140.1

quadrillion TL - of which 58.6 quad. TL

were interest and 81.4 quad. TL were

non-interest payments - was posted

under expenditures. Thus, an 18.8 quad.

TL primary surplus was attained and the

consolidated budget produced a 39.8

quad. TL deficit. Both the17.7 quad. TL

revised target and the 17.9 quad. TL

year-end target set by the IMF were

achieved. In this respect, 2003 has been

a successful year. Falling interest rates

have enabled payments to remain within

the target, hence, the budget deficit has

turned out better than expected. Budget

performance, which was the fundamental

factor in the reviews with the IMF in

2003, will continue to be the cardinal

indicator observed by the markets in

2004. However, the reality that the extra

revenues collected and the economizing

precautions that were taken were one-

time deals rather than medium-term

Source: SIS

GDP
2002

Composition

Priv. Final Consum. 2.0 1.4 2.5 5.6 1.6 3.4

Govern. Final Consum. 5.4 0.5 -2.9 -1.4 -0.2 -0.1

Gross Priv. Fix. Cap. Form -7.2 -1.0 11.9 9.8 1.8 1.1

Gross Pub. Fix. Cap. Form 14.5 0.9 -11.3 -17.2 -0.6 -1.0

Change in Stocks --- 7.0 --- --- 4.3 2.1

Exports of Goods, Serv. 15.7 4.2 12.5 20.1 5.1 7.1

Imports of Goods, Serv. (-) 7.8 5.1 20.2 29.4 7.9 8.1

-GDP 7.8 3.9 4.8

% change

2003

Q2

2003

Contr.

Q3 Q2 Q3

Annual % change % point contr. to growth
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gains, has made the preparation of the

2004 budget somewhat problematic.

Because the precautionary measures are

limited, given the present structure of

the public sector, budget performance

in 2004 will be directly influenced by

the determination shown by the

Government to reform.

Despite the boost in tax revenues,

the goal still wasn't met.

In 2003, the developments that bore the

need for supplementary resources were

due to unwarranted non-interest

expenditures rather than the size of

revenues. Indirect taxes -up 14% in real

terms form last year - have constituted

the main portion, 67%, of tax revenues,

and 56.4% of total revenues; direct

taxation accounted for only a third of

all tax revenues. The intention of

financing the troublesome budget

through either raising tax rates or

inventing new taxes in Turkey has been

just the opposite of the recent global

trend of reducing taxes and giving the

economy a greater incentive. Due to

the overestimation of inflation and the

deflator, nominal GNP has come out

smaller than predicted; hence, tax

revenues, despite a real increase, have

fallen short of expectations and point

out the necessity of a more effective

taxing mechanism.

Since other expenditures cannot be cut

back any more, the extra 3.6 quad. TL

burden created by the salary and pension

raises above inflation can only be

countered by an increase in indirect

taxation. However, such additional

taxation is not possible because there

wouldn't be any breathing space left for

the economy, nor an incentive to

produce. Therefore, this dilemma

centering upon fiscal discipline can only

be dealt with by enhancing the

effectiveness of the taxation system,

bringing behind-the-counter-activity into

the books and by enlargening taxation

coverage.

Despite the budget deficit being kept

under the target, non-interest

payments have shown a real

increase.

Following the inability of 2002's budget

performance to meet requirements due

to fiscal laxation, the expenditure

increases in 2003 were planned to be

kept restrained. In the year-end budget

realization total expenditures have

diminished by 3.6% in real terms. The

most important factor constraining

increases in nominal expenditure has

been lighter interest payments, which

were 6.8 quad. TL under estimates. Total

interest payments, due to the recovery

in the funds market, have been 58.6

quad. TL, while the other items under

transfers - social security payments, tax

rebates and agricultural subsidies have

cost 15.9, 8.3, 2.8 quadrillion TL,

respectively. As indicated in the fiscal

supplement package announced by the

Government, other current and

investment expenses have remained

cautious, whilst personnel expenses

exhibited larger monthly raises,

exceeding targets to reach 30.2 quad.

TL. Total non-interest expenditures have

in the first six months dropped 2.9

percentage points in real terms to end

up at 34,6 quad. TL. In the full year,

non-interest expenditures have risen 1.7

real points to reach 81.4 quad. TL, mostly

due to the increase in tax rebates parallel

to the expansion in exports, previously

unaccounted agricultural subsidies and

prices, the innate problem of bloating

social security payments, and lastly, the

slow pace in reforming the latter issue.

