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1. Introduction®

The ongoing disinflation process continued in the first quarter of 2005.
The persistence of price rigidity in the services sector and the increase
in crude oil prices in the international markets, as well as public price
adjustments, were the determining factors in the increase in the
specified price groups. However, since the secondary effects of these
developments were limited, the disinflation process maintained its pace.
Special price aggregates, which are announced starting from the
beginning of the year within the framework of consumer prices with
base year 2003, point to the fact that the disinflation process is based
on structural fundamentals rather than temporary factors. In this
context, the end-year inflation expectations declined to 7.1 percent,
realizing below the target.

Although domestic demand recorded a great recovery in the first half of
2004, it slowed down significantly in the second half. As a matter of
fact, seasonally adjusted private consumption expenditure and final
domestic demand decreased in the last quarter of the year. Production
growth that was stimulated by the demand for intermediary and
investment goods, and the increase in stocks observed in the first two
months of 2005 indicate that the sluggishness in consumption demand
continues. Unlike previous periods, the composition of consumption
demand shifted from durable items to semi-durable and non—durable
items in the last quarter of 2004. Sales figures in the domestic market
pertaining to the first two months of 2005 support the view that this
change process continues. However, the increase in demand for the
specified consumption goods continues in a controlled manner. Besides,
national income accounts pertaining to the last quarter of 2004 reveal
that the increase in investment expenditures goes on, albeit at a slower
pace. Indicators of the first quarter of 2005 also support this trend. In
this framework, ongoing machinery-equipment investments support the
productivity increases on the one hand; while, on the other hand,
ongoing increases in the construction expenditures boost the total
supply potential. These developments provide room for high rates of
growth without causing any inflationary pressure.

DThis report is prepared by using the data covering the period till 21 April 2005.
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During the same period, cost factors did not pose any risks to inflation,
either. The appreciation of the Turkish lira in the first quarter of 2005
restrained the pressures arising from input costs via reducing the
domestic prices of costly imported raw materials and investment goods.
However, the ongoing upward trend in goods prices In the international
markets may turn into a risk factor for costs in the coming period.
Meanwhile, the rate of increase of real wages accelerated in the last
quarter of 2004, albeit still remaining at low levels. In addition, the
deceleration of productivity increases In the last quarter of 2004
compared to the last three years indicates that unit labor costs will start
to draw support from inflation in the upcoming period.

Forecasts about future inflation continued to be consistent with the
targets; the economy recorded a structural recovery, the agreement to
be signed with the International Monetary Fund (IMF) reached the
finalization phase, progress was made in the negotiation process with
the European Union (EU) and confidence in the current economic
policies increased. In the framework of all these developments, the
Central Bank maintained its cautious and optimistic attitude and
gradually cut interest rates in the first four months of 2005. In the same
period, the Bank also directly intervened in the foreign exchange
market in order to prevent excessive volatility as a response to changes
in international liquidity conditions and risk perception.

In the framework of a confident environment, the fall in risk premium
and the appreciation of the Turkish lira led to a decrease in debt stock.
However, as debt stock is still at a high level, the determination shown
in fiscal discipline and structural reform should be maintained. This is
critical for both ensuring long lasting achievements in terms of the
economic program and the success of the explicit inflation targeting to
be adopted next year.



CBRT MONETARY POLICY REPORT 2005-I

2. Inflation Developments

nflation figures pertaining to the first quarter of 2005 were at

historically low levels. While the cumulative inflation according to the Lrice figures of the
first quarter point to

Consumer Price Index (CPI) with base year 2003 was 2.15 percent in  arecord-low level
. ) : f inflation. Th
the first quarter of the last year, it decreased to 0.83 percent in the SOL?S:?)?nthe Siecial
same period of 2005. As of end-March 2005, annual inflation was CFlageregate ()

. . indicates the lasting
realized below the end-year target. Special CPI Aggregates (SCA) are nature of the fall in
calculated in the framework of the CPI with base year 2003 (Box 2.1), nfation.

The course of the SCA (G) reveals that the downward trend in inflation

does not result from temporary factors (Graph 2.1).

Graph 2.1. CPI and Special CPI Aggregate (G)*
(Annual, %)
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*SCA (G) is calculated by excluding energy, alcoholic beverages and tobacco products, other administered prices, unprocessed food and
indirect taxes from CPI.
Source: SIS.

