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APRIL 2004 “Applause is the spur of noble minds, the end
                                   and aim of weak ones.”

C.C. Colton

Biding Our Time

Summary and Conclusion

The positive economic environment

having been sustained, improvement in

all indicators and expectations are seen

to continue.

Strengthened economic fundamentals having
become apparent due to the implementation
of the economic program, expectations of
achieving targets set forth for 2004 have also
increased. Significant gains have been
attained in the fight against inflation; also,
for two years consecutively, economic growth
has surpassed targeted rates. National income
has reached 240 billion dollars; income per
capita has also increased above pre-crisis
levels and stands at 3400 dollars. In this
period of economic reconstruction, a rapid
increase in efficiency has boosted competitive
power; moreover, strong growth has been
observed in industrial production. Capacity
utilization in manufacturing industries-
especially in exporting sectors that carry the
weight of industrial production- has risen
to unprecedented rates. Foreign trade ratios
that have developed in our favour, along
with low real wages, have resulted in a
competitive cost structure in foreign trade.
Total trade volume has managed to exceed
100 billion dollars for the first time ever,
and with the rapid increase in the import of
intermediate and capital goods, import has
moved in the direction of production and
export. On the other hand, last year’s robust
budgetary performance has bolstered the
improvement in macroeconomic indicators;
the debt stock to national income ratio that
has fallen due to the increase in production,
together with declining interest rates, has
rendered weak concerns regarding debt
sustainability. Improvements in economic
fundamentals have not, however, reflected
upon labour markets; sufficient employment
opportunities have not been created, thus
unemployment remains to guard its severity.

Indicators pertaining to the first quarter
of the year demonstrate the strong
performance of the economy, implying

positive developments for next period.

As of the first quarter of 2004, nominal FX

and interest rates persist to fall, whereas

inflation has continued in its downward

trend. The Turkish Lira has further

appreciated, while real FX rates peaked in

March. Having encountered a favourable

climate for making consumption and

investment decisions, domestic demand

picked up momentum, together with a

significant increase in money supply. In an

economy less vulnerable, however, inverse

currency substitution has persisted. Increased

demand and improved expectations,

generating a rise in money demand, have

not yet reached a level that threatens to

create inflationist pressure. The central bank

has managed to well assess the current

positive climate regarding inflation

expectations, cutting short-term interest rates

twice, in the beginning of February and mid-

March .  Due  to  improvemen t  i n

macroeconomic balances, along side high

performing export and rising domestic

demand, industrial production and capacity

utilization rates continue in an upward trend.

The current account which was financed

with unexplainable currency flows, having

given out negative signs in the first month

of the year, now, through inverse currency

substitution in the first quarter and currency

purchasing auctions carried out by the central

bank, implies that concerns over the

exchange rate are highly likely to turn out

being pointless. On the other hand, the most

positive development in the first quarter has

been in the financial area; covering the three

month period before local elections, the

consolidated budget produced a primary

surplus of 7.9 quadrillion TL, further

strengthening the current optimistic climate.

Overall improvement in economic

fundamentals should be supported by

progress in the current reform process.

Despite various delays, noteworthy progress

has been made in the structural area, and

the seventh review with the IMF was

concluded in April. Consequently, 495 million

dollars credit has been disbursed, since

economic performance and the overall course
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of events are positive, future reviews

have been reduced from four to three.

The economic program that has been

enforced with great determination

contributes undoubtedly to the

improvement in expectations and the

strong economic outlook that has been

realized. Nonetheless, in order to

proceed further with the gains

accomplished in the last two years-

besides coordination in fiscal and

monetary policies- strong performance

in the structural area will be necessary.

The growth environment encountered

by a cycle of low exchange-interest-

inflation provides the opportunity for

ca r r y ing  ou t  v i t a l  s t ruc tu ra l

transformations. A macroeconomic

climate, in which main imbalances have

been obliterated and relative costs of

implementing structural reforms have

been decreased, provides the basis of

medium and long- term sustainable

growth beyond reviews to be carried

out by the IMF.

The effects of global economic

developments on Turkey’s growth

path are increasing.

The favourable climate achieved due

to implementation of tight fiscal and

monetary polices- assuming that

structural reforms are to rapidly be

completed and executed- is expected

to continue even stronger. In the

following period, Turkey is expected

to benefit from the positive climate set

forth by the leading economies.

Although rising metal and oil prices

pose a threat, it is known that the

economy’s vulnerability to such

developments is diminishing. Provided

that there is to be no deviation from

fiscal discipline and fiscal policy is

backed-up with public sector reform,

the effects of these mentioned

developments should remain on a rather

limited scale. Another risk component

is the rising current deficit due to high

foreign trade deficit. Financing the

deficit is not expected to create a serious

problem in the near future; however,

a high increase in oil prices and severe

drops in tourism revenues due to

uncertainty pertaining to terrorist

activities may prove to be a grave threat.

Local  e lect ions-  an important

development for the Turkish economy-

were held at the end of March and

resulted in an increase in votes for the

AKP administration. This result is

significant in a sense that it demonstrates

that voters ’  confidence in the

government and optimistic expectations

still continue. Following the elections,

the Cyprus matter occupied the agenda

and focus was set on concluding the

negotiations within the Annan Plan

framework.  However, as put forward

by the referendum that took place on

April 24, expectations of an EU

membership of united Cyprus resulted

in disappointment and a different phase

has been entered. This situation has

placed Turkey in a new process. Even

though the North side’s “yes” vote has

been regarded as a positive attitude by

the European Commission, the current

state does not eliminate the problems

facing Turkey. In the ensuing period,

the Cyprus matter- although losing its

initial political weight- is expected to

keep its place on the agenda and

con t inue  to  e f fec t  economic

expectations.

