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Cenfral Bank of the Republic of Turkey

1. Overview

Voldatilities in financial markets continue amid uncertainties about global monetary policies and
concerns over global growth. Volatility indices declined slightly after the anticipated first Fed rate hike
in December 2015; however, they started increasing as of early 2016 mainly due to concerns about the
Chinese economy and geopolitical developments (Chart 1.1). The global economic slowdown since
2014 continued into the second half of 2015, especially in emerging market economies. Commodity
prices have recently decreased as well. Emerging economies were largely affected by the global
fluctuations in this period. Portfolio inflows stayed weak and exchange rate volatilities remained high
(Chart 1.2).

Chart 1.1. Chart 1.2.
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The effects of global market volatility were also felt in the Turkish economy. However, alleviated
domestic uncertainty and the CBRT's tight monetary policy stance besides ifs liquidity policy and
macroprudential measures contained these effects. The GDP has remained on a steady, moderate
upward track. Demand from the EU economies continues to support exports despite elevated
geopolitical risks in other export markets. On the inflation front, energy price developments affect
inflation favorably, while other cost factors limit the improvement in the core inflation trend. The CBRT
will maintain its tight monetary policy stance until there is a significant improvement in the inflation
outlook.

1.1. Monetary Policy and Financial Conditions

As per the road map released in August 2015 regarding the policies to be implemented before
and after the normalization of global monetary policies, the CBRT's policy stance remained tight
against Turkish lira liquidity, stabilizing for the FX liquidity, and supportive of financial stability. In order to
simplify the operational framework of the liquidity policy, the lower interest rate facility on borrowing
provided for primary dealers by the CBRT was terminated and collateral conditions were simplified
following the announcement of the road map. The newly adopted use of foreign exchange deposits

as collateral against Turkish lira transactions aimed at enhancing the efficiency of banks' liquidity
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management. Moreover, the CBRT took further steps to support foreign exchange liquidity, core
liabilities and long-term borrowing.

In view of inflation expectations, the pricing behavior and other factors affecting inflation, the
CBRT maintained ifs tight monetary policy and liquidity stance throughout 2015. Accordingly, the one-
week repo rate, the overnight lending rate and the overnight borrowing rate were kept unchanged at
7.5, 10.75 and 7.25 percent, respectively, during the last quarter of 2015 and in January 2016. One-
week repo auctions continued to be the main tool for the CBRT funding, while the share of the
marginal funding remained high (Chart 1.1.1). Thus, the average funding rate setfled at around 8.9
percent as of January 2016, higher than the one-week repo rate. Additionally, the BIST overnight repo
rates were kept at the upper band of the interest rate corridor (Chart 1.1.2). Future monetary policy
decisions will be conditional on the inflation outlook. Taking into account inflation expectations, the
pricing behavior and the course of other factors affecting inflation, the CBRT will maintain its tight

monetary policy stance as long as deemed necessary.

Chart 1.1.1. Chart 1.1.2.
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Having remained nearly flat in the last quarter of 2015 as well as throughout the whole year, the
yield curve assumed a positive slope in January 2015 (Chart 1.1.3). This was mainly due to long-tferm
rates that rose amid the uncertainty surrounding global markets, geopolitical risks and heightened
inflation expectations, which also affected the spread between 5-year market rates and the BIST
overnight repo rates. After remaining negative across the fourth quarter of 2015, the spread turned

slightly positive in early January amid rising 5-year market rates (Chart 1.1.4).
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Chart 1.1.3. Chart 1.1.4.
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Regarding Turkish lira liquidity policy, there has been some decline in banks’ FX swap
fransactions with the market for short-term funds owing partly to changes made to the guidelines for
the use of FX deposits as collateral as per the road map. Considering that banks’ need for FX swaps
can be further reduced through higher use of FX deposits for collateral and by increased allowances,
these limits were increased from 3 billion USD to 3.6 billion USD and from 900 million EUR to 1.8 billion EUR
as of January 7. Moreover, the maximum rafio of 50 percent that banks are able to pledge as FX-
denominated collateral against their borrowings at the CBRT Interbank Money Market was raised to 70
percent effective January 13. This arrangement is expected to counterbalance the possible stress to be
experienced in credit risk pricing due to global factors and boost the demand for FX-denominated
bonds issued abroad by the Treasury. Detailed information about the Turkish lira liquidity policy of 2016
can be found in the "Monetary and Exchange Rate Policy for 2016" published on December 9, 2015.

Besides infterest rate and liquidity policies, the CBRT continues to promote prudential borrowing
by employing other policy instruments that support financial stability. The CBRT has enacted a series of
measures since end-2014 with regard to FX required reserves and remuneration rates on TL required
reserves, which aim to support core liabilities and extend the maturity of non-core liabilities. These
policies have proved effective in extending the maturity of FX liabilities and decelerating the growth of
loan-to-deposit ratio (Chart 1.1.5). In order to reduce the intermediation costs of the banking system
and provide additional support to core liabilities, remuneration rates on TL required reserves were raised
by 50 basis points each in September, October and December 2015. Additionally, some adjustments
were made to the coverage of reserve requirements on January 9. Accordingly, certain funds at
participation and investment banks were subjected to reserve requirements and the coverage of non-

core liabilities was expanded.
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Chart 1.1.5. Chart 1.1.6.
Non-Deposit FX Liabilities by Maturity ROM Reserves, FX Borrowing Facility and External
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Source: CBRT.