Outstanding factors with respect to inflation in the January—-March
period can be summarized as follows: (i) the appreciation of the Turkish
lira vis—a-vis foreign currencies, particularly in the December—-February
period, (ii) Value Added Tax (VAT) rebate on the food, health and
education sectors at the start of the year, (iii) price rigidity in the
services sector, (iv) public price adjustments.

The appreciation of the Turkish lira vis—a-vis foreign currencies,
particularly in the December—February period, became the factor
restraining the increases in prices of durable goods that are susceptible
to exchange rate changes. Meanwhile, the ease of quota restrictions on
ready-to—wear clothes and textile products imported from China and the
increased competitiveness in the specified sector are believed to affect
the prices of the clothing and foot-wear group, which recorded a
decrease of 14.55 percent in the January—March period beyond its usual
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seasonal trend. It is anticipated that the said development might exert
downward pressure on the prices of the clothing group also in the
upcoming period.

Meanwhile, the 10 percent—-VAT rebate on the food, health and
education sectors at the start of 2005 restrained price increases in
these sectors to a great extent. This influence is most evident in the
prices of health services, which were adjusted for the next six months at
the start of the year. However, it should be noted that the above-
mentioned VAT rebate has a one-off influence and will lose its impact in
the coming periods (Graph 2.2).

Graph 2.2. CPI and Selected Sub-items
(January-March period, %)
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Source: SIS.

Despite the favorable inflation developments in recent years, the
downward trend was less apparent in the service-intense sectors, and
the price rigidity in the services sector continued in the first quarter of
2005 (see Monetary Policy Report 2004 — III, Box II.1 p.8-9 for details
of the price rigidity in the services sector). Although prices of rent,
restaurant and hotel services decreased compared to the previous year,
they are still above the general level of inflation. In this context,
economic agents in the services sector should take into account the
lasting downward trend in the CPI while devising their pricing schemes
so that the rigidity in these sectors can be broken (Graph 2.3).
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Graph 2.3. CPI and Selected Services Sector Components (Annual, %)
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Another determining factor in inflation in the first quarter of the year
was public price adjustments. The increase made in the rates of Special
Consumption Tax (SCT) on tobacco and alcoholic beverages in
February, was also the main determinant of the prices of alcoholic
beverages. As of the February—March period, the cumulative price
increase in the specified groups was registered as 19.14 percent.
However, this SCT increase was not reflected in prices other than those
of certain foreign tobacco brands. although the quarterly

increase in the alcoholic beverages and tobacco group was realized
above the general level of inflation,
increase of the previous year.

Hence,

it 1s considerably below the

Graph 2.4. International Crude Oil, Manufacturing Industry (PPI) and Transportation (CPI) Prices
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Fuel oil prices, which increased in March due to developments in
international crude oil prices and exchange rate movements, stimulated
price increases in the housing and transportation groups under the CPIL

Moreover, oil prices and exchange rate effects boosted growth in the
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The impact of
the public sector
on the general
price level is
managed through
VAT rebates and
SCT
adjustments.

Developments in
international oil and
raw material prices
determined price
increases in the
manufacturing
industry.



CBRT MONETARY POLICY REPORT
20051

manufacturing industry prices under the Producer Prices Index (PPI),

which is composed of tax—-excluded prices (Graph 2.4). Price

fluctuations in the agricultural sector decreased in the first quarter of

2005 compared to previous years, due to the measurement and scope

changes created by the new indices. In the first quarter of 2005, PPI

inflation was confined by developments in the agricultural sector (Graph

2.5).
Graph 2.5. PPI, Manufacturing Industry and Agricultural Sector Prices (Annual, %)
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BOX 2.1. ANALYSIS OF THE NEW PRICE INDICES (2003=100)

In February 2005, the SIS started to issue CPI and PPI with base year 2003 instead of the CPI and WPI with base year
1994. The aim of using these indices is to reflect better changing consumer preferences and to measure inflation more
accurately by employing new methods and implementations. The new indices bring about significant changes in the
scope of goods, weight of goods, pricing and calculation methods. The number of main expenditure groups, which was 10
in the CPI with base year 1994, became 12 in the CPI with base year 2003 as foods, alcoholic beverages and tobacco
expenditure were divided into two groups and a separate group was devoted to communication services. Other important
changes in the CPI are the inclusion of technological devices such as cellular phones, laptops and DVDs, exclusion of the
imputed rent item, which constitutes a significant part of the housing group, and the increase in the share of energy items
including electricity, natural gas and petroleum products. Meanwhile, along with the PPI, the public/private discrimination
in the WPl is removed, and, more importantly, sales prices have started to be calculated excluding VAT and similar taxes.