I. Global Economic Outlook

Recent economic indicators are

showing positive signs that the

growth performance of the global

economy will be strong in 2004.

The positive global outlook in the first

quarter of this year has continued. Real

GDP growth in the world economy for

2004 is expected to reach its highest

value since 2000. This situation, along

with the effects of revived worldwide

domestic demand, stands as a product

of broader and stronger global recovery.

The US  and Asian countries minus

Japan, which achieved high growth

rates in the second half of 2003, are

expected to be the driving force behind

global growth. Moreover, provided that

the increase in efficiency is to be

sustained, it is probable that growth

will turn out higher than anticipated.

In addition to all these encouraging

developments, there are various risks

present in the global economy. The

foremost risk stands out as the

continuation of macroeconomic

imbalances in certain regions of the

world, part icular ly in the US.

Furthermore, global excess liquidity

and the rising trend in both oil and

non-oil goods prices may prospectively

create inflationist pressure. Rapid growth

experienced in Asian countries

(excluding Japan), China in particular,

has brought along an increase in

investment and expansion in the

manufacturing industry, therefore

boosting global demand for non-oil

goods. Following a decision by OPEC

to cut-back on quotas, oil prices started

climbing to reach 34 dollars per barrel.

Additionally, we ought to bear in mind

that, although not predicted to cause

any serious effects on global economic

recovery, recent terrorist attacks

demonstrate that geo-political risks are

yet to be entirely eradicated. Stock

markets which began ascending in the

second half of last year have continued

this current trend for the first quarter

of 2004. Improvement in financial

circumstances stands as another

component of overall global economic

recovery. Growth estimates for the

global economy, US and Japan for 2004

have stepped up to 4.6%, 4.6% and

3.4% respectively, whereas for the Euro-

zone has fallen to 1.7%.

The growth of the US economy is

expected to continue throughout

2004.

The US economy has realized speedy

recovery in the second half of 2003 as

a result of expansionary monetary and

fiscal policies supporting private

consumpt ion  and  inves tmen t

expenditure. This upturn is foreseen

to carry on in 2004. The need for vast

capital inflow in order to finance the

current account deficit is causing the

dollar to depreciate. Despite this

situation having a positive effect of

export, the current account deficit and

general public sector deficit stand out

as primary threats to sustainable growth;

since, an increase in long-term interest

rates is expected when public sector

deficits are taken under control. Despite
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World 4.6 (4.1) 4.4

USA 4.6 (3.9) 3.9

Japan 3.4 (1.4) 1.9

Euro Area 1.7 (1.9) 2.3

Developing Countries 6.0 (5.6) 5.9

*  Source: IMF World Economic Outlook, April 2004.
** Figures in brackets are the previous projections of September 2003.

GDP Projections*(Annual % change)

2004 2005
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continued recession in domestic

demand, recent recovery in the Euro-

zone is mainly down to export which

turned out to be higher than anticipated.

Another positive development is that

the persistent downward trend in

investment has recently been broken.

It is predicted that in 2004 economic

growth in the region will be supported

by increases in domestic demand and

investment. China is expected to

continue its robust performance in

export and import in 2004. In addition,

it is anticipated that through support

of domestic demand and private

investment, the Chinese economy will

realize a growth rate exceeding 8% in

2004 as well. High growth rates in the

US and China is expected to carry on

propping-up the Japanese economy.

Due to recovery in industrial countries

and restored investor confidence in

emerging economies, Latin American

countries are also expected to show

swift recovery in 2004.

II. Output and Inflation

Annual GNP growth for 2003 has

exceeded the targeted rate at 5.9%.

As a result of recovery in consumption

expenditures and private sector

investments and soaring exports,

economic growth in 2003 was realized

at a higher rate than predicted. The

exchange rate which stood at 1,650,000

TL at the start of 2003, was below the

1,400,000 TL mark as the year drew to

an end; with the annual average

exchange rate at 1,490,000 TL.  In the

same period, the ISE 100 Index, in

comparison to the beginning of the

previous year, increased by 75% to

reach the 19,000 mark, and nominal

interest rates in secondary markets have

plummeted from 56% to 24%. On the

other hand, total unemployment in

2003 was higher than last year at 10.5%.

The largest contributors to GNP

growth this year, as was the case in

the previous year, have again

mainly been the industry and trade

sectors.

GNP growth in the final quarter of the

year was recorded as 7.2%.In the first

nine months of the year, industrial

production was mainly export-oriented,

however, with increased domestic

demand, production increased by 7.8%,

contributing 2.3 points towards GNP

growth. I f  the Central Bank’s

calculations regarding periodical

mov emen t s  a r e  t a k en  i n t o

consideration, it can be inferred that

industrial production will contribute

significantly to growth in the subsequent

six month period, however, in the

second half of the year it is predicted

to decline somewhat. The agricultural

sector, as anticipated, has declined by

9.6% in the last quarter, and has fallen

2.5% annually, contributing adversely

to GNP growth. Nevertheless, due to

a biannual seasonal effect the

agricultural sector is expected to make

a positive contribution to growth in

2004. The increase in industrial

production has had favourable effects

on trade and the transportation sector.