Thus, conservationist effect must be

supported by structural reform in order

to permanently cure the budgetary ills.

The public sector balance outside

the consolidated budget is expected

to produce a surplus.

Despite government prices picking up

speed during June and July, the

recuperation in the SEEs' balances was

mostly a result of the TL's appreciation.

The recession of the exchange rate has

limited increases in state-controlled

prices, among which fuel prices is the

most significant. Also, the price revisions

envisioned in the program for energy

SEEs weren't made. Thanks to the

downward trend in the exchange rate

the limited raises haven't upset the SEEs'

balances, on the contrary, they've

augmented the harmony of the fiscal

and monetary policies, as required by

the anti-inflation campaign. While the

ratios of 2003's consolidated budget

deficit and primary surplus to the GNP

were, respectively, 11.1% and 5.3%,

other public sector balances are expected

to give a 2.7% surplus and the overall

deficit is expected to come to 8.4% of

the GNP.

There is a betterment in the

Treasury's borrowing costs.

In 2003, the optimism in the market

and of investors has reduced average

costs and internal borrowing terms

have moved correspondingly to

changes in risk premiums. As opposed

to the Treasury's borrowing conditions

2002

Real. Prog. Real. Prog.

REVENUES 76.4 71.2 100.2 100.8 100.8 114.5

Tax Revenues 59.6 57.9 84.3 86.0 86.0 99.0

Non-tax Revenues 16.8 13.3 15.9 14.8 14.8 15.5

EXPENDITURES 115.5 98.1 140.1 145.9 142.3 160.9

Primary Expenditures 63.6 55.3 81.4 80.5 83.1 94.7

Interest Payments 51.9 42.8 58.6 65.5 59.2 66.2

BUDGET DEFICIT 39.1 26.9 39.8 45.2 41.5 46.4

PRIMARY SURLUS 12.8 15.9 18.8 20.3 17.7 19.8

Source: Ministry of Finance

CONSOLIDATED BUDGET 2003

(quadrillion TL)
Prog.
(Rev.)

2004

Program
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of an average 251 days maturity at an

average 62.2% compound rate in 2002,

the Treasury enjoyed an improvement

in 2003 with an average 293 days

maturity at 46,4% compound interest.

Seen in monthly terms, the passing

away of the uncertainties pertaining

to the war in Iraq has initiated a rapid

declination in interest rates. The

average compound interest rate

reached 28% by December's end. The

public debt stock, which in 2002 was

149.9 quad. TL, rose 44.5 quad. TL to

become 194.4 quad. TL ($136.6 bn.)

in 2003. In terms of foreign exchange

vs. interest, the composition of the

public debt stock is as follows: 35.3%

is in fixed interest, 42.8% is in floating

rate, and 21.9% are foreign exchange

linked-denominated securities. Thus,

the 64.7% portion excluding fixed

interest is open to exchange rate and

premium risks. The section of the

internal debt stock dependent upon

the borrowing rate, the exchange rate,

and inflation is considerably large,

while fixed interest portion is short in

maturity; this causes the short-term

debt service to come out quite heavy.

If stability issues in the economy are

persistent, the current fragile state may

have an adverse affect on inflation

expectations. Apart from these, the

consolidated budget's foreign debt in

2003 has shown an increase amounting

to $6.8 bn. to reach $63.4 bn. as of

December. The Treasury's direct

responsibility has, then, just passed

the $200 bn. mark. This burden,

needless to say, continues to be a

barrier delimiting the recuperation in

economic fundamentals. However

reconciling currency appreciation may

be regarding the debt stock, in order

to gradually reduce interest rates, given

the delicate nature of debt dynamics,

the Government must adhere to its

rigid fiscal policy and also further the

structural reforms.

The maintenance of fiscal discipline

and consistency in structural reform

have greatly accentuated the

effectiveness of monetary policy.

Such basic structural reforms as the

statute change safeguarding the

autonomy of the Central Bank and the

radical measures taken in order to create

a healthy banking system have been

much steadier in 2001 and 2002

compared to earlier years; coupled with

strict measures ensuring the continuance

of fiscal discipline, these reforms have

paved the way for economic stability,

or at least, the hopes for it. The above

feats have also, especially in the present

period, enabled the monetary aspect of

the current economic policy to be quite

effective. Having conformed to the

monetary criteria in 2002, the CB has

during 2003 acted complacently to the

monetary policy and has remained well

within the boundaries set for the balance

sheet. However, especially during

October and November, the re-

emergence of domestic demand has

been supported by and satisfied with a

substantial increase in emission, which

was above the premeditated amount.

