
The Central Bank of the Republic of TurkeyThe Central Bank of the Republic of Turkey

MONETARY POLICY REPORT

20032003
OCTOBEROCTOBER



 
 

 

OCTOBER 2003         I 

CBRT                                                                                       MONETARY POLICY REPORT 

 
CONTENTS 

I       INTRODUCTION                1 

II.     DEVELOPMENTS IN INFLATION     4 

III.    DEVELOPMENTS IN SUPPLY AND DEMAND     12 

 III.1. Domestic Demand     12 

 III.2. Foreign Demand    15 

 III.3. Supply Developments    16 

 III.4. Predicted Capacity Pressure    18 

 III.5. Cost Pressure     18 

IV.   DEVELOPMENTS IN FINANCIAL MARKETS    21 

 IV.1. General Framework of Monetary and Exchange Rate Policy  21 

 IV.2. Banking and Credit Developments  32 

V.       PUBLIC FINANCE    34 

 V.1. Developments in Debt Stock   35 

VI.     OUTLOOK       40 

 VI.1. Demand and Cost Factors   40 

 VI.2. Cost Factors     42 

 VI.3. Monetary and Fiscal Discipline   44 

 VI.4. Inflation Expectations and Other Risks    45 

  

  
 



 
 
CBRT                                                                                      MONETARY POLICY REPORT 
 
 

 
 
OCTOBER 2003         1 
 
 
 

I. INTRODUCTION 
I.1. . General Assessment 
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II. Developments in Inflation 
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Figure II.1. CPI, Annual Inflation (1994=100) 
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Figure II.2. Seasonally Adjusted CPI Inflation 
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1 Due to their distinctive inflation dynamics, food prices and public prices can act contrary to the macroeconomic conditions and 
general inflation trend. Therefore, it is advisable to study price increases in these groups separately in order to be able to reach an 
accurate analysis of inflation in certain cases. 
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conditions 

developed in 
favor of the 

decline in 
inflation in the 

aftermath of the 
Iraq war.
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Figure II.3. The Impact of Exchange  Rate on Private Manufacturing Sector and Durable Goods Price Increases* 

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

J F M A M J J A S S
1100000

1200000

1300000

1400000

1500000

1600000

1700000
Exchange Rate
TL / USD (Right Axis)

Priv. Man. Industry
(Seas. Adj. 3-month moving 
average)
.

Durable Goods
(Seas. Adj. 3-month moving average)
.

 
*The series other than the exchange rate is the 3-month moving average of the seasonally adjusted inflation. Private manufacturing prices are 
not seasonally adjusted since they don’t follow a seasonal pattern. 

The favorable 
impact of the 
appreciation 
of  Turkish 
lira is most 
clearly 
observed in 
Wholesale 
Prices Index. 
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Figure II.4. Food and Agricultural Price Increases, Seasonally Adjusted* 
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* evsimsellikten Arındırılmış Oranların Üç Aylık Hareketli Ortalaması 

 

Grafik II.5. TÜFE, Kamu Kontrolünde Olan ve Olmayan Fiyatlar (Yıllık Yüzde Değişim) 
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Another factor 
that played a 
role in the 
decline in 
inflation is 
that domestic 
demand has 
not yet 
reached a level 
that might 
strain 
production 
capacity. 

Fiscal and 
monetary 
discipline 
that came 
along with 
the 
program is 
the most 
important 
factor in 
the decline 
in inflation.

Public pricing 
policy is 
important for the 
program from two 
aspects: First, 
fiscal discipline 
that is 
indispensable for 
the economic 
stability and the 
second, struggle 
with inflation that 
is the most 
important 
problem of 
Turkish economy.
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Figure II.6. Inflation Expectations and CBRT Short-term Interest Rate 

15

20

25

30

35

40

45

50

55

60

J F M A M J J A S O N
15

20

25

30

35

40

45

50

55

60

CBRT Short-term Interest Rate 
(Compound, Average)

Year-end Inflation Expectation

Inflation Target

 

The CBRT 
eased short-
term interest 
rates 5 times 
in June-
October 
period. 
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BOX II.1. INFLATION TARGET AND EXPECTATIONS 

Inflation expectations and the way these expectations are formed have an important influence on inflation 
dynamics. Especially, in stabilization programs, in which inflation is reduced gradually, managing 
expectations in line with the inflation target is crucially important for the success of the program. 

In economies that have been exposed to high and volatile inflation for long periods, inflation expectations 
are mostly backward-looking and are affected dramatically by past inflation figures. Therefore, the ability of 
targeted inflation rates announced to steer expectations remain limited. In such a case, the social costs of 
disinflation process become higher. In cases where there is firm confidence with the stabilization program 
and inflation expectations are formed in a forward-looking manner, the economic agents take into account 
the targeted inflation rates while making decisions. Thus, both the costs of reducing inflation are eased and 
the effects of exogenous shocks of temporary nature remain comparably limited.  

Within this framework, in the period from the turn of 2002, when the CBRT initiated an active struggle with 
inflation and implemented an implicit inflation targeting strategy, till today, to what extent the inflation 
expectations were steered in line with the targeted inflation becomes an important question. 

