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Dear Shareholders, Distinguished Guests and Vauatdss Members;

Welcome to the 70 Shareholders’ Ordinary General Meeting of the @érBank of the

Republic of Turkey.

Today, | will dwell on the last year’'s economic gram, discussions, and realizations thereon
and the inflation targeting regime, which we haeeided to introduce openly in the period

ahead.



As you know, the exchange-rate-based stabilizgirogram, which was initiated at the onset
2000 and intended to transform the economy stralijiroecame unsustainable due to the
financial turbulences experienced in November 2808 in February 2001. It lasted until the
currency peg system was abandoned in the wakeedfebruary crisis, which was the main

pillar of the program.

After the crisis, a number of opinions appearegnty to explain the causes lying behind the
crisis, the deficiencies of the program, the straitproblems, the timing of the crisis and so

on.

A look into the recent history reveals that delayseforms, fragility of the banking sector,
the fact that problems in the banking system shdwade been resolved well before the
implementation of the program and the lack of fAmaided additional reserve facility were
among the reasons for the crisis. Moreover, thk tdgoublic confidence in the institutions
that designed and pursued policies during thedastears with no avail, and the pessimistic
expectations arising from delay in reforms did atibw the program to obtain the most

wanted results in a desired period of time.

In the wake of the crisis, a new program calledafigition Program for Strengthening the
Turkish Economy” was initiated in May 2001 to renvi¢he 2000 disinflation program and to
reinforce structural elements particularly. Thelgafahis program is to secure the economic
stability and to put the economy on a sustainabtevth path by overcoming the inflation

problem.

However, the conditions, which were valid before thesign and implementation of this
program, are quite different from those of otheevwus programs. The program has two

pillars. The first one is the Central Bank’s fuldependence given by the new Central Bank



Law, and the second one is the implementationesd-floating exchange rate regime. At the
core of the program are the banking and publiciteareforms along with tight monetary and

fiscal policy.

Basically, all these programs have been aiminglitoirgate a structure that has become
unsustainable as a result of wrong policy implemgons without economic rationale.
Getting rid of this apparatus is quite a painfulgass, and you may appreciate that it cannot
be coped with by solely monetary policy. To meettrgets envisaged in the program, every
aspects of the social life, both public and privagector must undergo structural

transformation.

With the new program called “Transition Program &rengthening the Turkish Economy,”
the priority of the monetary policy was to stakgliinancial markets and to support structural

reforms. After that, the primary objective was thiave price stability.

Since restoring the financial system was the maircern of the program, the Central Bank
has provided financial support to the financialteys within the framework of restructuring
process, and then has successfully mopped up tbeseXiquidity so that the liquidity

expansion might not create an inflationary pressure

About TL 21.7 Quadrillion was transferred to statel SDIF banks through outright purchase
and repurchase operations. Therefore, there waseed for banks to resort to overnight
borrowing anymore. After these operations, the it&lat Domestic Assets” on the Central
Bank balance sheet, which denotes the funds prdvidethe system, was estimated to
increase by 130 percent from the end of May uhélénd of the 2001, and the monetary base
was targeted to rise approximately 31 percent ahlyre same period. The estimated increase

of 130 percent corresponded to TL 22.4 Quadrillibme realization was TL 19.4 Quadrillion,



which matched up 10.8 percent of the GNP in 200k difference between the increase in
monetary base and the increase in Net Domesticte\sb@ws clearly that the Central Bank
assumed a great amount of responsibility and ngke liquidity management. By looking at
the year-end figures following such a large-scgberations, we may easily see that the
realizations have fallen below targets and thatGeeatral Bank was very successful in the

conduct of these operations.

In this context, the success of our present angdypolicies will depend on the continuation
of banking rehabilitation by enhancing the quality management and the level of
productivity. The banking system must be reinfordgdtaking measures on supervision,

capital adequacy, and by adopting internationaidsieds and transparency.