This expansion in the monetary base

has been hastened by upward tendency

in consumer loans and credit card rates,

which is a natural result of domestic

demand. Fortunately, in a climate in

which interest rates are descending

steadily, this relationship between the

monetary base and inflation is weakened

in the short-term and the attainability

of year-end targets hasn't suffered. With

a reserved monetary policy, the CB has-

 also using the short-term rate as an

effective tool- managed to keep inflation

under the preset targets.

Minimum wage and pension raises

have postponed the CB rate-cut.

The current economic program's

monetary leg has been mounted in a

framework that strengthens the Central

Bank's influence over short-term rates

and intends to have the exchange rate

determined in the market according to

supply and demand. In addition to

monetary targeting, the CB has

continuously made use of short-term

rates as a policy tool. After the end of

the war in Iraq in mid-April, the economy

has entered a comfortable state and a

relaxation in oil prices and the exchange

rate has suppressed supply-side

inflationary pressures. The present

benign conjuncture has aided the Central

Bank in reducing short-term rates in a

controlled manner and in bringing

optimism to inflation expectations. The

CB has reduced short-term rates six

times in 2003 to bring them to the 26%

level. The underlying factors governing

these rate cuts have been decisions
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regarding structural reforms and

conformity to fiscal discipline. Despite

initially frightening the market, the

above-inflation wage and pension raises

were later seen to lack the power to

influence demand and were manageable

given the size of the budget; the lack

of threat allowed the CB to once more

cut the borrowing rate, this time to 24%.

In the coming period, the firmness of

the belief in the continuance of the

program and harmony in policies will

not only enable the CB to further reduce

the interest rate but it will also realize

the desired relationship between these

CB determined short-term rates and

those in the secondary market.

The monetary structure is not able

to keep up with the present

economic growth.

In 2003, as opposed to M1 and M2

increases of 51.2% and 32.2%,

respectively, the M2Y money supply

expanded 12.3%. Foreign currency

deposits, following a contraction

especially in the 3rd week of March, re-

expanded from then on and reached

$48.9 bn. by December. Despite a yearly

nominal increase of 10.2%, FX deposits

have actually shrunk 4.6%, considering

their conversion to the (over-)valued

Lira. The M2Y is composed of 46.0%

FX deposits, 39.6% time deposits, 7.6%

demand deposits and 6.8% currency in

circulation. When monetary holdings

outside the banking system are included

in the M2Y, the ratio of FX deposits falls

to 29.5%. Following the sudden

contraction in 2001, the financial sector

entered a re-capitalization phase and

but was expected to contribute to some

of the growth. However, during the last

two years, despite the rapid rejuvenation

in economic activity, credit expansion

hasn't been able to keep pace; therefore,

growth has been constrained to some

degree by the inadequate credit volume.

Even though the banking sector may

have been structurally reinforced to a

large extent, the banking reform hasn't

yet been completed and as of 2003

commercial banking still can't provide

the necessary and desired credit volume.

Important steps concerning the problems

of the banking system have been taken

as part of the structural reformation

course; alongside falling interest rates

and currency appreciation, these steps

too have made the financial structure

of the banking sector healthier in 2003.

While the banking sector's assets have

increased only a little, the weight of

liquid assets has diminished; credits and

securities have also been enlarged. Last

year, bank loans - excluding financial

sector loans - have shown a real growth

of 28% over 2002, while total credit

volume in the banking system has

expanded by 25% in twelve months.

Despite diminishing credit risks, the

desired financing for credit expansion

wasn't found. Consumer loans and credit

card balances have enjoyed a 91% real

growth, much faster than that for

commercial loans.

IV. Foreign Trade and Balance of

Payments

The rise in domestic demand and

the appreciation of the Lira hasn't

ser iously  af fected exports .

As a result of the appreciation in the

real exchange rate from the beginning

of 2003 to September, the TL has gained

27% value against the Dollar. Because

of the continuous fall in real wages and

the corresponding boosts in productivity,

unit production costs have spiraled

down and the loss of competitiveness

associated with currency overvaluation

has been compensated to a large extent.