Other components that affect these two

sectors are developments in imports

because they create transportation and

marketing activities for imported goods.

Imports have increased by 27% on an

annual basis with a 42% share in GDP.

As a result, trade and transportation in

2003 have grown by 8.1% and 8.4%

respectively, whilst contributing 1.9

and 1.1 percentage points respectively

towards annual growth. Due to

immense  p roduc t i on  i n  t he

manufacturing industry, importation of

intermediate goods, thus total imports

has risen, at the same time increasing

tax revenues. Import duties have

contributed 1.2% to annual growth by

increasing 23%.

In the short-run, the construction

sector is expected not to make a

positive contribution to growth.

Following a 5.6% contraction in 2002,

the construction sector continued with

its third consecutive year of downfall

in 2003 as it declined further by 9%.

Since the devastating earthquakes of

1999, the sector has shrunk overall by

approximately 26%. Considering the

course of both private and state

construction investments, this sector is

highly unlikely to make a positive

contribution towards growth in the

short-run. Looking at construction

statistics, according to building usage

permits (metre square), the downward

trend continues. National accounts

affirm that, under the assumption that

70% of construction investments

correspond to added value only after

two or three years, the current

downward trend in permits will not

allow a recovery in this sector in 2004

either.

Decreasing inflation, appreciation

of the TL and declining interest rates

have  crea ted  a  favourable

environment for decision making

in investment and consumption in

2003.

GDP growth for 2003 has been 5.8%.

Private consumption expenditures have

risen by 6.6% to contribute 4.2

percentage points towards GDP growth.

On a sub-items level, expenditure on

consumer durables made the most

striking contribution to growth. This

expenditure item had contracted by

30% following the 2001 crisis, and

managed a mere 2% growth in 2002.

Investment expenditure increased by

10% to add on only 1.9 percentage

points to growth. Sub-items reveal that

the major increase in expenditure

occurred in private sector machinery

and equipment. The increase in

consumer durables can primarily be

attributed to the appreciation of the

TL. What lies behind heightened

investment in machinery and equipment

can, on the other hand, be explained

by the increase in industrial production,

thus the necessity for larger capacity.

Due to the tight fiscal policy in practice,

cut-backs in government expenditures

have continued, hence an 11.5% fall

in government investment. Government

consumption has continued in its

Source: SIS

GNP 2002

Sectors

 - Agriculture 6.9 -2.5 1.0 -0.3

 - Industry 9.4 7.8 2.7 2.3

 - Construction -5.6 -9.0 -0.3 -0.4

 - Trade 11.0 8.1 2.5 1.9

 - Transport. and Com. 6.0 8.4 0.8 1.1

 - Financial Institutions -7.1 -6.3 -0.2 -0.1

 - Import Duties 24.7 22.6 1.1 1.2

 - GNP 7.9 5.9

2003

Total

Annual % change % point contr. to growth

2002 2003

Total Total Total
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declining trend and has fallen by 2.4%.

Figures point out that export- the

locomotive of output- has risen by 16%

compared to last year. Leading

indicators imply that as a consequence

of recovery in Europe, US and Japan,

exports will contribute positively to

growth in the first half of 2004. Import

figures reveal that, besides previously

mentioned reasons, increased domestic

demand for consumer goods is also

behind this observed increase.

Depending on developments in

domestic and foreign demand, it is

predicted that imports will continue to

rise in the subsequent period. Inventory

movements, as discussed in detail earlier

on, due to a methodological problem,

turned out higher than they actually

were. Inventories are, however,

expected to start on a decreasing trend

next period.

Growth in 2003 was mainly export-

oriented.

In comparison to 2000, we can see that

private consumption and investment

expenditure in 2003 turned out to be

1.1% and 25.8% lower, respectively;

therefore, it is safe to say that private

consumpt ion  and inves tmen t

expenditure has not yet reached pre-

crisis levels. Compared to 2000, the

Turkish economy grew 5.6%, with

exports having been the major driving

force. For instance, exports compared

to 2000, - with constant prices- went

up by 38.4%. In light of all these

developments, it can be inferred that

2003 was a year of mainly foreign trade

growth, however, growth in 2004 may

likely occur on the domestic demand-

side.

Annual inflation has continually

fallen in the first quarter, assuring

that the end-of-year targets will be

achieved.

Despite sharp rises in agricultural prices

in January and February, and in

manufacturing industry prices in March,

high inflation rates are continuing to

fall in accordance with end-of-year

targets. Increases in seasonally adjusted

monthly CPI and WPI have been on

average 0.7% and 0.9% respectively.

The exchange rate, as of the end of

December, stood at 1,400,000 TL, falling

to 1,325,000 TL in the period covering

January-March 2004, the fluctuation

rate that was 2.5% in the last quarter

of 2003, went down to 1.3% in the first

quarter of this year. Circumstances

regarding real wages and efficiency

have also supported the downward

trend in inflation. In addition, the

lowering of energy prices has alleviated

pressure on production costs, whereas

the recent rise in oil prices has caused

an increasing effect. High increases

observed in the manufacturing industry

in March, was mainly down to the

increase in private consumption tax for

 tobacco and oil goods and rising state-

controlled prices in the primary metal

sector parallel to the trend in global

markets. The continuing persistent

appreciation of the TL remains to have

favourable effects on CPI goods. The

rigidity in service prices, as in housing

rents, is yet to be broken. In this respect,

as of March, increases in annual WPI

and CPI turned out as 8% and 11.8%,

respectively.