Target Inflation, Actual Inflation and Expected Inflation 

The CBRT Expectations Survey, which has been conducted since August 2001, compiles the estimations 
and expectations of representatives from the finance sector and real sector about the consumer prices 
inflation for the current month, for the next two moths, for the end-year and for the next 12 months. It is 
observed that while expectations about inflation for the current month and the next two months are 
susceptible to past inflation rates and cyclical developments, and are very easy to fluctuate; expectations 
about inflation for end-year and for the next 12 months tend to follow a comparably stable course. In order to 
achieve an observation free from temporary factors, the degree of compliance of inflation expectations with 
the inflation path that is drawn according to the targeted rate is inspected by using the expectations over the 
next 12 months series. 

Figure 1 shows expected inflation over the next 12 months, annual inflation and the inflation path drawn in 
accordance with the end-year targets as contained in the CBRT Expectations Survey.1  While annual 
inflation indicates the percentage increase in CPI compared to the same month previous year, the targeted 
inflation path and expectations are for the next 12 months. As depicted in the figure, inflation expectations 
for the next 12 months have always remained between the targeted inflation rate and the past inflation rate. 
In other words, economic agents take into account the targeted inflation rate but also consider the actual 
inflation rates while forming their expectations. It is observed that while expected inflation rates were much 
closer to the targeted path in 2002, in the first couple of months in 2003, which was marked by the war in 
Iraq, it converged to the past inflation rate. 

 

Figure 1. Inflation Expectations and Inflation Target 
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Source: CBRT Expectation Survey, SIS 
(*) The path is consistent with the year-end inflation targets, (**)CBRT Expectation Survey 1st  period results for 12 month ahead CPI inflation 
expectations. 

    
1 As inflation targets are for end-year, a simple interpolation method has been employed in order to establish an inflation path that is compatible  

with the end-year target. 
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In order to have a better understanding of the relationship between inflation expectations, targeted inflation and 
the actual inflation rate, a simple empirical study has been conducted and a regression analysis has been 
established, in which the dependent variable stands for the expected inflation for the next 12 months. In this 
equation, expected annual inflation rate for the next 12 months is explained by the end-year target and the 
inflation path that is drawn in line with the end-year target. Such an approach is believed to succeed in catching 
the effect of actual inflation and targeted inflation on inflationary expectations. 

Table 1 shows the details of the estimation results. The equation has been estimated imposing the restriction that 
the sum of coefficients of the two explanatory variables are equal to 1.2 It is observed that in the estimation 
period, inflation expectations are largely derived by the inflation path that is consistent with the inflation target. 
As the number of observations is quite limited, it is not possible to completely rely on this result, however, the 
study still gives us a hint that the participants expect that the downward trend in inflation will continue in line 
with the targeted rate in the long run. 

 

 
Table1. Inflation Expectations Estimation Results (*) 
Explanatory Variables (**) (I) (II) (III) 

Inflation Path Consistent with the Target  0,84 0,74 0,70 

Past Inflation 0,16   

Annualized CPI (***) (last 3 months)  0,26  

Annualized CPI (***) (last  6 months)   0,30 

(*) Sample: Dec. 2001-Oct. 2003 
(**) The sum of the coefficients is restricted to be equal to 1 
(***) Annualized figures for 3 and 6 months moving average of seasonally adjusted monthly CPI inflation 

 

An alternative approach for measuring the relative impact of inflationary expectations is using the near-past 
inflation rates (like the averages of the last 3 or 6 months) instead of the inflation rates of the past 12 months and 
repeating the above regression analysis. Actually, the economic agents are generally affected by the rise in prices 
in the last couple of months rather than in the last 12 months. Within this context, when the annualized 
seasonally adjusted monthly inflation series for the last three-month or six-month periods are included in the 
regression instead of the annual inflation series, it is observed that the impact of targeted inflation rate on 
inflationary expectations head down compared to the first equation (from 84 to 70 percent), but still remain high 
and significant. 

Conclusion 

The above-mentioned findings show that while forming inflationary expectations, economic agents take into 
account the inflation path that heads down in line with the targets, as an important parameter. In other words, 
while past inflation rate still holds as a statistically significant variable, it is observed that the economic agents, 
who participated in the Survey, base their estimations on the assumption that the annual inflation will gradually 
decrease parallel to the targeted inflation path. 

 

 

 

 

    
2 In cases where the sum of the coefficients has not been restricted to 1 and  are estimated separately, it has been found out that the coefficients 
of both the past inflation and the inflation path consistent with the targeted rate were statistically significant in all specifications.   
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III. Developments in Supply and Demand 
III.1. Domestic Demand 
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Figure III.1. 1. Annualized GDP, Total Final Domestic Demand and Private Consumption Expenditures 
(1987 prices) 
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The limited 
increase of total 
final domestic 
demand whose 
rate of increase 
remained below 
the growth rate 
of GDP,  limited 
the price 
increases as a 
result of lack of 
demand 
pressure on 
consumer 
prices. 
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Table III.1.1. GDP Developments by Expenditure Side (Annual Percentage Change) 
    2002 2003 
    I II III IV Annual I II First Half 
1- Consumption Expenditures -1.5 3.1 3.4 4.3 2.4 5.6 1.9 3.7 
   Public  2.2 2.6 12.0 4.5 5.4 -3.0 -2.9 -2.9 
   Private  -1.8 3.2 2.5 4.2 2.0 6.5 2.5 4.5 
     Durable Goods    -7.0 8.7 1.8 6.2 2.1 20.4 10.7 15.6 
     Services     2.4 11.1 9.1 10.9 8.7 10.9 6.1 8.2 
2- Fixed Capital Formation -28.8 -2.3 5.9 22.2 -0.8 9.3 5.5 7.1 
   Public  -18.1 3.0 29.8 22.7 14.5 -37.8 -11.3 -19.8 
   Private  -30.9 -4.2 -3.7 21.8 -7.2 20.4 11.9 15.5 
3- Stock Change* 6.7 12.2 3.9 6.0 7.0 5.6 4.2 4.8 
4- Exports of Goods and Services 10.4 5.0 15.8 12.3 11.0 14.5 12.5 13.4 
5- Imports of Goods and Services 2.1 20.3 19.3 22.1 15.7 23.9 20.2 21.9 
6- Total Domestic Demand -1.0 14.9 8.2 14.7 9.2 11.6 6.7 9.0 
7- Total Final Domestic Demand -7.5 1.9 3.9 8.1 1.7 6.3 2.7 4.4 
8-GDP (Expenditure Side) 2.1 8.9 7.9 11.4 7.8 8.1 3.9 5.8 
*Contribution to GDP growth, percent 
Source: SIS 