In past years, emphasis on exports was

used as a substitute for weak domestic

demand and was mostly centered around

price competition. But the export success

during 2003 shows that competitive

advantages indifferent to and in spite

of costs have been achieved. Especially

after the end of the war in Iraq and

upon completion of the 4th Review,

exports picked up speed ignoring the

nominally falling exchange rate. Also,

as domestic demand became noticeably

more pronounced, imports extended to

include consumption and capital goods

rather than just intermediate goods. In

addition to the appreciated TL providing

input and foreign borrowing advantages,

the movement of the Euro/Dollar parity

in the direction of the Euro has also

benefited exporters, in that, 57% of the
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MONETARY AGGREGATES

M2YR (M2Y+R) 136.2 149.9 %12.2 -%6.5

M2Y 133.5 152.9 %12.3 -%6.5

M2Y                    (composition)

 Currency in Circulation %5.4 %6.8 %40.5 %33.3

 Sight Deposits %5.3 %7.6 %62.2 %53.9

 Time Deposits %35.2 %39.6 %26.5 %20.0

 FX Deposits (TRL) %54.1 %46.0 -%4.6 -%9.5

Source: CBT

(quadrillion TL) (% change)

Dec. 2002 Sep. 2003 Nominal Real

Monetary Targets for 2003*

Net International Reserves (CBT+Treasury) -6,500 -7,000 -6,000 -2,000

Realization -5,996 -3,865 1,504 -536

Stock of Net Domestic Assets (CBT+Treasury) 32,800 34,100 33,800 28,400

Realization 30,951 29,395 22,968 25,997

Base Money 12,800 13,200 14,100 14,900

Realization 11,883 13,039 13,877 14,657

* floor (USD million) for NIR, ceiling (TL trillion) for NDA and Base money

Italic: Indicative Targets Normal: Performance Criteria

Source : CBT

April June Sep. Dec.



exports are in Euros and 58% of imports

are in Dollars. This volume difference

together with the parity has allowed what

can be deemed as unintended arbitrage.

The real increase in exports, due to

the improvement in the terms of trade,

also translates in to favorable nominal

values.

In the first eleven months of 2003 exports

rose 29% to $42.4 bn. and imports 31%

to $60.7 bn.; the trade deficit widened

37% to reach $18.3 bn. This trade gap has

been limited to some degree due to the

improvement in the terms of trade since

2002/4 as well as the trend in the

Euro/Dollar parity. In a sectoral break-

down, the largest contributions to export

volume come from motor vehicles,

machinery and equipment, and raw metal

production. When it is taken into account

that these front-running industries also

propel industrial production as a whole

and because of their requirement for

intermediate goods are responsible for

much of the import demand, an

inflationary pressure as a result of the

trade gap should not be expected. To

exemplify, there has hardly been any

change in the composition of imports

from last year: 73.3% are intermediate

goods and only 15.4% and 10.7%,

respectively, are capital and consumption

goods. Furthermore, the ratio of exports

to imports is, for the eleven months, 70%,

which is a staggering 20 percentage points

above the figure for the year 2000.

No trouble is expected in the financing

of the Current Account deficit.

From January to October, the CA deficit

has come out as $4.1 bn. The CA deficit,

which is fundamentally congruent to the

movement in the trade deficit, has been

kept narrow thanks to an $8.2 bn. surplus

from net services (mostly tourism) and

current transfers amounting to $3 bn. The

nightmarish $22.4 (not so much the actual

figure as its ratio to GNP) trade deficit of

2000 is not expected in 2003. The

unwavering progress in exports supports

this belief by restricting the trade gap.

Despite a recovery in the trade gap, the

worsening of the services balance has

been continuing since 2000. The problem

in this item is that the net other trade

services which amounted to $4 bn. in

2000 has since reached almost zero.

The net errors and omissions item

has been the main source of financing.

The financing of the current account deficit

of the first ten months has been easy. The

$4.1 bn. deficit was counterbalanced by

a $3.3 bn. capital inflow and a $4.1 bn.

increase in the net errors and omissions

section, which also added $4.5 bn. to

international reserves. Most of the capital

inflow has been in the form of portfolio

investment, with $2.8 bn., which just a

year ago was negative, with a $672 mn.

outflow; there has been no change in

direct investment. The other important

contribution has been a $1.2 bn. reduction

in the FX assets held by Turkish banks'

foreign branches and $436 mn. increase

in deposits owned by foreign banks but

kept in Turkey. Since the August rally in

the financial market, foreign portfolios

have expanded; by December, foreign

contribution to the ISE rose $5.2 bn. since

the start of the year to reach $9 bn.; during

this period total portfolio value too has

risen about $5 bn.