The distinctive feature of the new monetary polgyhat it is being conducted under the free-
floating exchange rate regime. With the free-flogtexchange rate regime, the exchange rate
plays no longer a central role as in the case @fpiteviously implemented policies and has

now become an independent variable, which functaenan “effect” instead of a “cause.”

Let me point out here that the currency-peg-basedram had envisaged switching to free-
floating system progressively in the second halthoée-year period. It should therefore be
kept in mind that the current exchange rate regwildach we had to shift to prematurely
before reinforcing the economic fundamentals artieatng stability due to the crisis, is

actually the system that would have been adoptéioe 2000 program had been successful.

Since the free-floating rate regime has no histédribackground in Turkey, market
participants have, at the beginning, had troubl@dapting themselves to the new system.
This can be regarded as completely natural, whenlook at the experiences of many

countries shifting to free-floating regime unexgelty due to crises in the last four years.



This was one of the most important reasons for maicéies occurred in markets in that

period.

| wish to go into details at this point. It is agdeboth in theory and in practice that market
players try to understand the central banks’ astioy considering their announcements and
past implementations. Therefore, not only centrahks’ announcements regarding the
implementation of an exchange rate regime, but tieaconcerns over its future course will
bear importance. Also in Turkey, although the CarBank had made publicly known how
the free-floating exchange rate regime would belémented, the reason the exchange rates
did not stabilize especially in the first few mositivas that this regime did not have any past
record. In other words, how the Central Bank woadd under this regime was somewhat

unknown to market players.

Similarly, the economic agents have tended to aswetheir foreign currency (i) assets in
order to protect themselves from inflation, anl I{abilities being less expensive than those
of Turkish Lira under the currency peg regime. Tisisvhy the high dollarization tendency
brought about rigidities, made the implementatidriree-floating rate regime difficult, and

postponed the stabilization in exchange rates.

Today we are delighted to see that the market pdyave now a better understanding of how
the Central Bank would act in foreign exchange re@rkas the floating rate system gets
established. All in all, the exchange rates haveoime less volatile as a result of a better

adjustment of markets to the current implementation

However, banks have adopted different attitudes tdutmeir own structural characteristics.
The different attitudes were criticized at thatipéy and it was rumored that some market

players had directed the exchange rates as thdyedisn particular, it was speculated on the



discrimination between domestic and foreign barlet. me express at this point that the
Central Bank has been monitoring the markets viargety although it has hardly intervened
in exchange rates since August 2001. The Centrak Beas found out that the different
adaptation rates of domestic or foreign banks ahdgéculties for market players. It must be
underlined once again that such discriminationserous mistake in a country where capital
movements have been freed, foreign exchange restischave been removed, and persistent

savings gap has been supposed to be covered lgrfaagpital for more than 10 years.

Moreover, there were criticisms for compelling bsiria square their short positions within
the framework of the financial system reform, anllas been asserted that such policy would
accelerate the depreciation of exchange rates uhddree-floating regime. On the contrary,
however, it has become obvious that eliminatiorthese short positions has greatly helped

stabilize exchange rates.

At this point, | wish to draw your attention to tfaet that although the free-floating exchange
rate regime came once under intensive criticisthhas/e just mentioned, it should be kept in
mind that what is important for a stable economipibave sound economic fundamentals. If
there is no such environment, it will not be polesito create a stable economy by using

exchange rate or monetary policy only.

Therefore, we do not think it is realistic to apgeb the current program with one-sided
considerations. It is not reasonable either tothedree-floating rate regime as a benchmark
for the success or failure of the program, althoiighay serve as an indicator. It should not

be misinterpreted, making subject to unending disicuns.

Our exchange rate policy is open and clear-cut.\WwlMeby no means interfere in the long-

term equilibrium rate. It is only in the event efiporary and excessive volatility that we will



intervene in exchange rates by informing marketadwance. This can be clearly seen in all

our policy actions pursued so far.