The downward trend in inflation

in the first quarter of the year has

improved expectations for the

remainder of the year.

Whilst the consumption and investment

aspects of growth are expected to

strengthen in 2004- since a sharp

increase in domestic demand that would

push output above the potential level

is not foreseen- they are not expected

to cause a heating in the economy in

the subsequent period. In terms of cost

components, government pricing

behaviour is anticipated to be one of

the fundamental determinants of

inflation. This being the case, it is of

vital importance that monetary and

fiscal policies should be implemented

in accord with inflation targeting. On

the other hand, upward tendencies in

crude oil and iron and steel prices are

crucial risks facing inflation rates in the

ensuing period. The CB has once again

emphasised that it will continue to base

monetary policy decisions on future

expectations, and that it will take into

account expected, not realized, inflation

rates. These developments have been

reflecting positively on expectations

for the future. According to a CB

expectations survey, the end of year

CPI expectation has been determined

as 0.6 points below the targeted rate

at 11.4%.

III. Fiscal and Monetary Policies

The consolidated budget has shown

a positive performance in the first

quarter of 2004.

2004 saw the introduction of the accrual

- based accounting system, causing a

delay in the announcement of

budgetary figures due to administrative

and technical preparations required in

analytical budget classification. Although

this delay and the mediocre outlook

in the first two months had caused

concern in markets, it soon subsided

as budgetary figures for March turned

out to be better than expected. During

the January-March period a total of

23.9 quadrillion TL revenue was

collected and 30.8 quadrillion TL – of

which 14.9 quad. TL interest and 16

quad. TL non-interest payments- were

posted under expenditures. Thus, as

of the first three months of the year,

the consolidated budget, whilst attaining

a primary surplus of 7.9 quad TL, gave

out a deficit of 7.0 quad TL. The primary

surplus defined by the IMF has reached

7.2 quad TL, achieving 34% of the end-

of-year target in the first three months

of the year.

Budget performance, the main

component in IMF reviews in 2003,

will remain to be the primary indicator

observed by markets in 2004. In this

respect, when figures covering the pre-

local elections period for the first quarter

are compared to those of the previous

year, the economy is giving out positive

signals. Whereas, the budget deficit

Source: SIS

GDP 2002

Composition

Priv. Final Consum. 2.1 6.6 1.4 4.2

Govern. Final Consum. 5.4 -2.4 0.5 -0.2

Gross Priv. Fix. Cap. Form. -5.3 20.3 -0.8 2.6

Gross Pub. Fix. Cap. Form. 8.8 -11.5 0.5 -0.7

Change in Stocks --- --- 7.1 3.0

Exports of Goods, Serv. 11.1 16.0 4.3 6.3

Imports of Goods, Serv. (-) 15.8 27.1 5.1 9.4

-GDP 7.9 5.8

2003

Total

Annual % change % point contr. to growth

2002 2003

Total Total Total
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brought about by an increase in

monthly minimum wages and pensions

in 2004, is to be countered by a 7 quad

TL fiscal supplement package comprised

of measures that cut –back on

expenditures and raise revenues. Within

the current structure of the public sector,

however, taking into consideration that

the contribution of precautionary

measures will be limited in the long-

r u n ,  d e t e r m i n a t i o n  i n  t h e

implementation of reforms will prove

to be crucial in achieving the targeted

primary surplus - the foundation stone

of the program- and sustainability of

the improvement in fiscal finance. In

this sense, the swift completion of

reform endeavours started in areas such

as tax administration, social security,

public administrat ion and idle

employment in SEE’s, is vital for

establishing the concept of fiscal

discipline in the medium and long-run.

In the first three months, tax

revenues increased above the

expected level.

Tax revenues are expected to increase

by 18% in 2004 compared to the

realized rate of the previous year, whilst

tax revenues have increased by 26%

in the first quarter when measured up

to the same period last year. With

consumption picking up, the increase

in  PCT  b rough t  on  by  the

supplementary package and the

temporary corporations tax in February,

has been effective in the increase in

tax revenues for the first quarter.

Declaration based VAT and VAT

collected from imports on an increasing

trend due to high performing foreign

trade, have been other items effecting

positive performance. In addition to

increased tax revenues, non-tax

revenues comprising largely of treasury

portfolio shares and revenues, especially

in March, have contributed significantly

to achieving an optimistic environment

in the f i r s t  quar ter  of  2004.

Consequently, total consolidated budget

revenues for the first three months

makes up for 23% of the end-of-year

target.

In the short-term, high revenue

performance is vital for achieving

budgetary targets. Attempts at

smoothing out an ill-performing budget

through aide of increased tax rates or

inclusion of new revenue items, have

resulted in an upward trend - as

opposed to a worldwide decrease- in

tax rates in Turkey. Indirect taxes have

constituted the main portion of total

tax revenues; the share of direct taxation

accounted for only one-third of all

revenue. In this respect, not only short-

term gains like positive budgetary

realizations for the first three months

of 2004 should be considered;

accordingly, achieving long-term gains

such as enhancing efficiency in tax

administration, fighting unregistered

activities and broadening taxation

coverage for providing fiscal discipline,

should also be aimed at.

Interest payments turned out to be

lower than expected due to the

disciplined course of other current

and investment expenditures, thus

causing a reduction in total

expenditures.