In the road map released in August, the CBRT also included some measures to enhance the
flexibility of the foreign exchange liquidity management. To this end, transaction limits for banks at the
CBRT Foreign Exchange and Banknotes Markets were raised on September 1. Consequently, the sum of
ROM reserves and FX deposits of banks at the CBRT reached a level that is considerably above the
external FX liabilities of banks with less than one-year maturity (Chart 1.1.6). Moreover, the “Monetary
and Exchange Rate Policy for 2016” released on December 9 announced further steps to strengthen
the stabilizing feature of the ROM. All these measures taken in line with the road map are assessed to

have increased Turkey's resilience against global volatility.

In an economic environment fraught with prolonged global uncertainties, containing negative
spillovers on the Turkish economy is important. In terms of economic fundamentals, significant
achievements were made regarding the alleviation of fragilities. In particular, current account balance
improved considerably over the past few years on the back of the tight monetary policy, the adopted
macroprudential measures and the sharp fall in commodity prices, while loans continued to grow at
reasonable levels with their composition changing in favor of price stability and financial stability.
Moreover, the effective use of the measures presented in the August road map has alleviated the
excessive fluctuations in exchange rates and loan rates. The current tight monetary policy leads to
lower sensitivity to global shocks, thus supporting financial stability. The CBRT maintains the view that the
fight monetary policy may be implemented within a narrower interest rate corridor, should the global
volatility decline persistently or policy measures that would maintain and improve the gains in external

balance and financial stability be implemented effectively.

In 2015, the annual growth rate of loans extended to the non-financial sector decelerated due
to the CBRT's tight monetary policy stance and also the BRSA’'s macroprudential measures on non-
mortgage consumer loans and fell to 13.6 percent in exchange rate adjusted terms. The noficeable
slowdown in consumer and commercial loans that started in the third quarter continued into the fourth

quarter, causing these loans to post an annual growth rate of 8.7 and 16.2 percent, respectively, af the
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end of the year (Chart 1.1.7). Thus, commercial loans confinued to grow at a faster pace than
consumer loans in the fourth quarter of 2015, following the same pattern since early 2014. These
developments in loan growth and loan composition are expected to contribute to the rebalancing
process and financial stability as well as to limit the effects of the recent cost pressures on inflation. The
annualized growth rates in 13-week averages show that consumer and commercial loans lagged far
behind past years' averages; the former across 2015, the latter mainly in the second half of 2015.
However, as reflected by 13-week averages, both loans, particularly commercial loans, saw a modest
rise during the last quarter of 2015 (Chart 1.1.8). The recent adjustments made to the risk weights of
consumer loans are likely to support loan growth in the upcoming period. Yet, due to ongoing fight

financial conditions, annual loan growth rates are expected to remain at reasonable levels in the

coming months.

Chart 1.1.7. Chart 1.1.8.
Annual Loan Growth Annualized Loan Growth
(Adjusted for Exchange Rate, Annual Percent Change) (Adjusted for Exchange Rate, 13-Week Moving Average,
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1.2. Macroeconomic Developments and Main Assumptions

Inflation

In the fourth quarter of 2015, consumer price inflation increased by about 0.86 percent quarter-
on-quarter to 8.81 percent, overshooting both the projections of the October Inflation Report and the
uncertainty band around the year-end inflation target (Chart 1.2.1). Unprocessed food prices were the
main drivers of this higher-than-expected rise in annual inflation. In fact, inflation excluding
unprocessed food and fobacco was close to the October Inflation Report forecast in this period (Chart
1.2.12). The lagged effects of the Turkish lira depreciation were particularly evident through the core

goods channel. Yet, the contfinued fall of import prices in the fourth quarter limited the rise in CPI

inflation.
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Chart 1.2.1. Chart 1.2.2.
Inflation Forecasts and Realizations* Inflation Forecasts and Realizations Excluding
(Percent) Unprocessed Food and Tobacco* (Percent)
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*Shaded area denotes the 70 percent confidence interval for the forecast.
Source: TURKSTAT, CBRT.

In the fourth quarter, despite the decline in USD-denominated import prices, cost pressures on
inflation continued due to food prices and exchange rate developments. These rising cost factors limit
the improvement in the underlying trend of core inflation (Chart 1.2.3). Furthermore, the effects of the

adjustment in minimum wages on overall wages and inflation will be closely monitored (Chart 1.2.4).

Chart 1.2.3. Chart 1.2.4.
Core Inflation Indicators SCA-H and SCA-| Real Gross Minimum Wage*
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Source: TURKSTAT, CBRT. Source: Ministry of Labor and Social Security, TurkStat, CBRT.

In sum, annual inflation increased in the fourth quarter due to ongoing rise in food prices as well
as the lagged effects of the Turkish lira depreciation throughout 2015. The future course of inflation is
expected to depend on both the volatility in energy and unprocessed food prices and the effects of
the global market uncertainty on inflation expectations. In addition, the large adjustment made to net
minimum wages for 2016 will have an impact on inflation. Therefore, inflation is expected to remain
elevated for some fime. At this point, fighting against structural inflation is deemed to be important

besides maintaining a fight monetary policy stance.
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The current policy framework managed fo prevent further worsening in inflation and inflation
expectations given significant external shocks in recent years. However, price stability is yet to be
achieved. Ten years of experience with inflation targefing have shown that the fight against inflation
requires collaboration from all relevant parties. Public revenue and wage policies as well as structural
issues related fo food prices are important elements of the fight against inflation. Moreover,
macroprudential policies fowards prudential borrowing also support the fight against inflation by
contributing to a balanced growth. Thus, bringing inflation permanently down to the 5-percent target

requires sfrong commitment from all institutions to maintain efforts made in the recent years.
Supply and Demand

According to the GDP data of the third quarter of 2015, economic activity proved more robust
compared to the outlook presented in the October Inflation Report, and the GDP grew steadily by 1.3
and 4 percent in quarterly and annual terms, respectively (Chart 1.2.5). On the spending front, final
domestic demand increased modestly in the third quarter, while external demand contributed

positively to the GDP after three quarters (Chart 1.2.6).