 

Figure III.1.2. Food, Semi-durable and Non-durable Consumption Goods Expenditures 
(1987 prices, annual percentage change) 
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Figure III.1.3. Domestic Demand Tendency Indices for the Next and Last Three Months Periods 
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Expenditure 
measures 
expanded due to 
the target of 
primary budget 
surplus, which  
is determined 
within the 
framework of 
the current tight 
fiscal policy, led 
low levels of  
public sector 
consumption 
and investment 
expenditures. 



 
 

 

OCTOBER  2003         15 

CBRT                                                                                        MONETARY POLICY REPORT 

��� ������� ��� ���� ��������� �������������� �

�	���� ��� ���� ������
�

�������������
����
�������������������������	��
�����2��	��	����
��

�	�� �	���	��� ��� ���1��� ���� 456�� 5������� ������
�� 7�	���� �5�7"�

��
���	������	����������	�
���	���������������
���������������	��

������������
������������	����	������������������������������������	�

�'��	����� ! �" �

III.2 Foreign Demand 

��� ���� ��	��� ��� 8����	�(/
����	� ������ 
�		���� �

����� 	�������� �� ��

���
�� ��� 97� �����	� :� ������ �'��	�� ��� � !" � ���� ���
�� ���� ������

	�������� �	��� ���� 	��� ��� ��	���� �	���� ���
�� ���� ���� �
	����� �� ����

������������������	�� �

�

Figure III.2.1. Current Account Balance / GNP (percent) 
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Figure III.3.1. Composite Leading Indicator Index (MBONCU-SUE) 
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Figure III.3.2. Production Tendency Indices for the Next and Last Three Months Periods 
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Figure III.3.3. Annual GNP Growth Rate Expectations in the CBRT Survey of Expectations (percent)  

3.0

3.5

4.0

4.5

5.0

5.5

J a nuary Februa ry Ma rc h April May J une J uly Augus t Se ptem. Octo . No vem.

2003

Annual GNP  Gro wth

2003 Target

 
Source: CBRT 

III.4. Predicted Capacity Pressure 
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Measurements 
regarding output 
gap which are 
calculated by the 
CBRT indicate 
that currently 
Turkish economy 
is below the 
potential 
production level.
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Figure III.4.1. Output Gap / Potential GDP (percent) 
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Source: CBRT 

 
III.5. Cost Pressure 
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Table III.5.1. Employment, Real Wages and Productivity Developments in the Manufacturing Industry 
(Percentage Change Compared to Previous Year’s Same Period) 

 2002 2003 
  I II III IV Annual I II First Half

Employment(1) -6.9 0.1 3.4 6.0 0.6 5.0 1.6 3.2
    Public -11.4 -12.0 -8.0 -5.1 -9.1 -4.1 -6.5 -5.3
    Private -6.1 2.3 5.5 7.8 2.3 6.2 2.7 4.4
Real Wages(2) -15.9 -4.2 -2.7 -0.5 -5.4 -1.0 -5.4 -3.2
    Public -12.6 5.9 4.1 6.9 1.4 -2.5 -8.9 -5.7
    Private -15.1 -3.2 -1.1 1.1 -4.2 0.8 -2.8 -1.0
Productivity(3) 10.3 10.4 7.0 6.6 8.6 4.6 4.1 4.4
    Public 15.7 22.4 20.7 8.0 16.4 4.7 8.2 6.4
    Private 9.6 9.0 5.0 7.9 7.8 5.5 4.1 4.8
Earnings(4) -17.4 -4.5 -6.5 -2.2 -8.0 -5.5 -10.7 -8.1
    Public -14.7 4.4 -2.3 7.0 -2.1 -3.5 -12.3 -7.9
    Private -16.4 -3.6 -4.3 -1.6 -6.8 -4.5 -8.7 -6.6
(1) SIS, Manufacturing Industry Production Worker Index, 1997=100 
(2) SIS, Manufacturing Industry Real Wages Index per Production Hours Worked, 1997=100 
(3) SIS, Manufacturing Industry Partial Productivity Index per Production Hours Worked , 1997=100 
(4) SIS, Manufacturing Industry Real Earnings Index per Production Worker, 1997=100 