The consolidated budget, in comparison

to the same period of last year, has

gone up by 3.2%, and primary

expenditures have exhibited an increase

of 13.2%. Lower than anticipated interest

payments, despite heavy redemption

payments in the first months of year,

have been the foremost factor that has

restrained nominal increase. Total

interest payments, due to recovery in

the funds market, have been 14.9 quad

TL, whilst other items such as social

security payments and agricultural

subsidies have cost 4.6 quad TL and

0.9 quad TL, respectively. As stated in

the f iscal supplement package

announced by the government, other

current and investment items have

continued their steady course; according

to end-of-year allocations, the lowest

realizations were exhibited by these

items.

In the first three months of the year,

20.6% of end-of-year allocations have

b e e n  u s e d  u p .  I m p r o v e d

macroeconomic conditions due to the

economic program in exercise, having

effected interests rates, have alleviated

the burden of interest payments on the

budget. On the other hand, investment

expenditures have been constrained

due to low primary payments, however,

the chronic magnitude of social security

payments have accelerated the fall in

qua l i ty  expendi tures  such as

investments. Therefore, in order to

a t t a i n  pe rmanen t  budge t a r y

improvements, it is of vital importance

that conservationist measures should

be backed-up by structural reform.

A primary surplus of 6.5% of GNP

is targeted in the public sector for

2004.

The total public sector primary surplus

was 6% of GNP in 2003. Following

2002’s under-performing budget due

to fiscal laxation, last year’s outstanding

budget has had positive effects on

macroeconomic indicators. With regard

to sustaining fiscal discipline, a primary

surplus of 6.5% is targeted for 2004;

lower limits, which serve as indicators,

corresponding to quarterly periods have

been formed in order to follow fiscal

balance. Total public deficit- which

turned out lower than the consolidated

budget deficit for the first time ever in

2001- is expected to proceed in the

same trend in 2004. Controlled price

adjustments, facilitated by the fiscal

balance of non-consolidated budget

items, will enhance the harmony of

monetary and fiscal policies in the fight

against inflation.

Improvement in the Treasury’s

borrowing costs still continues.

The re-scheduling of IMF debt

repayments and the agreement of a 8.5

billion dollar credit package with the

US in 2003, have, at least for the

remainder of this year, lessened

concerns over heavy debt servicing.

Moreover, confidence in markets and

2003

REVENUES 18.9 93.1 20.3% 23.9 104.1 22.9%

Tax Revenues 14.8 75.6 19.6% 18.7 88.9 21.0%

Non-tax Revenues 4.1 17.5 23.4% 5.2 15.2 34.2%

EXPENDITURES 29.8 132.4 22.5% 30.8 149.9 20.6%

Primary Expenditures 14.0 73.9 19.0% 16.0 83.9 19.0%

Interest Payments 15.8 58.5 27.0% 14.8 66.0 22.4%

BUDGET DEFICIT 10.9 39.3 27.7% 7.0 45.8 15.2%

PRIMARY SURPLUS 4.9 19.2 25.4% 7.9 20.2 39.0%

Source: Ministry of Finance

CONSOLIDATED BUDGET

(quadrillion TL)

2004

Jan-Mar
(1)

Jan-Dec
(2)

Ratio
(1)/(2)

Jan-Mar
(1) Prog. (2)

Ratio
(1/2)

Jan-Dec
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positive investor expectations has

lowered average costs, and domestic

borrowing maturities have moved

alongside developments in risk

premiums. The rate on the Treasury’s

reference auction with a three month

maturity, which was 38.3% in 2003,

was pulled down to 23.4% in April.

According to weighted averages, the

Treasury having borrowed in 2003 with

293 days maturity for 46.4% compound

interest, enjoyed an improvement in

the first quarter of 2004 by prolonged

maturities of 379 days for 26.0%

compound interest.

The domestic debt stock which stood

at 194.4 quad TL at the end of 2003,

having exhibited a 9.3 quad TL increase

in the first three months of the year,

has now reached the 203.7 quad TL (

155.3 billion dollars) mark. In terms of

FX / interest structure, the break-down

of domestic debt is as follows: 33% is

in fixed interest, 43% in floating interest,

and 19% in FX linked or denominated

securities. Thus, the 67% portion of

domestic debt- excluding fixed interest-

 is vulnerable to exchange rate and

premium risks. The portion of domestic

debt dependent on the borrowing rate,

exchange rate and inflation is

considerably large, whilst the section

in fixed interest is short in maturity;

thus, making the burden of short-term

debt servicing rather heavy. In the case

of prolonged economic instability, the

current vulnerable state may inflict

adverse effects on inflation expectations.

In contrast, the consolidated budget’s

foreign debt has dropped by 0.9 billion

dollars in the first quarter to reach 62.6

billion dollars as of March. The

treasury’s direct liabilities, therefore,

have reached 217.9 billion dollars. This

burdensome debt stock remains to

stand as an obstacle in front of

recovering economic fundamentals.

Although the TL’s appreciation has

been having positive effects on the

debt stock, the government’s adherence

to tight fiscal policies and the

continuation of structural reforms, under

fragile debt dynamics, remain to be

crucial factors in steadily bringing down

interest rates.

In terms of the course of inflation,

the expansion in money demand

ought to be monitored closely.