Chart 1.2.5. Chart 1.2.6.
GDP and Final Domestic Demand Annual GDP Growth and Contributions from the
(Real, Seasonally Adjusted, Billion TL) Demand Side (Percentage Points)
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Source: TURKSTAT.

Current indicators hint at a milder course in consumption coupled with a slight rebound in
investment in the fourth quarter of 2015 compared to the previous quarter. In the October-November
period, industrial production stood 0.6 percent above the third-quarter average. As per the indicators
for December, industrial production is expected to display a more moderate increase in the fourth
quarter compared to the previous quarter. Similarly, sales, production, and import indicators regarding
the domestic demand also suggest a modest contribution of the final domestic demand to growth.
Foreign trade indicators excluding gold show a more robust increase in exports compared fo imports in
the October-November period. Geopolitical risks accompanied by the income effect that may
emerge due to the adverse consequences of the ongoing decline in oil prices in Turkey's oil-exporting
frading partners stand out as potfential inhibitors of exports, while the rising demand from the EU

countries continues to support exports.
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The demand outlook for 2016 leads to expectations of stronger economic activity compared to
2015. Amid waning domestic uncertainties, rising consumer and investor confidence may boost
domestic demand. The deferred investments in 2015 due to domestic uncertainties to take place at
least partially in 2016 and higher income on the back of the strong post-crisis employment
performance as well as the recent wage developments are expected to support domestic demand.
Moreover, the projected fall in the current account deficit and the robust public finances also provide
room for policy maneuvering against possible shocks. The rebound in the EU economy continues to
support Turkey's exports, while the uncertainties regarding the Middle East and Russia pose downside
risks (Chart 1.2.7). Moreover, volatility in global financial markets and concerns over global growth may
deteriorate financial conditions and external demand. In sum, it is expected that the domestic
demand will prove slightly stronger than 2015, while the recovery in the EU will drive foreign demand
higher in 2016 despite the existence of the geopolitical risks. Accordingly, adherence fto
macroprudential measures and the favorable developments in the terms of frade are projected fo

support the ongoing improvement in the current account deficit (Chart 1.2.8).

Chart 1.2.7. Chart 1.2.8.
EU Imports Current Account Balance
(Real, Seasonally Adjusted, 3-Month Average, 2010=100) (12-Month Cumulative, Billion USD)
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Source: Eurostat. Source: CBRT.

Qil, Imports and Food Prices

International commodity prices, oil prices in particular, continued to trend downwards in the last
quarter of 2015. Owing mostly to the insufficient demand in China and other emerging economies, this
caused import prices in the Turkish economy to recede in USD-denominated terms. Hence, crude oll
prices and USD-denominated import prices were revised downwards (Charts 1.2.9 and 1.2.10, Table
7.1.1). With regard to annual averages, crude ail price assumptions were reduced from 54 USD to 37
USD for 2016. Also, assumptions for annual percentage changes in average import prices were revised
downwards by 4.9 percent for 2016. The assumption for food price inflation was revised upwards from 8
percent to 9 percent for 2016 mostly due to the effects of minimum wage adjustments on costs and

demand.
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Chart 1.2.9. Chart 1.2.10.
Revisions in Oil Prices* Revisions in Import Prices*
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Fiscal Policy and Tax Adjustments

Effective as of January 2016, certain items with administered prices saw price increases. The
additional effect on the year-end inflation of the portion of these increases that remain above 5
percent is estimated to be 0.4 percent in 2016. Meanwhile, the effect of the minimum wage rise on
budget balance and tax adjustments is being carefully monitored. The effect of wage developments
on production costs, aggregate demand and inflation depends on fiscal policy and the change in
employment. Hence, the interaction of the minimum wage rise with the fiscal policy is also being
closely monitored. The medium-term forecasts are based on an outlook that adjustments to taxes and
administered prices, excluding those already announced in January, will be consistent with inflation
target and automatic pricing mechanisms. The medium-term fiscal policy stance is based on the MTP
projections covering the 2016-2018 period. Conditional on this outlook, inflation is expected to improve

gradually and reach the 5-percent target in the medium term.

1.3. Inflation and the Monetary Policy Outlook

Given a decisive policy stance that focuses on reducing inflation, the 5-percent target is
expected to be achieved gradually; inflation is likely to stabilize around 5 percent as of 2018 after
falling to 7.5 percent in 2016 and to é percent in 2017. Accordingly, inflation is expected to be, with 70
percent probability, between 6.1 percent and 8.9 percent (with a mid-point of 7.5 percent) at end-
2016 and between 4.2 percent and 7.8 percent (with a mid-point of 6 percent) at end-2017
(Chart 1.3.1).
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Chart 1.3.1.