Besides, along with the indices with base year 2003, core inflation indicators called, “special CPI aggregates”, have
started to be issued in order to nullify the temporary effects observed in consumer prices and to measure the inflation
trend in the medium and long term. Seven special CPI aggregates have been created in order to be able to detect any
shocks to inflation and to measure their seasonal effects on the inflation trend. The special CPI aggregates are: CPI
excluding seasonal products (A), CPI excluding unprocessed food products (B), CPI excluding energy (C), CPI excluding
unprocessed food products and energy (D), CPI excluding energy, alcoholic beverages and tobacco products (E), CPI
excluding energy, alcoholic beverages, tobacco products, other products with managed prices and indirect taxes (F) and
CPI excluding energy, alcoholic beverages, tobacco products, other products with managed prices, indirect taxes and
unprocessed food products (G)".

Special CPI aggregates are also considered to be important tools that can be used to explain the reasons behind price
changes to the public. Different special CPI aggregates may come to the forefront now and then depending on the quality
of the temporary shocks to inflation. For instance, the effect of a change in unprocessed food products, which may
emerge due to seasonal factors in consumer prices, can be announced to the public by using a price index excluding the
prices of unprocessed food products.

Analysis of the Indices with Base Year 2003 as to the General Inflation Trend and the Pass-through from
Exchange Rates to Prices:

The price indices with base year 2003 brought up the issue of whether the inflation rates for the years 2003 and 2004
obtained from the new indices, which include considerable differences, involve any data that are quite different from the
indices with base year 1994 with respect to the general inflation trend and pass-through effect. Graph 1 shows monthly
and annual rates of increase in CPI's with the base years 1994 and 2003. As shown in the first column of Graph 1, there
is a significant difference between the monthly increases of the two indices in 2003. However, this gap had almost been
closed as of the beginning of 2004. The difference between the annual inflation trends of the two indices at the beginning
of 2004 resulted from the difference between the monthly rates of increase in 2003. In other words, while annual inflation
for 2004 appears to have decreased rapidly according to the CPI with base year 1994, it seems to have increased
relatively according to the CPI base year 2003 and this difference stems from the differences in 2003. Therefore, before
drawing a conclusion about the general inflation trend based on the differentiations in 2003, it should be noted that the
new index was first compiled in 2003 and the year 2003 was a trial period for this index.

Another question that arises with the new indices is the size of the pass-through from exchange rates to prices. The
answer to the question to which extent the developments in exchange rates affect the general price level, which is
measured by using the indices with base year 2003, has two aspects. The first aspect represents the scope of the indices.
Compared to the CPI with base year 1994, the CPI with base year 2003 contains more commodity groups that are
susceptible to exchange rate movements, therefore the pass-through from exchange rates to prices is reflected more
clearly in the CPI with base year 2003. On the PPI side, as prices in the CPI with base year 2003 are tax-exempt; this
index is more sensitive to exchange rates. However, this high sensitivity neither results from the method of price
compilation, nor points to a marked change in economic terms. In order to make a sensible comparison between the CPI
and the PPI, wholesale prices with base year 1994 should be excluded from tax.
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Box 2.1. Graph 1. Comparison Between the Rates of Increase of the Indices with Base years 1994 and 2003
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Source: SIS.

NOTE: Although the index with the base year of 1994 is still being published after February 2005, the goods and services basket of this index is
adjusted to that of the index with the base year of 2003. Therefore, for comparison purposes, the period January 2003 — December 2004 is
utilized, where both indices contain different goods and services baskets.

The second aspect represents time. It is very difficult to make comparisons between the course of the transitivity between former and
new price indices. This is mainly due to the fact that the new index series have not been observed enough to ensure the credibility of
statistical analysis. Hence, the results obtained through these techniques are far from being credible although the known statistical
techniques appear to be applicable from a numerical point of view. In this context, it is difficult to analyze the pass-through effect
without the aforementioned aspect involving the scope of the index. Considering the fact that every numeral technique has its own
limitations, the best approach would be to use the general conceptual framework and predictions of economic theory with caution from
a scientific point of view until an adequate number of observations have been made.