Decline in unit 
wages 
contributes to the 
deceleration of 
price increases 
by decreasing 
production costs 
of private firms. 
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Figure III.5.1. Private Manufacturing Industry Real Unit Wage Index (1997=100) 
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Source: SIS, SPO, CBRT 

�����������	
��������������
������	������
�������������������
��
�

��� ���� �����	� �	��
� ��
�� ����
������ ��� ���������� ���� ���������� ��
�����

����� ��� ���� �����	� ��
��
� ��
�� ��	
����� ������
�
� ��� ��� ��������

 �
������
�� ���������
����������������������������	
�������!���
	����

��
� ���� �	���� ����� ��� ���� ���
��  ��� 	����� �
����� ���
��� ��
��

��	
������������
	�������������
����������������������"�#
�
���
	������
�

�����	�������������������
��$�������	
������������
�������	��
������

�� ����� ��� �����	� �	��
%� ��	���� ����	��� ����� 
��� ��� ����� �� ����

�&��	�������	
�������	����
��
����

'������ ��	������� 	
���� ���� �
�	�� ���������� ���� �
�(�� ��
� ����

���
�	������� ��� ����  �
���� ��
�� ������� ��
����� 	�

��	��� 
��
�	����

�
�	����	
���������	
�������
���	�����	����������������������	����


�������������	��������
������������������

 
 

                                            
1 It is decided that the payment will be due by the end of the thirteenth month after the collective labor agreements. 
2 The increase in the civil servants salaries which was decided upon for the second half of 2003 is even and 
corresponds to an increase of 7.8 percent on average. 
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IV. Developments in Financial Markets 
IV.1. General Framework of Monetary and Exchange Rate Policy 
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Figure IV.1.1 Performance Criteria 
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Note: The Money Base, Net International Reserves (NIR), and Net Domestic Assets (NDA) targets for the end of April, June, September and 
December 2003 are determined in the Letter of Intent dated April 5, 2003.  
Source: CBRT  

�
All criteria and targets 
set for the end of April, 
June and September 
2003 were achieved. 
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�
BOX IV.1. DEVELOPMENTS IN MONEY BASE IN OCTOBER-NOVEMBER 2003 PERIOD 

The Central Bank of Turkey’s monetary policy is fundamentally based on the consistency of future course of inflation with the 

target. In this context, short-term interest rates are used as primary tool. Moreover, some monetary aggregates are also monitored 

as performance criteria within the framework of current program. However, as frequently discussed in the literature, particularly in 

the last decade, while the correlation between monetary aggregates and inflation is close to nearly one in the long term, this 

correlation may break off in the short term. Especially at the times when new financial tools come into question and/or sharp drops 

are observed in inflation and interest rates, this breaking becomes evident. As a matter of fact, though the money base figure in 

nature of performance criterion, which was targeted as TL 14.300 trillion for the end-2003 within the framework of current 

monetary policy, was set in line with the 20% inflation target and the 5% growth forecast, developments in October and November 

brought forth the possibility of exceeding upper limit of money base for the year-end.  

Evaluation of contributions of the money base sub-items to money base in January-November 2003 period reveals that the 

determining factor in the level of money base is the developments in currency issued (Table 1). In fact, the increase in money base, 

which realized above the projections for October and November, resulted mainly from the increase in currency issued.  

 

 

Table 1. Contributions of Sub-items of Money Base to the Change in Money Base (Percentage) 
  January-June 2003 July-September 2003 Oct.-November 2003 
Money Base 100,0 100,0 100,0 
  Issue 68,7 75,7 81,7 
  Required Reserves (TL) 17,8 14,9 8,9 
  Free Deposits 13,5 9,3 9,5 

Source:CBRT    

When developments in real money base and real currency issued in January 2000-November 2003 period are analyzed, it is seen 

that real increase that has started by 2002 and become more apparent since May 2003 is remarkable. 

 

Figure 1. Real Money Base Developments *
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Figure 2. Real Currency ıssued 
Developments *
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* Monthly average Money Base and Currency Issued values are divided by CPI to obtain real variables.  
Source: CBRT 
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�Developments in January 2000-November 2003 revealed that the increase in real currency issued was negative in October-November period of both 2000 and 

2001. The increase in real currency issued turned into positive in 2002. However, this trend did not cause any problem in the achievement of money base target 

set for end-2002. In 2003, the increase in real currency issued became more apparent and rose by 8.9 percent. Analyzing the ratio of the last five working days 

averages of currency issued to monthly averages in October and November by years, it was observed that despite a downward trend in currency issued in 2000 

and 2001 following an ordinary increase in transaction-oriented money demands of economic agents in mid-month, this turn-back movement was not realized in 

2002 and particularly in 2003 (Table 2). These developments indicate that this currency issued-originated increase in money base in October and November 

2003 may possibly be permanent. 

 

 

Table 2. Currency Issued (Monthly Average) * 

  2000 2001 2002 2003 

  
Change 

% 

 Real 
Change 

% 

Last Five 
Working 
Day Ave. 
/ Monthly 

Ave. 
Change

% 

 Real 
Change 

% 

Last Five 
Working 
Day Ave. 
/ Monthly 

Ave. 
Change

% 

 Real 
Change 

% 

Last Five 
Working 
Day Ave. 
/ Monthly 

Ave. 
Change 

% 

 Real 
Change 

% 

Last Five 
Working 
Day Ave. 
/ Monthly 

Ave. 