Inflation and Output Gap Forecasts*
(Percent)
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The year-end inflation forecasts for 2016 and 2017 were revised upwards by 1 percent and 0.5
percent, respectively, compared to the October Inflation Report forecasts (Chart 7.2.2). As stated
above, driven mostly by oil prices, USD-denominated import prices have registered a considerable
decline since October 2015. Together with the exchange rate developments, the downward revision in
the assumption for oil and import prices is expected to pull the end-2016 inflation forecast down by 0.6
percent compared to the October Inflation Report forecast. On the other hand, the portion of January
2015 public price adjustments which exceeds the inflation target is projected to push the end-2016
inflation forecast up by 0.4 percent. Another influential factor on forecasts in this period proved to be
the rise in net minimum wages. Given the announced support by the government and the effects of
this minimum wage rise on demand and costs o the employer, the end-2016 inflation forecast was
revised upwards by 1 percent. Of this estimated effect of the minimum wage rise, 0.3 percent is
aftributed to the food inflation that was raised from 8 to 9 percent for 2016. Lastly, a higher-than-
projected actual inflation rate at the end of 2015 compared to the October Inflation Report forecast
and the rise in core inflation indicators are estimated to push the end-2016 inflation by 0.2 percent. In
sum, of the total change in the year-end inflation forecast for 2016 compared to the previous reporting
period, 1 percent stemmed from the minimum wage hike, 0.4 percent was caused by administered
price changes that are above the inflation target and 0.2 percent was owed to the rise in the
underlying trend of inflation. Meanwhile, the revision in the assumptions for TL-denominated oil and

import prices had a downward effect by 0.6 percent.

Moreover, of the 0.5 percent upward revision to the end-2017 inflation forecast, which was
stated as 5.5 percent in the October Inflation Report, 0.2 percent was caused by the lagged effects of
the minimum wage increase and 0.3 percent stemmed from the upward revision in the end-2016

inflation forecast and the deterioration in the underlying trend of inflation (Table 7.2.1).
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1.4. Risks and the Monetary Policy

Annual loan growth remains reasonable thanks fo the fight monetary policy stance and the
adopted macroprudential measures. Given its recent course, it can be observed that loan growth
stayed below historical averages throughout 2015 for consumer loans and in the second half of the
year for commercial loans. Recent arrangements in risk weights and minimum wages are considered to
boost loan growth via loan supply and household income channels. On the other hand, the ongoing
fightness in financial conditions is likely to keep the annual loan growth rates at reasonable levels. With
respect to the composition of loans, commercial loans confinue to grow faster than consumer loans.
This limits medium-term inflationary pressures and supports the improvement in the current account

balance.

In the upcoming period, it is envisaged that the domestic demand will provide a slightly larger
contribution to growth and the rising demand from the EU will continue to improve exports. The
recovery in investor and consumer confidence fueled by waning domestic uncertainties, the room for
spending amid the fall in oil prices and the effects of the recent wage developments on purchasing
power are projected to boost domestic demand. Persisting global volatilities and the tightness in
financial conditions stand out as the factors that limit the domestic demand increase. On the foreign
demand front, geopolitical developments, which pose a downside risk on exports, are
counterbalanced by the recovery in the European economies and the ability of Turkey to shift markets.
In fact, recently, exports towards EU countries have accelerated remarkably. Moreover, improvements
in the terms of trade mainly led by the sharp fall in commodity prices, accompanied by the sluggish
course of consumer loans support the improvement in the current account balance. Accordingly, the

current account deficit is expected to decline further in the upcoming period.

Energy price developments affect inflation favorably, while other cost factors limit the
improvement in the core inflation trend. Food prices remain volatile mainly due to the unprocessed
food prices. Lagged effects of the depreciation in the Turkish lira are evident particularly on the core
goods inflation. Moreover, as the minimum wage hike passes through to overall wages, cost and
demand pressures on inflation driven by wages are likely to increase in the upcoming period.
Accordingly, core inflation indicators are expected to remain high for a while. The effect of the above-
target inflation on expectations and the acceleration in wage increases require the pricing behavior in
the overall economy to be monitored closely. In this respect, in view of the impact of wage
developments and the uncertainty in global markets on inflation expectations and the pricing
behavior, and in consideration of the volatility in energy and unprocessed food prices, the CBRT stated
that the tight liquidity stance will be maintained as long as deemed necessary. Future monetary policy
decisions will be conditional on the inflation outlook. Taking into account inflation expectations, pricing
behavior and the course of other factors affecting inflation, the tight monetary policy stance will be

maintained.

Uncertainties surrounding global monetary policies and concerns over global growth cause
financial markets to remain volatile. Thus, portfolio flows to emerging market economies and risk
indicators follow a highly volatile pattern. Exchange rates also display a quite fluctuating course. The
CBRT assesses that the policy tools laid out in the road map announced in August 2015 strengthen the

resilience of the economy against global shocks.
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In the upcoming period, both global and domestic volafilities will be monitored closely and
necessary measures will continue to be faken. Accordingly, should loan growth decelerate
permanently and exchange rates face further upward pressure, the CBRT, while preserving the tfight
monetary policy stance, may take measures to support the Turkish lira and loan growth by revising the
funding conditions for the use of foreign currency denominated collateral. In this respect, the CBRT's
policy stance will remain tight against the inflation outlook, stabilizing for the FX liquidity and supportive

of the financial stability.

The CBRT stated that the wide interest rate corridor has confributed to containing exchange
rate volatility in times of heightened global volatility. The need for such an instrument would be
reduced, should the decline in global volatility prove persistent. Another factor reducing the need for a
wide interest rate corridor is the effective use of policy instruments as per the road map published in
August. Excessive fluctuations both in exchange rates and loans have waned owing to the launch and
effective use of these instruments. The CBRT's assessment sfill prevails that the monetary policy may be
implemented within a narrower and more standard interest rate corridor, should global volatilities see a
permanent decline or the policy tools specified in the August road map permanently cap the effects

of the global volatility on the Turkish economy.

Developments in the fiscal policy and tax adjustments are monitored closely with regard to their
effects on the inflation outlook. The baseline monetary policy stance is formulated under the
assumption that fiscal discipline will be maintained and there will be no unanticipated hikes in
administered prices. The monetary policy stance may be reviewed should the fiscal policy deviate
significantly from this framework, and consequently have an adverse effect on the medium-term

inflation outlook.

