Cenfral Bank of the Republic

1. Overview

Following the elimination of tail risks regarding the global economy,
improvement in risk appetite, which has been ongoing since mid-2012, has
become more pronounced in the final quarter of the year (Chart 1.a). In this
period, concrete steps taken towards the resolution of the Euro Area problems
as well as the favorable developments regarding the US and Chinese
economies were the leading developments that fed info risk appetite. On the
other hand, quantitative easing policies were sustained amid the persisting

weak growth outlook in advanced economies.
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Continued monetary easing at a global scale accompanied by
increased risk appetite led to acceleration in porifolio flows towards emerging
economies (Chart 1.b). The change in the portfolio composition of massive
global funds in favor of emerging economies due to the fall in the relative
riskiness of these countries in the post-crisis period also played a role in this
development. Consequently, capital flows hit high levels as of the beginning of
2013. This has increased the tendency of emerging economies to resort to
alternative  measures other than ftraditional policies, and once again,

highlighted the importance of a flexible monetary policy framework.
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1.1. Monetary Policy and Monetary Conditions

Since the end of 2010, the CBRT has designed and implemented a new
policy framework which takes into account macro financial risks. Policies
implemented in this period aimed at managing macro financial risks without
prejudice fo price stability in the medium term. To this end, additional policy
instruments were developed. Under the new strategy, monetary policy put
special emphasis on containing the potential excessive volatility in domestic
credit and exchange rates caused by capital flows. In this respect, credit
growth has slowed down and exchange rate has aligned closer with economic

fundamentals since end-2010.

Data releases throughout 2012 revealed that the implemented policy mix
has been effective. The composition of growth displayed a healthier outlook,
while the balancing of the economy process became more pronounced. In
fact, current account has contfinued to improve (Chart 1.1.1) and the
contribution of net exports to growth has increased markedly (Chart 1.1.2). The
contribution of both exports and imports has been positive, highlighting the

effectiveness of the measures taken.

Chart 1.1.1. Chart 1.1.2.
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2012 was not only a year of balancing, but also a period of important
achievements on the disinflation front. Inflation followed a downward path
throughout the year, and as of the end of the year, came down to the lowest

level recorded in the last 44 years. Moreover, medium-term expectations have
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recently shown a significant improvement for the first time in a long while

(Charts 1.1.3 and 1.1.4).
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Source: TurkStat, CBRT. Source: CBRT.

Having started to achieve the intended results regarding inflation and
balancing of the economy, monetary policy has adopted a more
accommodative stance since mid-2012. In this respect, the CBRT lowered its
average funding rate gradually since June by increasing the liquidity injected to
the market (Chart 1.1.5). Since September, improvements in the risk appetite
and the more effective use of reserve options mechanism have allowed a
gradual reduction in the upper bound of the interest rate corridor. Meanwhile,
the liquidity provided to the market was further increased, driving the O/N

market rates close to lower bound of the corridor.

Chart 1.1.5.
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Capital inflows have accelerated recently due to the significant rise in
global risk appetite and the relatfive improvement in risk perceptions regarding
Turkey. This has contributed to a faster-than-expected credit growth and
appreciation pressures on the domestic currency. The CBRT has stated that, in
order to contain the risks on financial stability, the appropriate policy response
would be fo keep interest rates at low levels, while continuing with macro
prudential measures. Therefore, the policy rate and the corridor have recently
been shiffed down and a measured tightening has been implemented through

reserve requirement policy.

Despite the reduction in short-term interest rates, the CBRT has maintained
its cautious and flexible stance. In this respect, the MPC has adopted a cautious
stance by highlighting the risks related to pricing behavior due to administered
price hikes and rise in energy prices. Moreover, the MPC has stated that it would
be appropriate to preserve the flexibility in monetary policy on both sides amid
prevailing uncertainties regarding the global economy. Accordingly, it was
reiterated that the impact of the measures taken on credit, domestic demand
and inflation expectations will be closely monitored and the amount of the

Turkish lira funding will be adjusted in either direction, as needed.

Market interest rates, especially the long-term rates declined markedly in
the last quarter due to improvement in the risk appetite and the liquidity policies
pursued by the CBRT. Accordingly, the yields shifted down across all maturities,
while the yield curve has flattened (Chart 1.1.6). Real interest rates have also
decreased markedly, as the fall in nominal interest rate was more
pronouncedthan the decline in inflation expectations. Despite having
increased slighfly in the recent period, the real rates continue to hover at

historically low levels (Chart 1.1.7).
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Chart 1.1.6
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Bank lending rates also continued to decrease amid easing constraints
regarding external finance and the liquidity policy implemented by the CBRT.