July 7,7 5,4 1,00 8,2 5,7 0,98 5,4 3,9 0,98 6,3 6,7 1,02
August 5,5 3,3 1,00 2,6 -0,3 1,02 2,0 -0,1 1,00 3,1 3,0 1,00

September 3,7 0,6 0,97 8,1 2,0 1,01 4,4 0,9 0,99 3,5 1,5 1,01
October 0,3 -2,7 0,97 -1,6 -7,2 0,96 1,3 -2,0 1,00 5,9 4,4 1,02

November -0,8 -4,4 0,96 -2,4 -6,3 0,99 5,3 2,4 1,02 6,8 4,4 1,09

July-Sep. 17,9 9,5   20,0 7,5  12,3 4,7   13,4 11,5  
Oct.-Nov. -0,5 -6,9   -3,9 -13,1  6,7 0,3   13,0 8,9  

* Percentage changes are calculated on monthly percentage change compared to the previous month and the percentage change in the 
specified time span for each period.  
Source: CBRT 

 

It is thought that the most important reason for the increase in currency issued during October-November 2003 period is the growth in domestic demand. 

Relative recovery in domestic demand in last few months induced the upward trend in consumer credits and credit cards in real terms. Accordingly, the 

expansion in money base gained pace.  

The improvement in inflation expectations as well as the opinion of economic agents that the end-year inflation target would smoothly be achieved along with 

the stable downward trend in annual inflation rates that has started by the second quarter of the year contributed to the increase in money demand. Moreover, 

the downward movement in interest rates and the strengthening Turkish Lira due to the ending of Iraq war in a shorter time than expected and the relative 

removal of uncertainties are considered as other significant reasons for the increase in money demand. 

As a result we can say that despite some difficulties that may be experienced in achieving the end-year money base figures set by the monetary program because 

of the aforementioned developments, the probability of achieving the end-2003 inflation target is considerably high. In this situation, exceeding of money base 

over the program projections will not cause any problem for CBRT, whose primary objective is to achieve and maintain price stability. In other words, current 

monetary policy will continue to be implemented and short-term interest rates will be set in line with the future inflation figures. 
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Figure IV.1.2 CBRT Overnight Interest Rates and Secondary Market Interest Rates 
(Weighted Average, Compound, Percentage)�
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demand and total supply, directly or indirectly (such as amount of credit, 

exchange rate, expectations, etc.). In this framework, the first question that 

should be asked is the nature of factors affecting the impact of interest rate 

changes by CBRT on the course of market interest rates. 

A central bank, whose primary objective is to achieve price stability, should 

set interest rates in line with the consistency of its inflation forecasts with 

the inflation target within the framework of inflation targeting monetary 

policy strategy. If future inflation figures are consistent with inflation target, 

the central bank will cut short-term interest rates. In this situation, the drop 

in interest rates will give a strong signal that ‘everything works fine’ and 

hence will have a favorable effect on expectations. Moreover, if there is a 

high debt stock resulting from wrong economic policies adopted in the past, 

this signal will ease the doubts about the sustainability of debt stock and 

diminish the impact of one of the reasons that lead to high real interest 

rates. In other words, it will reduce the risk premium.  

Operation of this mechanism without interruption primarily depends on high 

credibility of the related central bank, in other words, the overlap of its 

words with its actions. Secondly, the signals sent by the central bank should 

not be lost in different messages given by other authorized units. For 

instance, if any of the authorized units other than the central bank 

complains about the course of any macroeconomic indicator stating that the 

central bank should cut interest rates, such a statement would lead to 

distortion in signal. In such situation, a new interest rate decision to be 

made by the central bank merely in consideration of likely future inflation 

figures might be perceived by economic agents, which still have not 

forgotten the impacts of bad macroeconomic implementations of the past, as 

being taken because of wishes or pressures of authorized units. Hence, the 

effect of the signal that ‘everything works fine’ will completely be lost and 

the monetary authority’s credibility will be impaired unfairly. Conclusion; 

impaired confidence to implementation of macroeconomic policies will lead 

to high level of risk premium and interest rates in general. 

Movements of overnight interest rates and secondary market interest rates 

since early-2002, the date CBRT has started to implement implicit inflation 

targeting, reveal that: The general tendency of both interest rates are 

common. However, the strong and positive relationship between these two 

interest rates that should exist could not have been established in the 

proper sense yet. In general, secondary market interest rates may 

considerably exceed the CBRT overnight interest rate. Almost all these 

upward deviations stem from domestic and foreign developments, which 

lead to widespread doubts that the implementation of current program, a 

‘must’ for the management of debt, is under risk (Graph IV.1.2). 
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BOX IV.2. YIELD CURVE 

Yield curve is the plot of the interest rate on bonds with different terms to maturities. In other words, yield curve describes the 
relationship among interest rates of different maturities. The changes in the level, slope and the curvature of the yield curve contain
data about the effect of a realized shock in economy on interest rates. In response to a shock, if the interest rates of all maturities are 
affected by equal amounts there will be a parallel shift, if the interest rates of different maturities are affected by different amounts
than the slope or/and curvature of the yield curve will change.  
Shape of the yield curve contains important data, particularly to indicate the expectations, which can be used by the policy makers.
Among the theories developed in the literature on yield curves, Liquidity  Premium Theory is suitable for explaining the shape of the 
yield curve in Turkey. In the Liquidity Premium Theory changes in the slope of the yield curve are attributed to the changes in the
expectations of future short-term interest rates and movements in the term premium. Liquidity Premium Theory asserts that term 
premium is positive stemming from the presumption that investors prefer short-term investment to long-term bonds due to 
characteristic of short-term investment being more liquid compared to long-term investment. Along with liquidity preference of 
investors, term premium comprises the risk associated with uncertainty regarding future realizations of interest rates (interest rate risk).
Term premium will increase with increased interest rate risk during periods of rising uncertainty, and will decrease as uncertainty 
alleviates. 
 Relationship among interest rates of different maturity is mathematically expressed by the following equation.  
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In this equation,  