Sustained fiscal discipline has become a fundamental element in reducing the sensitivity of the
Turkish economy against external shocks in recent years. In the current environment of highly uncertain
global markets, the value added from maintaining and further advancing these achievements is
significant. Any measure that would ensure the sustainability of the fiscal discipline and reduce the
savings deficit will support macroeconomic stability and contribute positively to social welfare by

keeping interest rates of long-term government securities at low levels.
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2. International Economic Developments

In the third quarter of 2015, global growth remained well below its long-term average. This
sluggish outlook in the global economic activity was largely driven by the persisting slowdown across
emerging economies. Among these countries, Brazil and Russia continued fo experience recession
while the Chinese economy decelerated. The gloomy outlook of the Chinese manufacturing industry
fed into worries over a deeper-than-expected slowdown, weighing further on the economic activity
across emerging economies that have close trade fies with China. Additionally, the weakening
demand for commodities led by the Chinese slowdown continued fo dampen the growth ouflook for
commodity-exporting emerging economies. On the advanced economies front, the moderate growth
was sustained in the third quarter. The major factors that will boost growth in advanced economies in
the upcoming period include commitment to growth-stimulating macroeconomic policies, lower

commodity prices and the improving labor market.

In the third quarter, commodity prices, energy prices in partficular, remained on the decrease
amid a sluggish global economy. The uncertainty over the Chinese economy and the ongoing oll
supply glut may continue fo repress commodity prices over the upcoming period. Despite plunging
commodity prices, global inflation rates inched up in the inter-reporting period. In the last quarter of
2015, inflation was up in both advanced and emerging economies, largely due to a continued

moderate growth in the former and depreciation of local currencies in the latter.

The most striking development regarding global monetary policy in the inter-reporting period
was the Fed’s anticipated policy rate hike at its December 2015 meeting. Expectations about the
speed and size of future Fed policy rate hikes will have a major impact on international financial
markets and portfolio flows in the upcoming period. Although the latest forecasts of the FOMC
members indicate four rate hikes over a total of eight meetings scheduled in 2016, the downward
pressure on inflation rates, mostly driven by commodity prices, suggests that the policy rate may follow
a flatter path.

The negative growth performance across emerging economies, geopolitical risks and especially
worries about a deeper-than-anticipated slowdown in China caused the global risk appetite to remain
subdued in the fourth quarter. Thus, sovereign risk in emerging markets surged while stock and bond
markets witnessed further outflows in the final quarter. Yet, with the Fed hiking ifs policy rate as
expected, portfolio flows to emerging economies saw no additional negative impact. On the other
hand, the weak economic activity across emerging economies, particularly China, feeds into the

downside risks on capital inflows for the upcoming period.
2.1. Global Growth

The global economic activity, which has been stagnant due to emerging economies,
decelerated further in the third quarter of 2015, causing global economy to grow at a slower pace
than a quarter earlier (Chart 2.1.1). The growth rate across advanced economies was down slightly
quarter-on-quarter but remained on a modest frack. Despite the robust performances of the EU and
Japan, the slowing US growth created a drag on advanced economies in this period. On the emerging

economies front, the slowdown in China worsened, while the ongoing contraction in Russia and Brazil
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was deepened. On a more regional level, the growth rate neared zero for Eastern Europe and turned

negative for Latin America during the third quarter (Chart 2.1.2).

Chart 2.1.2.
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The global PMI data of the fourth quarter signal a more positive growth performance for the
manufacturing industry and a more negative growth performance for the services industry compared
to the previous quarter (Chart 2.1.3). The readings on the manufacturing industry PMI of the Euro area
and Japan suggest that both economies maintained a positive growth outlook (Chart 2.1.4). On the
other hand, the US PMI posted a negative performance quarter-on-quarter both for manufacturing
industry and services. Thus, the US economy is estimated to have grown at a much slower pace in the

fourth quarter than in the third quarter.

The emerging markets PMI recorded an increase for the manufacturing industry but declined
across services in the fourth quarter (Chart 2.1.5). However, the manufacturing industry PMI sfill stayed
below the neutral mark of 50. The Chinese economy continued to slow, growing by only 6.8 percent
year-on-year in the fourth quarter. Meanwhile, country-level indices show that the Brazilian economy
fell deeper into contraction whereas the economic recession in Russia lost some momentum in the final
quarter of 2015. Moreover, the manufacturing industry PMI data were significantly down quarter-on-
quarter for the Czech Republic, India and South Africa but were more favorable for other emerging
economies. Hence, the slowing economic activity across emerging economies appears to have

continued into the fourth quarter of 2015.

Chart 2.1.3. Chart 2.1.4.
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In sum, the global economy might continue to decelerate in the fourth quarter largely due to
emerging economies and grow at a slower pace quarter-on-quarter. The January Consensus Forecasts
Bulletin shows that growth forecasts for 2015 were revised upward by about 0.1 percent in the inter-
reporting period (Table 2.1.1). Yet, on the advanced economies front, growth forecasts for 2015 were
revised downward for the US and the UK. On the emerging economies side, end-2015 growth forecasts
were revised upward for Latin America and Eastern Europe. However, the growth forecast for Brazil was
revised notably downward. Forecasts for Asia-Pacific were left unchanged (Table 2.1.1). Accordingly,
the annual growth rate of the export-weighted global production index revised by January forecasts
declined from the previous reporting period (Chart 2.1.6). Thus, Turkey's external demand appears to

have weakened further in the last quarter of 2015.