Consumer loan rates have maintained a downward trend in line with the

market interest rates. Moreover, the fall in corporate loan rates has become

more significant in the final quarter of the year owing to the reduction of the

upper bound of the interest rate corridor (Chart 1.1.8). Moreover, the tightening

in the credit supply conditions for commercial lending has receded during this

period (Chart 1.1.9).

Chart 1.1.8.
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Chart 1.1.9.
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Tightened Considerably)+100. The index above 100 denotes easing in
lending standards.

Source: CBRT.Source: CBRT.
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As a result of these developments, credit growth has started fo
accelerate during the last quarter of the year (Chart 1.1.10). Accordingly,
annual rate of growth in total credit stock has materialized around 16 percent
at the end of the year, which is slightly higher than the 15 percent benchmark
level set for the medium term (Chart 1.1.11). The trend in fotal credit growth as
of early 2013, implied by the 13-week change in credit volume, is close to the

past 6 years' average.

Chart 1.1.10. Chart 1.1.11.
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Financial conditions index has continued to ease with rapid capital
inflows, improving credit supply conditions and accommodative liquidity policy
(Chart 1.1.12). These developments point to the risk of further acceleration in
the growth of credit and domestic demand in the forthcoming period,
necessitating a cautious stance against macro financial risks. Therefore, in its first
monthly meeting of 2013, the MPC pointed to the faster-than-expected growth
of credit and signaled that macro prudential measures might be continued

should this frend persist.
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Chart 1.1.12.
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1.2. Macroeconomic Developments and Assumptions

Inflation

Inflation undershot the forecasts in the last quarter of 2012, and stood at
6.2 percent at the year-end (Chart 1.2.1). This lower-than-envisaged rate in
inflation was mainly driven by the developments in unprocessed food prices,
which were stated to pose downside risk on inflation in the October Inflation
Report. Meanwhile, core inflation indicators were broadly consistent with
expectations. Thus, inflation remained within the uncertainty band

(3-7 percent).

Chart 1.2.1.
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Source: TurkStat, CBRT.
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Cumulative effects of the previous year's exchange rate and import price
movements waned gradually. This accompanied by the ongoing slowdown in
domestic demand led to a sustained fall in the annual rate of increase in core
goods prices. Meanwhile, prices of services continued fo follow a mild course
(Chart 1.2.2). Against this backdrop, core inflation indicators maintained a

downward frend (Chart 1.2.3).

Chart 1.2.2. Chart 1.2.3.
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Supply and Demand

Third-quarter national income data point that domestic demand
conditions have remained weak due to private investment demand. Private
consumption, which displayed an increase for the first time in a protracted
period, limited the slowdown in the final domestic demand. Nevertheless,
demand conditions followed a slightly weaker course compared to the
projections in the October Inflation Report (Chart 1.2.4). Data regarding the last
quarter of the year indicate a mild pick-up in consumption and investment
demand as envisaged. Accordingly, output gap forecasts regarding the
second half of 2012 are slightly revised downwards compared to the previous

reporting period.
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Chart 1.2.4.
2012Q3 Final Domestic Demand: Forecast and Realizations
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Meanwhile, easing financial conditions due to the recent rise in capital
inflows may result in a higher-than-expected growth in final domestic demand
in the first half of 2013. Indicators for orders, loans and other leading indices also
support this outlook. Accordingly, projections are based on a stronger domestic
demand outlook for the first half of 2013 compared to the previous reporting

period.

On the other hand, external demand remains subdued. Global growth
projections remained broadly unchanged in this period; hence there was no
significant revision in the export-weighted global growth index (Chart 1.2.5).
Accordingly, forecasts are based on an outlook that entails a mild increase in

exports driven by market and product diversification as in the previous Report.

Chart 1.2.5.
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In short, in line with the developments in domestic and external demand,
the contribution of aggregate demand conditions to disinflation is envisioned o
be larger in the second quarter of 2012; but smaller at the start of 2013
compared to the previous reporting period. Overall, given the lagged effects
on inflation, the revision in the output gap did not bring about a noticeable

effect on the end-2013 inflation forecast.
Energy, Import and Food Prices

The outlook for import prices remained broadly unchanged in the inter-
reporting period (Chart 1.2.6). The assumption for average oil prices for 2013,
which was USD 107 in the October Inflation Report, was slightly revised upwards
fo USD 108 in line with the futures prices. Due to the favorable course of non-
energy import prices, the assumption for import prices was slightly revised
downwards in the inter-reporting period. However, this revision led to no
significant effect on the inflation forecast for 2013 (Chart 1.2.6). Meanwhile, the
assumption for the annual rate of increase in food prices was preserved at 7
percent as it was in the previous report. In other words, the favorable course of
unprocessed food prices in 2012 was assumed to come to a halt in the

forthcoming period.