=n
tR Interest rate of the investment instrument with maturity of n period at time t  

=+itr One period interest rate at time (t+i);           i =1, 2,..., n-1 

=tE Expectations formed with the information set at time t regarding the future realizations of the variables; 

 =Φ t
n

 Term premium of the n period investment instrument at time (t)  

Yield Curve analysis in Turkey of the 2002 August – 2003 October(1) period reveals that yield curves are positively sloped and the 
slope varies between the short-end and the long-end of the yield curve. Short-end of the yield curve is flatter compared to the long-end. 
In the long-end of the yield curve slope increases conditional on the degree of uncertainty and risk perceptions. In other words, interest 
rate increases with maturity.  In Turkey, during most of the period, slope change takes place at three months maturity, implying that
risk premium for the maturity of three month and higher is substantially high. Economic agents, due to the lack of clear foresight of 
the period longer than three months, become more vulnerable to possible interest rate movements when the maturity of investment
exceeds three months. Hence, in this case investors are inclined towards more liquid and short-term investment. Therefore, during 
periods in which inflation expectations are stable, however uncertainty and risk perception are present, yield of short-term interest 
rates decline compared to the yield of long-term investment instruments. Analysis of the long-end of the yield curve in Turkey reveals 
the influence of the term premium, which changes with the course of the concerns related to the sustainability of the domestic debt
stock. In Turkey , major determinant of the state of the yield curve is the shocks that hit the economy. (2)  

Political stability established following the general election in November 3, 2002 has led to a decline in the interest rate at all
maturities. Uncertain environment caused by the military operation of USA against Iraq in March 2003 has led to an increase in the 
interest rates at all maturities and resulted in upward shift of the yield curve at all maturities. 

    
(1) Yield curves are drawn for the particular dates within the period under consideration. For date selection; economic environment prior to the general elections of 3 October 2002 
(1 August 2002) and political stability established after the elections (6 October 2002),  uncertain political/economic environment stemming from issues related to the budget in end-
year 2002 and delay in the completion of IMF 4th Review (31 December 2002- 4 March 2003), uncertain political/economic environment resulting from the USA military operation 
against Iraq in March ( 25 March 2003) were taken into account.  

(2) Interest rate policy of the Central Bank can also be effective on the state of the yield curve. (This concept is described in detail within the report with the help of Graph IV.1.3.) 
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Graph 1. Yield Curve
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To sum up, analysis of the yield curves in Turkey reveal that yield curves are positively sloped and long-end of the yield curve 
vary in major part conditional on the degree of uncertainty and risk perceptions. 
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Figure IV.1.3. The Impact of the CBRT Interest Rate Cuts on the Market Interest Rates: Analysis of Yield Curve 

Figure 2a: Interest  Rate Cut Dated April 25, 2003
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Figure 2 b: Interest Rate Cut Dated June 4, 2003 

38

42

46

50

54

ON 1W 1M 2M 3M 6M 9M 1Y

20.May.03
04.Jun.03
30.Jun.03

 

Figure 2c: Interest Rate Cut Dated July  16,  2003 
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Figure 2d: Interest Rate Cut Dated  August 6, 2003 

30

34

38

42

46

50

ON 1W 1M 2M 3M 6M 9M 1Y

01.Aug.03

06.Aug.03
29.Aug.03

 

Figure 2e: Interest Rate cut Dated September 18, 2003
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Figure 2f: Interest Rate Cut Dated October 15, 2003
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Note: TRLIBOR Interest Rate series (for different maturities), which are provided by Banks Association of Turkey, are used.  
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FigureIV.1.4. Risk Premium and Treasury Auctions Real Interest Rate 

Spread (JP Morgan Index)*
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(*) Calculated as the difference between the Turkish Eurobonds and 
US Treasury Bills expressed in basis points. 

(*) Calculated using 12-month ahead CPI Inflation Expectations.   

Source: JP Morgan and Treasury  
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Figure IV.1.5. Foreign Exchange Developments 
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The recent 
course of 
exchange 
rates is 
expected to 
have a 
limited 
impact on 
inflation. 
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BOX IV.3. INTEREST RATE-EXCHANGE RATE RELATIONSHIP 

In a world where capital movements are free, interest rate, the price of currency of home country, and 
exchange rate, the price of currencies of foreign countries, do not act independent of each other. This 
dependence is usually formulated by purchasing power parity and interest rate parity. 

In theory, the interaction between interest rates and exchange rate realizes primarily via three channels.  

First channel: Foreign exchange, which is a financial tool, is an alternative to other interest-yielding tools. 
Higher interest-yield boosts the demand for financial assets in terms of domestic currency while all other 
things are constant. In such situation, investors sell their foreign exchange holdings and this leads to excess 
supply and appreciation of domestic currency. Foreign investors’ demand for financial assets in terms of 
domestic currency until interest rate parity is achieved when domestic interest rates are higher than foreign 
interest rates produces the same result.  