Table 2.1.1.
Growth Forecasts for end-2015 and end-2016
(Average Annual Percent Change)

October January
2015 2016 2015 2016
Global 2.5 29 2.6 2.7
Advanced Economies
USA 2.5 2.6 2.4 2.4
Euro Area 1.5 1.7 1.5 1.7
Germany 1.8 1.9 1.7 1.8
France 1.1 1.5 1.1 1.4
Italy 0.8 1.3 0.7 1.3
Spain 32 27 3.2 2.7
Japan 0.6 1.3 0.6 1.2
UK 2.5 2.4 23 23
Emerging Economies
Asia-Pacific 58 5.7 58 57
China 6.8 6.5 6.9 6.5
India 7.5 7.8 7.4 78
Latin America -0.7 0.5 -0.3 0.0
Brazil -2.8 -1.0 -3.6 -2.7
Eastern Europe -0.1 1.7 0.0 1.5
Russia -3.9 -0.1 -3.8 -0.5
Source: Consensus Forecasts.
Chart 2.1.5. Chart 2.1.6.
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* Weighted by each country's share in Turkey's exports.
Source: Bloomberg, CBRT.
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2.2. Commodity Prices and Global Inflation

In the fourth quarter of 2015, the headline commodity price index dropped by 13.3 percent from
the end of the previous quarter. Across sub-indices, energy prices, industrial metal prices and
agricultural prices fell by 20.1, 6 and 2.4 percent, respectively, whereas precious metal prices remained
basically flat. In this period, commodity prices continued to slide at an increased rate, largely due to
output and stock levels outpacing the demand from emerging economies, particularly China
(Chart 2.2.1).

Chart 2.2.1. Chart 2.2.2.
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Source: Bloomberg. Source: Bloomberg.

Qil prices continued to plummet in the fourth quarter, hitling the recent lows. Although the
negative implications of low oil prices on the budgets of oil-exporting countries, particularly Saudi
Arabia and Russia, sow doubt about the sustainability of low price policies, the failure of OPEC to reach
an agreement on an output quota at its December 2015 meeting, the lifting of the US oil export ban
and the termination of sanctions against Iran suggest that competition over market share will continue
to put downward pressure on oil prices for some fime. Thus, December 2017 contracts for Brent crude
oil, which were traded at 56 USD on average in October, have been trading at a monthly 43.5 USD on
average as of January 20 (Chart 2.2.2). Yet, rising geopolitical risks in the Middle East and Africa are

likely to put upward pressure on oil prices.

In the inter-reporting period, inflation and core inflation rates were up slightly across advanced
and emerging economies (Charts 2.2.3 and 2.2.4). These increases were mostly attributed to the US, the
Euro areqa, the UK and Japan among advanced economies, and to Brazil, India, South Africa and
Turkey on the emerging economies front. Inflation expectations for end-2016 were revised upwards for
Latin American and Eastern European economies amid worsened expectations in Brazil and Russia and

slightly downwards for advanced and Asia-Pacific economies (Table 2.2.1).
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Chart 2.2.3. Chart 2.2.4.
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Although falling prices of oil and other commodities continue to dampen inflation rates, given
relatively smaller price changes in 2016, inflation might soar across all country groups this year due to
base effects. On the advanced economies front, core inflation rates hover at or above the readings in
mid-2014, which is marked by plunging oil prices, suggesting that inflation rates may reach pre-2014
levels in 2016. The uncertainties surrounding the global financial implications of the Chinese slowdown
and the course of the US monetary normalization remain as major risks for commodity prices and the
inflation outlook. Especially, the depreciating Chinese yuan may spark disinflation on a global scale.

Table 2.2.1.

Inflation Forecasts for end-2016
(Average Annual Percent Change)

October 2015 January 2016
Global 3.6 2.6*
Advanced Economies
USA 1.8 1.5
Euro Area 1.1 0.8
Germany 1.4 1.1
France 1 0.8
Italy 0.9 0.6
Spain 0.9 0.7
Greece 2.1 0.1
UK 1.4 1.0
Japan 0.8 0.6
Emerging Economies
Asia-Pacific* 2.6 22
China 2.1 1.6
India 5.4 53
Latin America 6.7%* 10.4*
Brazil*** 6.1 7.0
Eastern Europe 5.8 6.0

* Including Venezuela with the new methodology.
** Excluding Venezuela.

*** December-on-December.

Source: Consensus Forecasts.

2.3. Financial Conditions, Risk Indicators and Portfolio Flows

The global risk appetite remained subdued in the fourth quarter over the ongoing weakening
across emerging economies as well as the mounting geopolitical risks and heightening fears over the
Chinese slowdown. The Fed's December rate hike spurred the market perception that interest rates
might increase moderately and gradually over the upcoming period. Accordingly, global volatility

indices edged down following the Fed’s decision (Chart 2.3.1). However, this drop proved to be short-
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lived and volafility indicators rose again in early 2016 amid growing concerns about China, which

affected currencies of both advanced and emerging economies (Chart 2.3.2).

Chart 2.3.1. Chart 2.3.2.
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The Fed's rate hike decision conveyed the message that the normalization would be a quite
gradual one and the economic recovery would be monitored closely. This caused long-term returns in

advanced economies to remain unchanged after the decision (Chart 2.3.3).