Chart 1.2.6.
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Fiscal Policy and Tax Adjustments

Developments in fiscal policy and tax adjustments in the last quarter were
broadly consistent with the assumptions laid down in the October Inflation
Report. Effects of the adjustments in tobacco products on inflation in January
proved to be as expected. Furthermore, the year-end budget balance was

consistent with the targets revised in the MTP.

Medium-term projections are based on the assumption that no additional
tax adjustments will be infroduced to tobacco and energy products in the rest
of the year. On the other hand, other tax adjustments and administered prices
are assumed fo be consistent with inflation targets and automatic pricing

mechanisms.

Regarding the fiscal outlook, medium-term inflation forecasts take the
revised projections of the MTP as given. Accordingly, it is assumed that fiscal
discipline will be preserved and the structural budget balance will not display a
notable change in the forthcoming period. Thus, there has been no change in

end-2013 inflation forecast stemming from fiscal policy.

In short, assumptions underlying inflation forecasts and external conditions

were broadly kept unchanged.
1.3. Inflation and Monetary Policy Outlook

Inflation forecasts assume that monetary policy decisions are data
dependent. In other words, it is envisaged that credit and exchange rates
follow a stable course and aggregate demand conditions are kept at levels
that do not exert upside pressures on inflation. Accordingly, in response to
incoming information regarding price stability and financial stability; short-term
interest rates, liquidity instruments, and macro prudential measures are set in a
flexible and coordinated way. Therefore, forecasts envisage an outlook where
macro financial risks arising from the recent surge in capital inflows are

contained.

Forecasts are based on the assumption that annual loan growth rate will
hover around 15 percent and there will be no significant change in the real
effective exchange rate. Accordingly, inflation is expected to be, with 70

percent probability, between 3.9 and 6.7 percent (with a mid-point of 5.3
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percent) at the end of 2013, and between 3.1 and 6.7 percent (with a mid-
point of 4.9 percent) at the end of 2014. Inflation is expected to stabilize around

5 percent in the medium term (Chart 1.3.1).

Chart 1.3.1.
Inflation and Output Gap Forecasts
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Source: CBRT.

In sum, inflation forecast for end-2013 was maintained at 5.3 percent, as
there has been no maijor revision in factors affecting inflation outlook during the

past quarter.

Inflation is expected to resume its downward trend after a limited rise in
January due to tobacco price adjustments. Although inflation may increase
temporarily in May and June due to base effects in energy prices, it will
continue to decline in the following months, ending the year at 5.3 percent.
Core inflation indicators are expected to display a steady downward path and

go below 5 percent at the end of the year.

Although, there has been no change in the year-end inflation forecast,
inflation is expected to be lower than the path presented in the October
Inflation Report in the short term due to the benign course of unprocessed food
prices (Chart 1.3.2). Since, the fall in unprocessed food prices is assumed fo be
temporary; the favorable impact of unprocessed food prices on headline
inflation is expected to die out gradually. Consequently, the forecast
approaches to the path presented in the October Inflation Report by the end of
the year.
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Comparison of October 2012 and January 2013 Inflation Report Forecasts

Chart 1.3.2. Chart 1.3.2.
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Chart 1.3.3 presents the revision in the output gap forecasts. The output
gap is revised upwards for the first quarter of 2013 due o recent acceleration in
capital inflows and credit growth. However, it is assumed that policy measures
will drive the output gap and credit path closer to the October forecast in the

second half of the year.

The main message of the forecast is that a cautious monetary policy
stance is warranted in order to keep inflation close to the target at the end of
2013. The forecast is based on an outlook where the CBRT does not tolerate
excessive volatility in credit and exchange rates, and thus macro financial risks
are contained. In fact, notwithstanding the recent faster-than-expected growth
in credit, forecasts envisage that credit growth will hover around 15 percent.
Keeping credit growth at robust and plausible levels will support both price

stability and financial stability.