Fundamental structural reforms such

as the statute change securing the

autonomy of the CB and sweeping

measures taken in order to establish a

robust banking system have been a

great deal steadier in 2001 and 2002 in

comparison to earlier years; together

with strict measures ensuring the

continuance of fiscal discipline, these

reforms have made way for economic

stability. As of this current period, the

monetary leg of the economic program

has been quite effective through

guarded fiscal discipline and the

continuance of structural reforms.

Throughout the last two years, the CB,

having performed in accord with the

monetary program, was able to fulfil

monetary criteria. During October and

November in particular, however, the

revival of domestic demand having

bought about a significant expansion

in emission, led to an unexpected

increase in the monetary base. This

expansion, led on by the boost in

domestic demand, was accelerated by

the upward trend in consumer loans

and credit card rates. On the other

hand, with the payment of ‹mar Bank

deposits commencing, deposits subject

to required reserves have exceeded the

sum base. Targets set forth for net

domestic assets and net foreign reserves

were attained in March, whilst

realizations for the monetary base came

slightly below the pre-set level.

Although the current deviation in the

monetary base can be tolerated by

controlling the CB’s main means of

policy, short-term interest rates, the

persistence of rising consumption

demand next period may lead to a

monetary expansion which will fall

inconsistent with the inflation target.

In this respect, targets that have been

revised in the latest letter of intent

should be closely observed, and the

causes of monetary expansion and the

signs pertaining to these developments

must be well assessed.

The inflation target is progressively

becoming a more reliable nominal

anchor.

Last year, despite remaining in the limits

determined by CB balance sheet, at

39.6% the expansion in the emission

volume was a great deal higher than

realized inflation. In other words, in an

environment with rapidly falling interest

rates, the correlation between the

monetary base and inflation has, in the

short-run, been rendered weak;

however, expansion of the monetary

base has not adversely affected

attainability of end-of-year inflation

targets. Through controlled monetary

policy, the CB continues to use the

short-term rate as an effective policy

tool. The CB, advancing on the

favourable climate that was set especially

in the latter half of 2003, has reduced

short-term interest rates six times. With

the current environment having

positively effected inflation expectations

in the first three months of this year,

the CB has pulled-down short-term

interest rates on February 5 and March

17. Thus, short-term rates, with 2

percentage points knocked off, have

gone down to 22%. Reducing interest

rates steadily has facilitated the CB to

dispose of ex-post expectations,

rep lac ing them wi th  ex- an te

expectations. End-of-year inflation

expectations in March were below the

targeted level at 12%. A positive

correlation between short-term interest

Source: CBT, ISE

%22
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rates and overall level of rates has not

yet been established; the main factors

influencing interest rates have been

f i s ca l  po l i c i e s  and  po l i t i c a l

developments. In the ensuing period,

the diffusion of expectations regarding

the continuation of the program and

coordination of monetary and fiscal

policies will not only enable the CB to

further reduce rates but it will also

facilitate establishing the desired

relationship between CB determined

short-term rates and those in secondary

markets. However, the rising trend in

external prices such as oil and

commodities- though not yet at a level

to cause pressure on inflation- and the

consumption boost will require that in

the near future the CB should be

cautious in making decision to reduce

rates.

The share of TL denominated

investment instruments are on the rise.

The rapid fall in inflation and interest

rates, along with the stability of the

exchange rate, has increased the

demand for TL denominated investment

instruments. New funds in the financial

sector are now turning towards TL

denominated investment instruments,

and bank deposits are getting their

share of this process. In the first quarter,

compared to 2003, M1 and M2 supply

have expanded by 4.6% and 13.6%,

respectively, whilst M2Y supply has

grown by 3.1%. FX deposits, in

accordance with the changes in agents’

portfolio preferences in favour of the

TL, shrunk by 1.4 billion dollars and

as of the end of March fell to 47.4

billion dollars in total. The M2Y is

composed of 40.5% FX deposits, 44.9%

time deposits, 7.2% sight deposits and

7.4% currency in circulation. When

monetary holdings excluding the

banking system (78.6 quad TL) are

included in the M2Y, the share of FX

deposits fall to 27.7%, making inverse

currency substitution more evident.

T h e  f i n a n c i a l  s y s t e m  i s

strengthening in concurrence with

current  economic  growth .

Besides the positive effects created by

structural reform steps taken towards

resolving the problems of the banking

sector, the reduction in interest rates

and the appreciation of the TL have

contributed towards establishing a

healthier financial structure for the

banking system. Although the banking

system has not been able to keep up

to pace with economic growth in the

last two years, it has attained a stronger

balance sheet and performed well in

terms of profits. Developments in credit

volume have moved in the same

direction as the improving economic

climate, however, credits were

insufficient to meet the financing needs

of growth. Compared to the end of

2002, the banking system credit volume

having increased in real terms by 28%,

despite this increase failed to move

back up to its pre-crisis level. In other

words, the financial system, upon

entering a phase of re-capitalization,

was expected to be a factor supporting

growth, however, was not able to

allocate sufficient amounts of credit.

Consumer loans and credit card

balances have, in total, compared to

the end of 2002, grown 121% in real

terms to enjoy a quite larger growth to

those of the real sector.

IV. Foreign Trade and Balance of

Payments

Fall ing costs and increased

efficiency have placed exports into

a stable growth trend.

The appreciation in the real exchange

rate and increased domestic demand

in 2003 have not created pressure on

exports because the continuous decline

in real wages and high increases in

productivity have pushed down unit

production costs, thus the loss of

competitiveness attributable to the over-

valuation of the TL has been largely

compensated for. With costs going

down, total exports grew 30.5% to

reach 47.1 billion dollars in 2003.