Chart 2.3.3. Chart 2.3.4.
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Sovereign spreads in emerging markets tended to be more volatile and higher than in the
previous reporting period amid the subdued global risk appetite, the sluggish growth in emerging
economies and the gloomy outlook for the Chinese economy (Charts 5.1.3 and 5.1.4). Accordingly,
stock and bond markets in emerging economies witnessed further outflows (Chart 2.3.4). The Fed
decision had no adverse effects on portfolio flows as the rate hike was already priced and the
message for a gradual normalization was communicated. On the other hand, the lower-than-
expected December PMI data for China released in early January worsened the current negative
outlook for the Chinese economy. This caused the Chinese stock market to experience a steep sell-off,
which temporarily halted the trading. The uncertainty regarding the duration of the Chinese downturn
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as well as the weak economic outlook in other emerging economies, Brazil, Russia and South Africa in
particular, contribute to the downside risks to emerging market portfolio flows in the upcoming period.
Yet, signals of a gradual and moderate Fed rate hike indicate that the monetary normalization will not

add to the downward pressure on portfolio flows to emerging markets.
2.4. Global Monetary Policy

In the last meeting of 2015 in mid-December, the Fed raised its policy rate by 25 basis points and
initiated a hiking cycle. The monetary policy stance remained intfact across advanced economies
before and immediately after this decision, except for New Zealand, where the Reserve Bank of New
Zealand lowered its benchmark interest rate by 25 basis points in December 2015 (Chart 2.4.1).
Meanwhile, on the emerging economies side, some Latin American countries had already started to
increase their policy rates before the Fed's decision. In this regard, the Central Bank of Colombia hiked
its policy rate by 75 basis points while the Central Bank of Chile and the South African Reserve Bank
each favored a 25 basis points rate increase during October and November. The Central Bank of Chile
and the Bank of Mexico opted for a rate hike of 25 basis points right after the Fed decision, while the
Central Reserve Bank of Peru raised its key interest rate by a total of 50 basis points on two occasions, in
December and January. Bank Indonesia, on the other hand, lowered its policy rate by 25 basis points in
January (Chart 2.4.2).

Chart 2.4.1.
Policy Rate Changes in Advanced Economies
between January 2014 and January 2016* (Basis Points)

Chart 2.4.2.
Policy Rate Changes in Emerging Economies between
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The US economic outlook at the end of the third quarter of 2015 had hinted that the Fed rate
hike would be pushed to 2016. However, prospects changed in the fourth quarter and the Fed
provided forward guidance about a likely year-end rate hike. Therefore, the policy rate hike was
already anticipated by the markets. With the hiking cycle commencing, expectations about the speed
of future rate hikes will be crucial to both international financial markets and portfolio flows. Despite the
divergence of the US economy from both advanced and emerging economies due to its growth
performance, the presence of downward pressure on US inflation, particularly through commodity
prices, suggests that the Fed policy rate might follow a more horizontal path in the upcoming period. In

fact, in its post-decision statements, the Fed emphasized that it would wait to see firm signs of rising
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inflation as well as stronger demand conditions before a new rate hike. Nevertheless, the median of the
latest policy rate projections of the FOMC members points to a rate hike at four of eight meetings in
2016 (Chart 2.4.3). Moreover, rates on federal funds futures are higher compared to the previous

reporting period (Chart 2.4.4).

Chart 2.4.3. Chart 2.4 4.
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3. Inflation Developments

In the last quarter of 2015, consumer inflation increased by approximately 0.86 points compared
to the previous quarter and reached 8.81 percent, exceeding the uncertainty band around the
inflation target. The uptick in inflation in the last quarter is mainly attributed to the surge in core goods
prices due to the lagged effects of the cumulative depreciation in the Turkish lira in the first three
quarters. Moreover, annual energy inflation increased due to the base effect. The realization of
inflation above the uncertainty band was also caused by food price hikes. Despite the surplus in
agricultural production in 2015 after the contraction in the previous year, food prices did not
decelerate as expected and inflation in food prices closed the year at 10.9 percent, remaining slightly
below the 2014 readings. Particularly, unprocessed food prices soared notably in the last three years by
an average 13 percent in annual terms. Food inflation was passed through to services inflation as well,
through the prices of catering services. Additionally, price increases in items sensitive to exchange
rates, besides the persistence in inflation as well as developments in wages, also had an effect on the
high course of services inflation. On the other hand, falling import prices, oil prices in particular, had a
limited effect on consumer price inflation due to exchange rate developments. Moreover, the
deterioration of inflation expectations since the second quarter of 2013 continued throughout the year
owing fo high levels of inflation in consumer prices. Thus, the underlying trend of core inflation remained
elevated despite recording a slight quarter-on-quarter decline.

In the last quarter of 2015, price changes in all subcategories except core goods remained
below historical averages (Chart 3.1). Core goods prices increased faster than the general price level
in this period mainly due to the lagged effects of the depreciation in the Turkish lira. Accordingly, the
contribution of core goods prices to headline inflation increased by 0.7 percentage points compared
to the third quarter (Chart 3.2). In the last quarter, the contribution of services and energy prices o
inflation crept up by 0.1 percentage points each, while that of tobacco and gold edged down by 0.1

percent. In the meantime, the contribution of food prices to inflation remained virtually unchanged.

Chart 3.1. Chart 3.2.
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In sum, inflation in food prices failed to decelerate as much as expected in the last quarter of
the year. Despite the positive effects of energy prices, cumulative exchange rate movements
contfinued to deteriorate consumer inflation. In the upcoming period, adjustments in administered
prices, acceleration in the minimum wage increase and inflation expectations are the major factors fo
shape the inflation outlook. The direct impact of the January price hikes on inflation in certain products
with administered prices, tobacco products and electricity in particular, is estimated to be around 0.7
percentage points. In addition, despite the sharing of the burden between employers and the state,
the 30 percent rise in the net minimum wage in 2016 will inevitably pose an upward pressure on
consumer inflation, especially via prices of services and food. Under these circumstances, inflation may

hover above the target for a while, which necessitates close monitoring of inflation expectations as

well.