Prospects For 2004

The present production phase and

the growth state provide the

opportunity to further the structural

evolution.

Although Turkey has reverted to the

growth path, following the recessions,

potential output still hasn't been obtained.

The ratio of investment to output, which

has a historical average of 27%, is presently

around 18%. Beginning with 2004, there

is in the coming periods a very positive

climate for both foreign and domestic

investment. Provided that the emphasis

on public sector does not wane and the

economic program continues unfailingly,

it is highly possible that from 2005 onwards

inflation can take a single-digit form and

real income per head in Dollar terms can

rise rapidly. This process will be

accentuated by a favorable outcome in

the EU-membership negotiations in 2004.

In a macroeconomic environment in which

growth is accelerated, inflation and interest

rates are dropping, the cost and difficulty

of undertaking structural reforms is

relatively diminished. The feasibility of

these reforms will make it easier for the

government to stick to them, thereby

laying a better foundation for sustainable

growth, regardless of the IMF's

involvement. Three basic variables shape

the expectations for 2004. In the

macroeconomic scenario it has been

assumed that the Government will

continue its course of permanent stability

policies.

TÜS‹AD foresees a 4.8% growth in

2004.

In the 2004 primary scenario, the

aforementioned political factors are

expected to play out as desired. 2004

GNP growth is forecast as 4.8% and year-

end inflation will only slightly exceed the

target, with 12.4% for WPI and 13.5% for

CPI rates. If the present environment of

confidence and optimism is stretched to

a longer term, real interest rates will

average 8% annually and the TL will

continue to gain value marginally less,

with the year-end exchange rate being

1,560,000 TL/$. Assuming the continuance

of fiscal discipline, which is most influential

with respect to the macro scenario,

additional saving measures will induce a

budgetary primary surplus proportionate

to 5% of GNP. Regarding the trade balance,

exports will continue to expand and will

become around $52 bn. worth, excluding

shuttle trade; imports will reach $72.5 bn.

Depending on the development in the

invisibles, the current account deficit will

fall to $6 bn.
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(1997=100)

GRAPH 1
INDUSTRIAL PRODUCTION INDEX

(Seasonally Adjusted, Level)
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GRAPH 2
INDUSTRIAL PRODUCTION INDEX

(Seasonally Adjusted, Annual % Increase)
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(Billion TL)  (Billion TL)

GRAPH 3

 CONSOLIDATED BUDGET DEFICIT

(At 1994 Prices)
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GRAPH 4

(*) Monthly figures include shuttle trade since 01/96
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GRAPH 5
SAVING-INVESTMENT BALANCE (*)

(Cumulative for the last 12 months) (Million $)
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INFLATION, NOMINAL INTEREST RATE AND USD EXCHANGE RATE

GRAPH 6
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REAL EXCHANGE RATE INDEX* (1992=100)

GRAPH 7
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REAL INTEREST RATE AND REAL RATE OF RETURN ON USD
(%)

GRAPH 8
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M1

(Annual Percentage Increase) (%)

GRAPH 9
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M2

(Annual Percentage Increase) (%)

GRAPH 10
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GRAPH 11
M2Y

(Annual Percentage Increase) (%)
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CENTRAL BANK FOREIGN EXCHANGE RESERVES

GRAPH 12

(Million $)
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GRAPH 13CENTRAL BANK ANALYTICAL BALANCE SHEET
(Million $)
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GRAPH 14
CONSOLIDATED BUDGET REVENUES

(Cumulative for the last 12 months, at 1994 Prices) (Trillion TL)
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CONSOLIDATED BUDGET EXPENDITURES

(Cumulative for the last 12 months, at 1994 Prices) GRAPH 15(Trillion TL)
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FOREIGN TRADE

(Monthly) GRAPH 16
(Million $)
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FOREIGN TRADE QUANTITY INDEX

(12 months average)
 (1994=100)

GRAPH 17
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FOREIGN TRADE PRICE INDICES AND TERMS OF TRADE

(12 months average, seasonally adjusted)(1994=100)

GRAPH 18
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FOREIGN TRADE DEFICIT

(Cumulative for the last 12 months)
GRAPH 19

(Million $)
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