Second channel: Rise in interest rates increases both interest-yield of household and interest burden of firms 
and banks at the same time. When profits of firms, which finance their activities by bank credits, diminish 
due to their increasing production costs, they curb their production at the first stage. While slowdown in cash 
flows to firms augments debt burden of firms, the stability of banking sector’s balance sheet and accordingly 
financial system deteriorates due to default credits. In high interest rate environment, asymmetric 
information, adverse selection and moral hazard contribute to this mechanism by restricting lending activities 
(credit rationing) or leading to risky credit lending (default debts). As a result, high interest rates lead to 
slowdown in the economic activities as well as financial instability by deteriorating the balance sheets of 
firms and banks. Consequently, pessimistic expectations strengthen causing the depreciation of country 
currency (appreciation of exchange rate).  

Third channel: Interest rate, which involves value of currency of home country and various risk premiums, is 
the indicator of confidence in the economy of a country at the same time. When economy is under bad (good) 
conditions or future prospects are pessimistic (optimistic), both exchange rates and interest rates are expected 
to rise (to drop). This impact is typically determined by financial policies: High interest rates augment interest 
burden of public debt services and thus lead to rise in inflation expectations, increase in risk of assets in 
terms of domestic currency and weakening of country currency (appreciation of exchange rate). This 
mechanism, through which a negative correlation between the expected value of country currency and risk 
premium is anticipated, explains why interest rate parity mentioned above cannot be usually achieved in 
empiric trials. 

It is not possible to consider these three channels independent of each other. Therefore, the impact of change 
in interest rates on exchange rates depends on the interaction between these three channels and the relative 
dominance of one of these channels. In economies, which the interest rate is predictable, a negative 
relationship between exchange rate and interest rate is expected. Motivation of acquiring maximum interest 
yields is valid. Therefore, investors may cause appreciation of domestic currency by creating excess foreign 
exchange supply that stems from their foreign exchange sales. In floating exchange rate regime, the second 
and/or third channel(s) may be assumed as the dominant channel. High interest rates may depreciate the value 
of country currency both by having an unfavorable effect on economic activities and increasing concerns over 
the management of public debt stock. Another point that should be emphasized at this stage is the fact that 
exchange rate may act free from economic fundamentals due to the developments in foreign exchange 
liquidity.  

In Turkey, especially after April 2003, the appreciation of domestic currency, despite the downward trend in 
domestic interest rates, led to the questioning of interest rate-exchange rate relationship. In the light of 
theoretical framework summarized above, it may not be right to expect a predictable relationship between 
interest rate and exchange rate for every period. As a matter of fact, despite the negative relationship between 
interest rate and exchange rate during the pre-2001 crisis period, during which the exchange rate was 
predictable, this relationship has become positive in the after-2001 floating exchange rate period.  
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IV.2. Banking and Credit Developments 
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Figure IV.2.1.  GNP and Credit Volume 

GNP and Credit Volume  (Billion TL)
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Drops in interest 
rates and 
exchange rates  
ensured a 
sounder financial 
structure in the 
banking sector.  
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Figure IV.2.2. Consumer Loans and Claims From Credit Cards (Discounted by CPI 1994=100, Billion TL) 
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V. Public Finance 
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Graph V.1. Consolidated Budget Figures (Monthly,Trillion TL) 
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V.1. Developments in Debt Stock 
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Table V.1. Consolidated Budget Figures 

 

2003 Jan-Oct 
Actual

    (TL Quadrillion)

2003 Target 
    ( TL Quadrillion)

Realizations
(Share in Target, 

 Percentage)
Revenues 80.4 100.8 79.7
   Tax Revenues 67.3 86.0 78.3
   Domestic VAT 12.2 16.0 76.4
   SCT 18.3 22.4 81.7
   VAT on Imports 9.3 11.7 79.8
Expenditure 112.4 145.9 77.1
  Non-Interest Expenditure 62.4 80.5 77.6
   Personnel  24.8 28.0 88.4
   Other Current  4.9 9.3 52.8
   Investment 4.0 8.0 49.6
   Tax Rebates 6.8 6.8 99.7
   Social Security Institutions 14.1 14.9 94.9
  Interest Expenditure 50.0 65.5 76.4
Primary Surplus 18.0 20.3 88.4

source: Ministry of Finance 

Additional measures 
were taken in July 

and September 
against the 

possibility for the 
primary surplus to 
realize below the 

foreseen target. 
Even under the case 
that these measures 

are reflected in 
prices the effect on 

2003 year-end 
inflation is expected 

to be limited. 

Primary 
bugdet 
surplus 

exhibited a 
favorable 

performance 
in the first ten 

months of 
2003. 