It should be emphasized that any new data or information regarding the
inflation outlook may lead to a change in the monetary policy stance.
Therefore, assumptions regarding the monetary policy outlook underlying the
inflation forecast should not be perceived as a commitment on behalf of the
CBRT.

1.4. Risks and the Monetary Policy

Although global risk perceptions have improved considerably in the
recent period, persisting volatility in the cross border capital flows necessitate

monetary policy fo be flexible on both sides. Ongoing monetary expansion in

Inflation Report 2013l 13



Cenftral Bank of the Republic

advanced economies, commitment to maintain this policy until economic
indicators improve, and increasing global risk appetite have been the major
factors leading to an acceleration in capital flows to emerging markefs.
Nevertheless, the deleveraging process in advanced economies may impede
the recovery in the economic activity and thus slow down the improvement in
the budget balances. In fact, despite steps taken to resolve problems in the
Euro Area, outlook for credit markets and economic growth remains weak.
Meanwhile, uncertainty indices regarding the economic policy in major
advanced economies are still at high levels. Overall, although fragilities
regarding global economy have eased considerably in the recent period, they
remain fo be important. Therefore, it is likely that the recent improvement in the
risk sentiment may reverse course in the forthcoming period. Should such a risk
materialize, the CBRT will take necessary measures via the flexible policy

framework it has developed.

Accelerating capital inflows and weak global economic outlook may
aggravate macro financial risks, should they persist for a while. The recent
policies pursued by the CBRT aim fo prevent the build-up of risks arising from
long-lasting capital inflows. In this respect, in order to prevent rapid credit
growth and appreciation pressures, short-term interest rates are kept at low
levels while tightening through reserve requirement policy. Macro prudential
measures will continue to be taken, should the recent global trends persist and

credit growth expectations exceed 15 percent for a long period.

On the other hand, aggregate demand and commodity prices may
increase faster than expected and monetary policy may normalize in
advanced economies, should measures taken towards the solution of problems
regarding the global economy be completed sooner and more decisively than
envisaged. Materialization of such a risk would increase pressures on inflation,

and thus require a tightening using all policy instruments.

To sum up, the policy framework designed by the CBRT to balance macro
financial risks, coupled with the rich set of instfruments it has developed, offers a
flexible framework to contain the impact of global shocks on the domestic

economy.

Unprocessed food prices confinue to pose risks regarding inflation
outlook. Developments in unprocessed food prices were the main factors

explaining the lower-than-expected inflation in 2012. The possibility of this frend
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reversing in 2013 poses an upside risk on inflation. The CBRT will not respond to
volatility in unprocessed food prices, yet will deliver the necessary tightening
should this lead to a persistent increase and deterioration in the pricing

behavior.

The CBRT monitors fiscal policy developments and tax adjustments closely
with regard to their effects on the inflation outlook. Forecasts presented in the
baseline scenario take the framework outlined in the MTP as given. In this
respect, it is assumed that fiscal discipline will be sustained and there will be no
unanticipated hikes in administered prices. A revision in the monetary policy
stfance may be considered, should the fiscal stance deviate significantly from
this framework, and consequently, have an adverse effect on the medium-term

inflation outlook.

Prudent fiscal and financial sector policies are crucial for preserving the
resilience of our economy against existing global imbalances. Strengthening the
sfructural reform agenda that would ensure the sustainability of the fiscal
discipline and reduce the savings deficit would support macroeconomic
stability in the medium term. This will also provide more flexibility for monetary
policy and improve social welfare by keeping interest rates of long-term
government securities persistently at low levels. In this respect, steps towards
implementation of the structural reforms envisaged by the MTP remain to be of

utmost importance.
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What Should be the Plausible Rate of Growth for Loans in Turkey?

The increased importance of financial stability after the global crisis put more
weight on loans as a significant element of the policy design. The strong relation
between current account balance and net loan utilization in Turkey attaches
even more weight to loans in terms of macro financial risks. In fact, recently, the
CBRT has frequently expressed the significance of a robust and sustainable loan
growth regarding the stability of the financial system. At this point, the issue of a
robust rate of loan growth in Turkey gains importance. Kara et al. (2013)
confribute to debates on this issue by an extensive analysis of historical trends in
other countries. This Box summarizes findings of this study and derives a plausible
loan growth rate for Turkey.