Besides these interventions, the Central Bank resomplanned foreign currency selling
auctions last year in the context of the Treasyngrations to mop up excess liquidity. As the
program started to yield good results in 2002,Gleatral Bank opted for conducting foreign
currency buying auctions to withdraw extra foreigxchange supply arising from strong
balance of payments position and reverse currenbgtisution, and to build up reserves
without distorting long-term tendency and equililoni of exchange rate. As can be seen, all
our foreign exchange operations, either sellingwying, are carried out transparently under a

pre-announced program and in compliance with the-floating exchange rate system.

However, since the exchange rate lost its funcéisran anchor with the new program, we

were faced with a new problem. We had to choosanaanchor for the economy.

Now let me go into some details of the conceptasfchor,” as it is also closely related with

our future monetary policy.

Anchor denotes a variable that is taken as a refereneeanomic decision-making processes.
Every economy absolutely needs such reference .pAintariable is chosen according to
certain predictions made by monetary authority.nTh# economic decisions are based on
this variable, as the confidence of other econamits in the predictions builds up. Decisions
and expectations on prices, wages, and investnaeatshaped around this policy. If there is
no confidence in such anchor or policy, the vagabthosen will lose their function as an

anchor.



It is clear that a reliable anchor is needed ireotd make sound decisions in an economy.
Now let me turn to the variables that we had atdhianchoosing a nominal anchor for the

new program last year.

We were not in a position to use the exchangeast& nominal anchor anymore. It was used
as an anchor under the currency peg regime, whachbleen implemented before the crisis.
Since the currency peg regime was abandoned afategpwith the free-floating rate regime

after the crisis, it was not possible to push ahedld using the exchange rate as a nominal

anchor in the post-crisis period. Therefore, we toadiscard this alternative.

As stated in the program, inflation targeting canbe a nominal anchor in a transitional
period. As | will soon explain in detail, the susseof inflation targeting regime depends on
some pre-conditions and technical preparationse@ilse, we cannot speak of the faintest

chance of success.

As a result, we decided to choose monetary aggregatfunction as a nominal anchor under
the transition program. This choice was a necesHityuggested that backing the financial
sector at that time would not create a monetaryaesion and that the inflation would not be

allowed to raise up.

The monetary base, which was earlier an indicatarget, has become a performance
criterion to reinforce the program. In 2002, theneiary base is targeted to increase by 40
percent as much as the growth rate of nominal matiomcome and the projected inflation

rate. Together with the fiscal discipline and thkeo structural measures, this increase will
adjust the economic agents’ expectations to tlgeetalhe monetary base will be revised only

if the reverse currency substitution continues. ffidenot expect an inflationary pressure to



build up following this revision, since any increas monetary base will originate from a rise

in demand for TL due to favorable inflation expéicias.

Another element is the sustainability of domestbtd, which is not on today’s agenda but
had, in the past, played an important role in tikufe of earlier programs, and in creating
pessimistic expectations. Especially in the firsintins of the transition program, the concerns
about the sustainability of domestic debts perdigige to some setbacks that emerged during
reform process but are now eliminated. Such disonssrendered the monetary policy
implementations ineffective and increased the walpidity of the system. However,
continued fiscal discipline, making debt structulearer, as well as obtaining external
financial support have terminated the discussiomsswastainability of domestic debts over

time.

At this point, | would like to draw your attentida the significance of the expectations for an
economy. Expectation, which is not an abstract ephat all, is based on realizations.

Negative expectations create unfavorable realizati®nd unsuccessful realizations make the
current expectations pessimistic, as the past ivegaxpectations are proved right. Therefore,
it is a vicious circle that must be absolutely mokn order to get the best results from the
policy actions. Favorable realizations are neededbiteak this mechanism. Favorable
realizations will give rise to positive expectasoand will accelerate obtaining positive

results from policy implementations in real terms.

However, expectations are very fragile. Particylanl Turkey, the long-standing instabilities
are shaping the expectations in extremities, empémistic or pessimistic, due to unsound or
invalid reasons in general. This variation in expBons is an important obstacle we are faced

with in the conduct of the Central Bank’s policies.