 
 

CBRT                                                                                      MONETARY POLICY REPORT 
 

 
 

 
OCTOBER 2003         36 
 
 

���5�������-../�������	���	���	
���������	����������������	����--�6�

�������������������%"�	�������������	����������	����-..-���	�������	�

%"�	������#7-�8����������,����
����������	�����������	���������	������	�

�� ������	� ��������� ������� 	������� 	���� ����� �������	� ��� /#�7�

�������� ��	� ������	� %"� 	������ #-.�7� ��������� ,������� 	���� �����

��������	����������������������������������
������
����������������'�����

-../�� 5�� �������� ��� ���� ���������� ������������� ����� ��������

��������
���� ���� �������� �������������� ��� ���� ��������
�	�����������

��	�������	������������������� ���0���������"����
�'�������!0"'$�

��������	� ���� ���� ���� ��� 	������� 	���� ����� ��� '������ ��� '�
��� ��	�

"��������� �������� ���	�������	��������� ��� ��������%"�	���������

������������������������������������� ������������9���������������������

�����������	� ��������-../� �� �����
���������	������� ��� ���� ������	����

���������:��������� �����������
���������������������������	������;�!�$�

	�������������������	������������������������ �����������	����������

������������� ��� ����  ������ ����� �
����� ���� %"� 	������� !��$� ��
�� �:��


������� ��	� !���$� �������	� ��������
� ���	������ ��	� ��� ���� �������

	����������������������
���1�����������������������

 
Graph V.2. Consolidated Budget Debt Stock ( Monthly, Billion USD)  
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Source: Treasury, SIS 
* GNP is calculated as the sum of last four subsequent quarterly GNP figures.  2003 third quarter GNP is an estimate. 
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Political stabilty 
established 
following the 
elections and 
favorable 
atmosphere 
regarding the 
sustainability of 
the program  
had positive 
impact on  
external 
indicators of 
Turkey.  
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Decomposition of the Total Domestic Debt Stock  by Type of Borrowing Instruments  

Graph V.3. Structure of Domestic Debt Stock as of 2002  Graph V.4. Structure of Domestic debt Stock as of October 2003 
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*CPI indexed portion of  the non-cash borrowing instruments in the Central Bank 
portfolio.  
Source: Treasury. 
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Fixed-income Interest rate Indexed

CPI Indexed* FX Denominated

FX Indexed

 
* CPI indexed portion of  the non-cash borrowing instruments in the Central Bank 
portfolio and CPI indexed cash borrowing instruments issued to the CSA  in May. 
Source: Treasury
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Graph V.7. Borrowing  Maturity and Compound Interest Rate * 
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Source: Treasury. 
Note: Low realization of borrowing maturity in September 2003 is due to the existence of small amount of long-term borrowing. If the 91 day 
treasury bill auction is left out, borrowing maturity  turns out to be 371 days. 
* Calculations are based on  TL denominated discounted auctions.  
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                    Maturity Structure of   Cash Domestic Debt Stock 

Graph V.5. Structure of Cash Domestic Debt Stock as of 2002  Graph V.6. Structure of Cash Domestic Debt Stock as of October 2003 
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 Source: Treasury. 
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Government Bond (Avg. day  to maturity  less than 2 years)

Government Bond (Avg. day  to maturity  more than 2 y ears)

Treasury  Bill (Avg. day  to maturity  2.8 months)

Source: Treasury. 

Despite the 
favorable change 
in the structure 
of  the debt stock 
compared to the 
end of 2002, still 
present 
vulnerable 
structure may  
adversely effect 
inflation 
expectations in 
the case of  long-
lasting 
instabilities. 
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Graph V.8.  Composition of Cash Domestic Debt Stock by Lenders (Share, Percentage) 
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Source: CBRT, Weekly Press Bulletin. 
Note: Non-bank sector comprise mutual funds, real persons and CSA and other legal entities. Data reflect the market values. 
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Government Domestic Borrowing Instruments (GDDIs) Owned by Non Residents, Exchange Rate and Interest Rate 

Graph V.9. Exchange Rate and Non-Resident GDDI Portfolio Graph V.10. Nominal Interest Rate and Non-Resident GDDI Portfolio 
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VI. OUTLOOK 
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VI.1.ii. Private Investment Expenditures 
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Table VI.1. Aggregated Capacity Utilization Ratios (Private Sector) 

  Durables 

Semi-

Durables Non-Durables 

Investment 

Goods 

Intermediate 

Goods 

January-03 64.0 82.8 71.7 69.7 80.0 
February-03 58.5 77.0 66.9 65.8 75.5 
March-03 68.8 82.6 75.0 75.8 80.2 
April-03 66.6 79.2 71.4 75.4 84.0 
May-03 67.3 83.6 73.2 81.2 84.8 
June-03 73.8 79.7 72.7 79.4 88.3 
July-03 71.3 83.2 68.8 81.1 84.8 
August-03 51.3 79.6 69.9 79.3 81.5 
September-03 75.6 82.3 75.6 83.3 83.0 

2003 Average 66.4 81.1 71.7 76.8 82.5 
      
Average(1) 66.9 80.9 71.3 78.4 78.4 
Average(2) 68.6 81.3 71.8 79.5 79.9 

(1) Covers 1991-2002 period.�
(2) Covers 1991-2002, excluding the crisis years 1994 and 2001 . 
Source: SIS�



 
 
 
 

 
 

 
OCTOBER 2003         42 

CBRT                                                                                           MONETARY POLICY REPORT 

VI.1.iii. Public Consumption and Investment Expenditures 
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VI.1.iv. Production Expectations 
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VI.2 Cost Factors 

VI.2.i. Exchange Rates 
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Graph VI.1. Crude Oil Prices: Brent Spot and 12-Month Forward 
(Monthly Average, US dollar/barrell) 
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VI.2.iii. Administered Prices 
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VI.2.iv. Labor Costs 
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VI.3. Monetary and Fiscal Discipline 
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