Conclusion

In conclusion, updating the price indices via new methods and applications to reflect consumption and production patterns in the
market is considered to be a favourable development for inflation targeting. In light of the current data and predictions, price indices
with base year 2003 do not incorporate new economic data on the general inflation trend or on the pass-through effect that is not
contained in the price indices with base year 1994. The differences displayed by the two indices as to inflation mainly stem from the
differences between their content and methods. Their effects on the responses of inflation rates to seasonality, developments in
exchange rates and demand will be analysed more clearly when the number of observations increase.
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3. Supply and Demand Developments
3.1. Supply and Demand Balance

In the last quarter of 2004, the Turkish economy continued to grow
compared to the first half of the year, albeit at a slower rate. During this
period, the Gross National Product (GNP) increased by 6.6 percent
compared to the same period of the last year. Despite the relative
slowdown in private expenditure in the last quarter of 2004, the
continuance of rapid increases in exports and the reversal of contraction
trend in public expenditure supported economic growth. In this period,
the rise of the value added of the agriculture and trade sector had a
positive impact on economic growth, while the rate of increase in
industrial production declined compared to the first nine months in line
with domestic demand developments. The high growth rate experienced
throughout 2004 along with the concurrent decline in inflation and the
the
expectations for 2005. According to the Central Bank of the Republic of

achievement of end-year macroeconomic targets improved
Turkey’s (CBRT) Business Survey, the end-year growth expectation for
2005 was realized above the program forecast of 5 percent, which was
set at the beginning of the year. In the second survey period of April,

the expectation was 5.5 percent (Graph 3.1.1).

Graph 3.1.1. Annual GNP Growth Rate Expectations in Tte CBRT Expectations Survey
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Source: CBRT.

Industrial production developments in the January-February period of
2005 and the expectations for March reveal that the high-rated increase
in production also continues in the first quarter of the year. According to
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the Monthly Industrial Production Index issued by the State Institute of
Statistics (SIS), total industrial production rose by 9.7 percent in the
January-February period compared to the same period of the last year.
Analyzing the manufacturing industry by sub-sectors, it is observed that
the slowdown in consumption demand continues, whereas the existing
demand for intermediate and capital goods triggers the growth in
production. Accordingly, intermediate and capital goods imports
increased substantially in this period compared to the same period of the
last year. The increase in non—metallic mineral substances production
that points to a revival in the construction sector and the exports—
originated rises in vehicles production made an outstanding contribution
to manufacturing industry production during the January—-February
period. According to the SIS data, the capacity utilization in the
manufacturing industry was realized as 77.6 percent in January—-March
period of 2005, maintaining its level of the same period of the last year.
Despite rapid increases in industrial production, the same tendency was
not observed in capacity utilization rates because of the expansion in
production capacity as well as investment expenditure in 2004. In the
light of these data, when production and price developments are
assessed together, the significance of ongoing investment expenditure
and the increase in production without imposing any pressure on prices
is better understood.

Graph 3.1.2. Production Tendency Index for the Next three- Month period *
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*The index comprises CBRT BTS next three months indicators of volume of raw material, volume of output and total employment.

Source: CBRT

In January and February 2005, the persisting slowdown in domestic
demand, despite rapid increases in industrial production, led to a rise in

10
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final good inventories. This development is expected to restrict
production increases in the coming period. Accordingly, the production
tendency index for the next quarter, which has been increasing since
December 2004, declined in March (Graph 3.1.2). Considering the
current production tendency, the base effect created by the high
production level in the second quarter of 2004 is expected to manifest
its consequences as of March, leading to a decline in annual growth
rates of industrial production.