Looking back over, we all may see that, despite yrarhievements, especially unnecessary
discussions and concerns over the sustainabilitij@program for its future course turned the
expectations into negative by making it difficuti bbtain the desired results from the
program, and by creating a negative process, fgedmitself as a result. What we have
witnessed in this process is that under similarrm@&conomic fundamentals, the differing
expectations could bring the economy into divergeilirium points. For this reason, we

must be very cautious about the expectations.

As of today, we are pleased see from the latesegarthat overall expectations, which turned
into positive in November 2001 for the first timitea a one-year period, are being broken
both in financial and in private sectors. The “Buesis Tendency Survey,” made on real
variables such as employment, income, investmepereditures, has recently shown that the
negative tendencies have already ended, and theybamg changed into positive.
Expectations on exports, which are a significaniaide under the current program, are
keeping their positive outlook for the future. Siamly, the “Inflation Survey,” which is
conducted bi-weekly, has demonstrated that thatiofi expectations are falling down to the
levels we have targeted. Such encouraging tendenogehelping us greatly in the shaping of

our current policies, in making decisions for thaufe.

The economic outlook is giving strong signals ttegt predicted growth target could be hit.
With the downward trend in inflation, declining enést rates will stimulate the economic
growth without creating inflation. In addition, tliecovery in the world economies coming
out from recession will help keep on the same espperformance of the last year despite
unfavorable environment and will positively afféebe growth rate. Re-capitalization is the
final phase of the banking rehabilitation procelsus, banks will be able to provide more

funds to the economy. This is vital for a healthpwth. Moreover, we think that the



economic causes giving rise to reverse currencgtgution would have a positive effect on
the consumers’ demand. However, economic agentddipot aside the past habits, and the
price-setting policies should be based on econdmindations in order to get benefit from

this process.

As | have just touched on, behind these positivpeetations are positive realizations.
Decisive steps have been taken in the restructwinbe public sector on one hand, and in
the rehabilitation of the banking sector on theeothand. Tight monetary and fiscal policies
have been implemented. External financial suppas Ibeen obtained. Consequently,
economic fundamentals have started to invigoratehange rate stability has been achieved
under floating rate regime, and the concerns oversustainability of domestic debts have
come to an end. However, this is a dynamic proasswe should not loosen the grip. Many
more things must be done in order to achieve tla. go the past, we all have paid the price
of the lethargy after the interest rates had dedliand the exchange rate had been stabilized.
We must absolutely refrain from these tendenciekraact to any signs of relaxation. The

public opinion has important duties in this regandl should be well aware of this.

All these efforts aim at achieving a sustainablewgh in the medium-term without causing
inflation, keeping the economy away from potentiabulences, and laying the groundwork

for a productive economy.

As of today, we see that the inflation has receetiiered into a downward trend, which was
in an upward trend due to the depreciation of Rlrkiira and the cost pressure arising from
higher price increases in public goods on one hand,the low performance in agricultural
sector on the other hand. The February 2002 ioflatepresents a turning point in this

process. The CPI inflation in February fell welldye the expectations, and the inflation rate



has declined on an annual basis for the first thimee March 2001. The decline becomes
much more obvious, if food is excluded from thecerindex. Basic factors lying behind this
development are the absence of demand pressursiabiization of Turkish Lira and its
appreciation a bit, the expectations turning indbsifive with the increased credibility of the
program, and the influence of the expectationshenprrice-setting policies. The same trend
persisted in March too. In March, the decline indgrices and in agriculture prices (well
below the average of the last seven years) helpedreéalizations remain below the
expectations, besides the factors bringing theiioih down in February. In March, the WPI
inflation is the lowest of the last 21 years, ahd CPI inflation is the lowest of the last 15

years among the March inflation figures.