Although, throughout last year, the TL

gained 12.1% value against the US$ in

terms of the CPI based index, export

growth turned out to be a great deal

higher, therefore, demonstrating that

the exchange rate effect had diminished

and significant competitive advantages

had been achieved in other areas. The

global economy, having stepped into

a rapid growth trend in the latter half

of last year, has played a major part in

the growth of exports. In this period,

the fast ascent experienced in the parity

has caused the dollar value of total

exports – of which 50% was with EU

countries - to increase. Total imports

have risen by 33.5% to reach 68.8 billion

dollars within the same period. With

the increase in exports remaining below

the increase in imports, the foreign

trade deficit grew by 40.3% and reached

21.7 billion dollars. The X/M ratio

having dropped 1.5 percentage points

compared to last year, stood at 68.4%.

The foreign trade volume will guard

its high level in the subsequent

period.

Total volume of foreign trade exceeded

the 100 billion dollar mark for the first

time ever last year to reach 115.9 billion
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MONETARY AGGREGATES

M2YR (M2Y+R) 136.8 157.5 %15.1 %6.6

M2Y  132.9 154.5 %16.3 %7.7

M2Y                        (composition)  

 Currency in Circulation %5.9 %7.4 %44.7 %34.0

 Sight Deposits %5.1 %7.2 %65.5 %53.3

 Time Deposits %36.7 %44.9 %42.2 %31.7

 FX Deposits (TRL) %52.3 %40.5 -%9.9 -%16.6

Source: CBT

(quadrillion TL) (% change)

March 2003 March 2004 Nominal Real

Monetary Targets for 2004*

Net International Reserves (CBT+Treasury) -2.0 -2.0 -2.0 -2.0

Realization 0.7 -- -- --

Stock of Net Domestic Assets (CBT+Treasury) 29.6 31.6 33.3 33.4

Realization 27.3 -- -- --

Base Money 16.1 17.5 19.2 19.3

Realization 16.9 -- -- --

* floor (USD billion) for NIR, ceiling (TL quad.) for NDA and Base money

Source: LoI (02.04.2004)

March April August December



dollars. The foreign trade deficit ratio,

calculated by dividing the total volume

of trade by national income, turned to

out be 48.3%, thus revealing that the

Turkish economy is strongly integrating

with the global economy.  Foreign trade

continued its upward trend in the first

two months of this year; exports and

imports reached 8.0 billion dollars and

11.8 billion dollars, respectively, as of

February 2004. Regarded as the leading

indicators for trade, figures taken from

the customs office and Turkish

Exporters Assembly (T‹P) reveal that

both imports and exports will keep

increasing throughout March, and that

VAT collected from imports, support

this current rising trend. The rapid

growth of export-oriented industrial

production, thus export, has increased

the demand for intermediate and

investment good- which constitute 90%

of imports- signalling that trade volume

for the next period will remain high.

In 2003, the current deficit to

national income ratio was 2.8%.

The current account balance, having

produced a 1.5 billion dollar deficit in

2002 due to the increase in the trade

deficit, gave a 6.6 billion dollar deficit

in 2003. Net tourism revenues increased

by 68.1% last year to exceed 11 billion

dollars; thus the services balance that

had been bad since 2000, created a

10.5 billion dollar surplus to become

the most vital item restraining the deficit.

The workers’ remittances item, after

contributing positively to current

account balance for many years, was

historically low at 729 million dollars.

The changes observed in tourism and

workers’ remittances, however, have

come about mainly due to modifications

made in the classification of items. An

increase in interest expenditures due

to the rise in interest payments on long-

term debt throughout 2003, and rising

portfolio investment costs due to

dividend payments on stocks purchased

by foreigners, resulted in a 5.4 billion

dollar investment revenue deficit, thus

causing an adverse effect on the current

account deficit.

The net errors and omissions item

has been the primary source of

financing.

The 6.6 billion dollar deficit for 2003

was compensated for by a 5.5 billion

dollar capital inflow and 5.1 billion

dollars worth of net errors and

omissions, thus increasing foreign

reserves by 4.0 billion dollars. When

financing items are examined, we see

that direct investments have not been

financed significantly, and that portfolio

investments, which experienced a 593

million dollar outflow last year, flowed

inwards amounting to a total of 2.2

billion dollars. The non- portfolio and

non- direct investments made the largest

contribution with 3.2 billion dollars.

Financing the 6.6 billion dollar deficit

for 2003 has not created a severe

problem. The high level that the net

errors and omissions item has achieved

is creating uncertainty in financing the

trade deficit because its source cannot

quite be explained. In an environment

with large deficits, financing through

definable and foreseeable methods will

play a significant role in eliminating

concerns regarding the trade deficit.

For instance, the current account deficit

produced a deficit of 783 million dollars

in January, whereas the net errors and

omissions item increased by 1.2 billion

dollars. Rather than the level of the

current account deficit caused by large

trade deficit in the first month, capital

outflow due to an unknown source in

the same period determined concerns

pertaining to developments in the

balance of payments

V. Prospects for 2004

The  Turkish  economy has

encountered a period in which it

can simultaneously achieve low

inflat ion and high growth.

The increase in domestic demand which

began to pick up in the final quarter

of last year is expected to continue,

however, this situation is not predicted

to cause over-heating in the economy.