Table 3.1.1. GDP Developments by Expenditure Side
(Annual percentage change)

2003 2004
Annua
1 11 111 IV Annual 1 11 111 1\ 1
1- ConsumptionExpenditures 6.9 2.3 5.2 8.0 5.6 11.6 154 5.9 47 9.0
Public 23 20 -7 42 24 26 78 7.0 114 0.5
Private 78 29 58 103 6.6 124 184 73 36 101
Durable Goods 247 106 114 495 24.0 48.0 614 289 57 297
Services 9.6 5.1 76 7.9 75 11.6 15.3 6.1 66 93
Food and Beverages 44 41 57 1.0 41 53 26 0.0 54 28
Semi-dur.& Non-dur. Cons. Exp. 47 -4.5 37 3.8 2.2 8.2 368 183 163 188
2- Fixed capital formation 1.7 6.4 30 192 10.0 57.6 474 261 112 324
Public -348  -146 -22.7 5.0 -11.5 5.9 87 -108 09 47
Private 225 142 164 301 20.3 65.5 631 389 177 455
3- Stock Change* 3.6 55 2.2 12 3.0 25 14 12 25 11
4- Exports of Goods and Services 145 123 194 169 16.0 10.9 17.2 82 144 125
5- Imports of Goods and Services 220 247 283 330 271 313 327 161 196 247
6- Total Domestic Demand 10.9 8.5 70 113 9.3 20.6 214 8.1 85 141
7- Total Final Domestic Demand 7.7 32 47 106 6.5 19.8 229 9.9 6.3 141
8- GDP (Expenditure Side) 8.1 39 55 6.1 5.8 11.8 14.4 53 63 90

*Contribution to GDP growth, percent
Source: SIS.

Analyzing economic growth from the demand side, the slowdown in
domestic demand that started in the third quarter of 2004 also continued
in the last quarter of the year. In the light of seasonally adjusted data,
private consumption expenditure and total final domestic demand
decreased compared to the preceding period. Moreover, for the first
time in the last two years, the contribution of private expenditure to
economic growth remained below the growth rate of the Gross Domestic
Product (GDP) in the last quarter of the year. During this period, despite
the positive contribution of public expenditure to growth, total final
domestic demand grew at the same rate as the GDP, contrary to
previous periods. This development is considered to be a sign of a
slowdown in narrowing of the demand gap in the economy (Graph 3.1.3).
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Graph 3.1.3 Annualized GDP, Total Final Domestic Demand and Private Consumption Expenditures
(1987 Prices)
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Source:SIS.

An analysis of private consumption expenditures in terms of subgroups
shows that the demand composition changed in the last quarter of 2004
compared to previous periods. Expenditures on durable goods, which
were among the leading catalysts of growth in the first nine months of
the year, decreased in the last quarter of the year compared to the same
period of the previous year (Table 3.1.1). Also during this period,
expenditure on semi-durable, non—durable goods and food became the
main factors determining the growth in private consumption expenditure.
The decrease in expenditure on durable goods and weak pattern of
consumption goods expenditure (excluding durables) restrained
pressure on prices.

The above-mentioned tendency in the consumption composition is also
believed to have continued in the first quarter of 2005. The most
updated data point out that the sluggishness in demand for durable
goods, particularly for automobiles, continues. According to data
announced by the Automotive Manufacturers Association (AMA),
domestic automobile sales decreased by 25.9 percent in the January-
March 2005 period compared to the same period of the previous year.
Meanwhile, domestic white goods sales increased by 4.8 percent in the
January-February period compared to the same period of the previous
year. In addition, the developments in the subgroups of industrial
production indicate that domestic demand is mainly based on investment
goods, and the demand for consumption goods grows in a controlled
manner. The specified structure of the domestic demand composition

12
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contributes to the simultaneous sustenance of the disinflation and
growth. Continuance of the disinflation process and increased
confidence in the economy will have a favorable influence on consumer
confidence in the upcoming period. In this respect, domestic sales
expectations of manufacturing industry firms for the next quarter
improved in the first quarter of 2005 (Graph 3.1.4).

Graph 3.1.4 Private Consumption Expenditures and Expected Sales
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Source:SIS, CBRT BTS.

Private investment expenditure continued to increase in the last quarter
of 2004, though at a slower pace, compared to the first nine months of
the year. Both machinery-equipment and building construction
investments were instrumental in the 17.7 percent growth in private
investment expenditure during this period compared to the same period
of the previous year. Besides, data released by the SIS suggest that the
construction permits granted for industrial buildings (area, square
meter) recorded a high-rated increase of 27.7 percent in the last
quarter of 2004 compared to the same period of the previous year.
While the continuance of machinery-equipment investments supports
productivity increases, the steady growth observed in 2004 in building
construction investments enables the establishment of new production
units and the increase of the aggregate supply potential of the economy.
In other words, the ongoing growth in investment expenditure raises the
potential production level and enables rapid, yet non-inflationary
growth.
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