The relationship between the exchange rate andaimpetitiveness, as well as the role of the
Central Bank in this regard is also important. Aslvave underlined many times, the primary
objective of the Central Bank is to achieve pritabgity. Preserving competitiveness edge
directly, and targeting an exchange rate accorgiagt not among the duties of the Central
Bank. Therefore, nobody should expect any suchomactiom our Bank. Moreover, the
competitiveness edge depends on many factors dkizer real exchange rate. We may
enumerate the price factors such as unit pricesfit pmargins of export goods, relative
positions, and the structural factors such as to@@mic and social development level based
on macroeconomic performance and qualitative elésngmoductivity level, qualified man-
power, research—development investments, serviee sdle, product standardization, scope
and time in guaranties etc. Exchange rate is simpé/these factors, and is equally important.
However, it should be kept in mind that the competness of a country is best supported by
an environment where price stability is achievat;antainties are decreased, and confidence
is built up. Therefore, it is only in this way thidte Central Bank will support the Turkey’'s

competitiveness edge. This is much more importadtextensive than the exchange rate.



Today, we are faced with important problems inleerifrom the past. The Turkish economy
has suffered from a high and persistent inflation25 years. Although many programs have
been implemented to disinflate the economy in pregod, no enduring structure could have
been achieved except sporadic successes. Thisstanding process has generated a strong
inertia in inflation, and caused the economic agémtshape their behaviors according to past
experiences. All this mechanism has prevented raopednd other policies from being
implemented properly and attaining their goals. Having been supported by structural
reforms, what the earlier program implementationsld have done so far was to avoid

creating bigger problems, and avoid worsening ifuatson.

As a result, a consciousness against inflation n@sbeen formed properly. Living with
inflation has become a way of life. This is becatiseinflation has never been transformed
into hyperinflation in Turkey. Chronic inflation dnts habits have brought about a resistance
against structural reforms. Such climate destraygsas life and is the biggest obstacle for a
stable growth. Therefore, low inflation has becae-condition for the success of all other
policies. Fighting inflation is also very importafior restoring the lost credibility of

governments and institutions.

At this point, I would like to refer to the fighgainst inflation and the Central Bank’s policies

in this regard.

As stated in the program that was initiated in N2&Qp1, and in the new program announced
in 2002, the Central Bank is determining its pelécand decisions in line with the “implicit”
inflation targeting for the moment, and will moveeo to the “official” inflation targeting

regime when necessary conditions emerge lateeiydhr.



Inflation has not been a problem on a global stm@léhe last 10 years. Turkey should not stay
out of this process anymore. Turkey must first defbe high and persistent inflation, which
has caused serious damages in every aspect ofragaad social life for the last 25 years,
before realizing its claim to integrate to the VWpind to become a member of the European

Union.

Structural reforms, rehabilitation of the financgstem and tight monetary and fiscal policies

have so far laid the groundwork for the fight againflation.

In this context, the Central Bank Law was amended®001. The scope of duties and
responsibilities of our Bank has been re-defindtk fask of achieving and maintaining price
stability has become the primary objective of thenttal Bank. Therefore, our Bank is no
longer in a position to assume any other role jémnof the responsibility imposed by the new
Central Bank Law and the seriousness of the ioftaproblem for all the sectors in the

society.

A look into the worldwide practices reveals somgamant aspects in the monetary policy
designs and in the institutional structures of ¢katral banks that are successful in fighting

inflation.

As to the monetary policy designs, we see thatri@icetarget is specified, and is announced
very clearly. The responsibility is shared with tigevernments with varying degrees

according to the nature of the targeted variable.

In this context, many countries are increasinglpmithg inflation as a final target of the
monetary policy, and the responsibility is mainlizased between central banks and

governments. Under this practice, the targetedatioth becomes a nominal anchor.



Expectations are shaped according to the targafedion rate, the changes in the short-term
interest rates to hit the target, the announcenregerding inflation and interest rates, and the
amendments made in the central bank laws to addption targeting. It is obvious that, the
instrument independence of a central bank is teecpndition for changing the expectations
into positive. In other words, central banks shooédin a position to freely use all policy
instruments in order to bring inflation under cohtwithout becoming confused with other

targets.