The fall in unit costs and anticipated

increase in investments is expected to

reduce inflationist pressure that may

appear in this period. The continuation

of the current economic program

focusing on public sector reform and

taking measures to ensure increased

efficiency will further consolidate this

situation. The current economic

performance, upon completion of

efforts aimed at improving the

investment environment, will attract

the attention of foreign investors- which

is already pointed in the direction of

emerging markets- towards Turkey.

Furthermore, considering that the

Turkish economy’s vulnerability to

external shocks has diminished due to

the economic program in practice,

fluctuations in oil prices and exchange

rates- provided not to be long-term-

are not expected to inflict significant

effects on overall balance. On the other

hand, US interest rates that are

anticipated to increase during the

summer are expected to adversely affect

capital inflow to emerging markets and

cause serious increases in interest rates

on debts. Consequently, the post-

r e f e r endum Cyp ru s  p roce s s ,

membership talks with the EU and the

anticipated interest rate increase by the

FED are going to be the main factors

determining the course of the economy

in the subsequent period.

TÜS‹AD envisages a 5.0% growth in

GDP in 2004.

In the 2004 primary scenario, the above-

mentioned factors that are to determine

the course of the Turkish economy are

foreseen to take place in a manner that

they shall balance out one another. In

this respect, it is predicted that growth

in 2004 will be 5%, and that inflation

will be realized at around the end-of-

year target. TÜS‹AD’s end-of-year

inflation predictions have been revised

as, 11.3% and 12.8% for CPI and WPI,

respectively. Real interest rates are

expected to progressively decrease

throughout next period as well and fall

to an annual average of 8.5%. In 2004,

the TL is expected to appreciate a while

longer, but due to the situation of the

current balance, the exchange rate is

predicted to enter a re-appreciation

phase, with the expected nominal

exchange rate standing at 1,500,000 TL

as the year draws to an end. Under the

assumption that the economic program-

 which we believe to be the determining

factor in the macroeconomic scenario-

 shall be carried on with, we predict

that the IMF defined consolidated

budget primary surplus to national

income ratio will turn out to be 5.0%.

With regard to foreign balance, it is

predicted that exports will continue

rising, and will reach- excluding shuttle

trade – 58.5 billion dollars, and imports

are expected to amount to a total of

82.5 billion dollars. With developments

in the invisibles item, the current

account deficit is expected to increase

in accord with the trade deficit and

reach 8.0 billion dollars in 2004.
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TrendCycleIndex

GRAPH 1
INDUSTRIAL PRODUCTION INDEX

(Seasonally Adjusted, Level)
(1997=100)
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GRAPH 2
INDUSTRIAL PRODUCTION INDEX

(Seasonally Adjusted, Annual % Increase)
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GRAPH 4

(*) Monthly figures include shuttle trade since 01/96

CURRENT ACCOUNT BALANCE (*)
(Billion $) (Billion $)

Monthly (left scale) Cumulative for the last 12 months (right scale)

GRAPH 5
SAVING-INVESTMENT BALANCE (*)

(Cumulative for the last 12 months) (Million $)

Private Sector Saving Surplus Current Account Balance Budget Balance

(*) Budget Balance is used as a proxy for the Public Sector Deficit due to lack of monthly data on the latter. Private Sector Saving Surplus figures are calculated
as the sum of Budget Deficit and Current Account Balance. Monthly figures include shuttle trade since 01/96.

12 months Cumulative  (right scale) Primary Surplus (right scale)Monthly (left scale)

(Billion TL)

GRAPH 3

 CONSOLIDATED BUDGET DEFICIT

(At 1994 Prices)
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INFLATION, NOMINAL INTEREST RATE AND USD EXCHANGE RATE

GRAPH 6

(%)

WPI (annual % growth) Nominal Interest Rate TL/$ (annual % growth)

REAL EXCHANGE RATE INDEX* (1992=100)

GRAPH 7

*DM is taken instead of Euro for pre-1999 period. Series are deflated by WPI.

1USD+0.77 EUROUSD EURO

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

GRAPH 8

(%)

Difference of real returns on TL and USD (right scale)Real Rate of Return on USD (annual % growth)

Real Interest Rate
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M1

(Annual Percentage Increase) (%)

GRAPH 9

Real Nominal

M2

(Annual Percentage Increase) (%)

GRAPH 10

Real Nominal

GRAPH 11
M2Y

(Annual Percentage Increase) (%)

Real Nominal
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CENTRAL BANK FOREIGN EXCHANGE RESERVES

GRAPH 12

(Million $)

CONSOLIDATED BUDGET EXPENDITURES

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

InvestmentInterest Payment on Domestic DebtPersonnel Other Transfers
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GRAPH 14
CONSOLIDATED BUDGET REVENUES

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

Direct Taxes Indirect Taxes Nontax Revenues

GRAPH 13CENTRAL BANK ANALYTICAL BALANCE SHEET
(Million $)

Net Domestic Assets Reserve Money Net Foreign Assets
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FOREIGN TRADE

(Monthly) GRAPH 16
(Million $)

FOREIGN TRADE QUANTITY INDEX

(12 months average)
 (1994=100)

GRAPH 17

ImportsExports

FOREIGN TRADE PRICE INDICES AND TERMS OF TRADE

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

GRAPH 18

ImportsExports External Terms of Trade

FOREIGN TRADE DEFICIT

(Cumulative for the last 12 months)
GRAPH 19

(Million $)

Foreign Trade Deficit at 1994 PricesForeign Trade Deficit
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