Loans and Financial Stability

Loans to national income (K/Y) and loan growth rate (AK/K) are frequently used
as financial stability indicators in the literature. Meanwhile, the CBRT attributes
special importance to the ratio of the change in loan stock to national income
(AK/Y), which is a combination of the above variables. The AK/Y variable is a joint
indicator showing the net loan utilization compared to the national income by
aggregating information on loan growth and the size of loans to national income.
Hence, it contains significant information regarding financial  and
macroeconomic stability. The AK/Y variable is an indicator showing the growth of
indebtedness relative to income. Furthermore, it is also closely related to current
account balance, thus implying that loans may act as an important instrument in
containing current account volatilities. In view of the fact that the current
account deficit, which is already high, will remain elevated for a prolonged
period of time due to structural factors, loans gain even more significance.

Plausible Rate of Net Loan Utilization

Kara et al. (2013) analyze countries which passed the currently registered K/Y
value of 55 percent in Turkey by using the World Development Indicators dataset.
The study aggregates information on the course of net loan utilization in countries
which steadily passed the K/Y ratio of 55 percent, and accordingly, makes
inferences on possible reference values for Turkey.

Chart 1 shows the yearly mean and median values of AK/Y ratios for countries
with K/Y exceeding 55 percent. The Chart depicts that the historical path
fluctuates around a constant mean and displays no apparent downward or
upward frend. This finding indicates that the CBRT's recent communication policy

16 Inflation Report 2013-



Central Bank of the Republic

highlighting AK/Y regarding financial stability is appropriate. In fact, historical
evidence presenfed in Chart 1 shows that AK/Y ratios follow a horizontal course
after countries reach the loan deepening level, which was hit by Turkey in 2012.
Hence, loan policies should be based on the ratio of net loan utilization to

income.

Chart 1. Course of Net Loan Utilization/GDP in Countries with Loan/GDP>

55 Percent™
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*All countries in the dataset are included in the analysis regardless of their income level. The horizontal
axis shows the number of years after loan to GDP ratio exceeds 55 percent. The left vertical axis denotes
the course of mean and median values for K/Y over 47 years. The right vertical axis displays number of
countries.

Source: World Bank, CBRT.

The course of loans is heterogeneous across countries. Therefore, instead of a
single mean, the analysis should be based on a distribution reflecting an interval
for AK/Y. Accordingly, the selected 25 countries are ranked according to the
mean of their AK/Y ratios, thereby obtaining the 25t and the 75" percentile
values. Consequently, the reference interval between 6.7 percent and 10.6
percent for AK/Y is constructed.!

Loan Growth

The implied loan path and loan growth for the obtfained AK/Y value can be
calculated under various assumptions. Since the initial point for Ki/Y: (55 percent),
the constant AK:/Yt value (between 6.7 and 10.6 percent) and the nominal GDP
growth rate, g¥ (10 percent over 20 years) are known, the future path of Ki/Yt can
be reached using the computed values from the previous iteration. Hence
implied loan growth ratios can be found by the below equation:

K, K.y 1 AK,

=t
Y, Yo, (A+g") VY,

'In constructing the reference AK/Y interval, 20-year means of the selected 25 countries with a minimum of 20 years of
observation after reaching 55 percent in K/Y are used.
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Chart 2. Loan/GDP and Net Loan Utilization/GDP in Selected Countries*
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Source: Authors’calculations.

20-yeor projections for loan deepening and loan growth, which are derived from
AK/Y ratios in Chart 2.0, are displayed in Charts 2.b and 2.c. Accordingly,
assuming that AK/Y ratios are stable at 6.7 percent and 10.6 percent, at the end
of 20 years, K/Y ratios reach 71 percent and 107 percent, in furn. Loan growth rate
for 2013 corresponding to the 25" and the 75t percentile is about 13.5 percent
and 21.3 percent, respectively. However, it should be noted that these values
partially include the pre-crisis period which experienced rapid loan growth. The
global crisis proved that rapid loan growth is a crucial risk factor on financial
stability. Hence, the reference loan growth rate should be constructed cautiously
and be close to the lower bound of the above interval. Moreover, in view of the
persistently high current account deficit in Turkey, loan utilization should be

freated carefully for macro financial risks to be balanced.

In sum, the 15-percent loan growth rate uttered by the CBRT is considered o be
plausible and robust. When expressed in terms of AK/Y, this rafio corresponds to
7.5 percent. In other words, the level of AK/Y (loan growth/GDP) which supports
financial stability in our country is estimated to be 7.5 percent. Lastly, as also
shown in Chart 2, loan growth rate should be gradually reduced in the coming

years in order for AK/Y ratio to stabilize around 7.5 percent.
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