As to the institutional aspect of central banks, sge that the concepts of “independence,

“transparency,” and “accountability” are gainingaantance.

By looking over all these aspects, we may say @batBank meets all the requirements from
the standpoint of independence, transparency, atability, and institutional design. It is

even ahead of many countries.

As | have just pointed out, our Bank will switchtte inflation-targeting regime shortly in the
context of monetary policy design. With this polioyplementation, the Central Bank will set
an inflation target for a certain period jointly ttvithe Government and announce it to the
public opinion. After that, our policy implementatis will be directed only and only to realize

this target. Our aim is to reduce the inflatiorsitogle digits at the end of three-year period.

However, the success of such policy is linked te theeting of some pre-conditions.
Otherwise, it will not be possible to overcome atithn, the scope of which being so
extensive, touching every sectors of the socidtys tlosely related with almost all policy

implementations, directly or indirectly.



For this reason, before and during the implemeamabf such policy, it is necessary to
maintain fiscal discipline, to achieve exchanges rstiability under the floating rate regime
with minimum intervention of central bank, to rélaly reduce the pass-through of exchange
rate on prices, to increase the efficiency of egerates as a policy instrument on economic
decision-making processes and on inflation, andllfirto break the inertia in the inflation by

abandoning the habits of backward-looking indexgthich is quite important.

By looking at the current situation regarding thpee-conditions, we see that some stability in
the exchange rate has been achieved. The Centnl lBes begun using short-term interest
rates as an efficient policy instrument. Our decision interest rates are completely forward-
looking, and are announced along with the reasBypgdoing this, we consider a number of
variables such as total supply and demand, wagéasnde of payments, public sector prices,
exchange rate, international goods and financiakets, and inflation expectations. Decisions
on interest rates are taken by forecasting howdawelopment in these variables could affect

the future inflation.

Let me remind you here that, contrary to generbéhehe inflation-targeting policy does not

ignore targets such as growth and employment. 8pature, it is out of the question for the
inflation-targeting policy to remain indifferent tihve other macro-economic variables that
should be compatible with the targeted inflationfdct, this understanding is reflected on the

new Central Bank Law.

In this context, expectations are among the mopbrant variables, which the Central Bank
will use for meeting its monetary policy target. bther words, all monetary policy

instruments, specifically short-term interest rateil be used actively to shape expectations.



All these implementations necessitate at the same & very strong technical groundwork
and forecasting modeling. The works conducted hyBank in this area have reached an
advanced level. Our Bank has begun conducting a new bi-weekly tendency survey

intended for financial markets with aim of exparglihe information basis.

Similarly, the Central Bank is gradually phasing as intermediation role as a blind-broker
undertaken in the interbank money and foreign exgbanarkets in order to make our policy
implementations more functional. Our aim is to deabarket players to better evaluate the
interest rate, exchange rate, and counterpart tiskg are exposed to under the market
conditions, by improving the efficiency of the merk Moreover, the Central Bank is in the
process of introducing new arrangements such ds liiguidity window” operations in the

interbank money market, with the aim of ensurin@sth functioning of the system.

Another important point under the inflation-targetiregime is to increase the communication
with the public opinion. To this end, we have bequrblishing a report containing our
inflation analyses and expectations on a regulaisbdn addition, the Central Bank’s
announcements and other informative texts regardurgmonetary policy implementations
can be accessed on our Web Site. Press releastsdréd our decisions are made public

simultaneously.

Having said all this let me leave you with the d@ing conclusion. What we have done so far,
and what we wish to do in the future monetary poiscall destined for providing Turkey with

a better place both economically and socially mtlear future. Achieving social consensus is
vital in this process. The process seems to bagdod painful one. We have no other choice
but to overcome the long-standing inflation problé&ior this reason, the fight against inflation

should not be abandoned to make way for other dersions such as growth, employment,



or exports, as was the case in the past. As weaa observed in the past 25 years, neither a
sustainable economic growth, nor a stable increasemployment and exports can be

achieved, unless the inflation problem is solved.

Thank you all for listening.