3.1. Core Inflation Outlook

Annual core goods inflation rose by 2.28 points to 10.22 percent in the last quarter (Chart 3.1.1
and Table 3.1.1). This was driven by the lagged effects of the exchange rate and clothing prices, the

annual inflation of which surged by around 4.7 points to 9 percent due to pass-through from cost
factors that increased amid rising headline inflation as well as positive expectations regarding domestic
demand following elections. Cumulative exchange rate effects were also manifested in durable
goods, which are included among core goods, and durable goods inflation remained on the rise,
albeit decelerating slightly. Inflation in core goods excluding clothing and durable goods displayed a

relatively limited increase in this period (Chart 3.1.2).

Chart 3.1.1.
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The sharp depreciation of the Turkish lira against the USD and euro in the third quarter had
remarkable effects on core goods prices in October. Clothing prices registered the highest October rise
in the history of the index, while inflationary pressures in durable goods remained strong after
September. In fact, in addition to prices of white goods and automobiles, furniture prices also exhibited
hikes in October. Price increases continued to some extent in clothing and furniture in November, while

inflationary pressures on core goods alleviated in December.
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Chart 3.1.2. Chart 3.1.3.

Core Goods Prices Core Goods Prices

(Annual Percent Change) (Seasonally Adjusted, 3-Month Moving Average,
Annualized)
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Source: TURKSTAT, CBRT.

Against this background, the confribution of core goods to consumer price inflation increased
approximately by 0.7 points to 2.79 percent in the last quarter (Chart 3.2). The underlying frend of
inflation in core goods prices also soared notably in this period (Chart 3.1.3). In the last two years, the
depreciation of the Turkish lira against foreign currencies led to higher-than-average increases in core
goods prices. Moreover, customs duty hikes to some durable goods were also influential in rising
inflation in 2015. Despite weaker inflationary pressures in December across core goods, upward risks fo

inflation are brisk amid these factors.

Table 3.1.1.
Prices of Goods and Services
(Quarterly and Annual Percent Change)

2014 2015
[\ Annual | Il 1} [\ Annual
CPI 1.63 8.17 3.03 1.68 1.39 244 8.81
1. Goods 1.99 7.99 3.34 1.37 0.81 3.02 8.79
Energy -0.74 -1.54 1.96 1.44 -0.70 0.24 2.96
Food and Non-Alcoholic Beverages 2.90 12.73 8.82 -3.85 2.85 3.03 10.87
Unprocessed Food 3.53 12.24 16.40 -9.27 3.56 4.07 13.83
Processed Food 2.36 13.16 2.30 1.45 222 2.1 8.33
Core Goods 2.98 8.89 -1.10 6.60 -0.57 5.15 10.22
Clothing and Footwear 10.38 8.40 -12.43 22.37 -11.81 15.34 9.00
Durable Goods (excl. gold) -0.29 8.70 3.91 1.43 4.57 1.66 12.05
Furniture 1.56 7.73 3.55 1.24 3.20 2.32 10.70
Electrical and Non-Electrical Appliances -0.31 1.64 2.44 0.98 4.00 1.96 9.69
Automobile -1.19 13.72 5.14 1.62 5.60 1.13 14.10
Other Durable Goods 1.07 7.02 1.38 3.19 2.69 2.94 10.59
Core Goods (excl. clothing and durable goods) 1.38 9.57 1.78 2.16 2.25 2.32 8.79
Alcoholic Beverages, Tobacco and Gold 0.00 7.73 4.49 0.61 2.32 -0.94 6.56
2. Services 0.81 8.59 232 2.40 276 1.10 8.85
Rent 1.78 7.34 1.47 1.77 2.38 1.90 7.73
Restaurants and Hotels 2.02 13.98 3.42 3.59 4.29 1.34 13.23
Transport -0.38 7.76 0.10 2.06 1.41 0.56 4.17
Communication 0.14 2.50 226 -0.11 1.53 0.63 4.36
Other Services* 0.21 8.64 2.95 3.00 2.87 0.92 10.09

* Services excluding rent, restaurants and hotels, fransport and
communication.
Source: TURKSTAT, CBRT.

Prices of services registered a lower-than-average increase by 1.10 percent, yet the annual
inflation in services prices edged up by 0.31 points to 8.85 percent in the last quarter (Charts 3.1.1 and
3.1.4). The rise in annual inflation was driven by prices of fransport and communication services as well
as prices of other services that were subject to the lagged effects of the depreciation in the Turkish lira
(Chart 3.1.5). On the other hand, the prices of restaurants and hotels, which mainly determine the high

course of services inflation, increased well below historical averages and annual inflation recorded a
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decline in this quarter (Charts 3.1.4 and 3.1.5). Meanwhile, rent inflation displayed a slight increase in

the last quarter.

Chart 3.1.4. Chart 3.1.5.
Prices of Services by Subcategories Prices of Services by Subcategories
(Fourth-Quarter, Quarterly Percent Change) (Annual Percent Change)
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Cost pressures continue to dominate prices of services. Prices of catering services, which soared
throughout the year due to high annual inflation in prices of food excluding fresh fruits and vegetables,
remained elevated in this quarter, albeit less notably, and annual inflation stood at 14.23 percent
(Chart 3.1.6). The cumulative impact of the depreciation in the Turkish lira remained influential in prices
of other services. Annual inflation in prices of other services frended upwards across the year and hit
10.09 percent at the end of 2015 (Chart 3.1.7). Another domestic cost factor determining services
prices is wages. Wages increased faster than CPI in recent years, which had an adverse effect on the
services inflation. Accordingly, the minimum wage adjustments for 2016 will have even more adverse

effects on prices of services, which is a labor-intensive sector.

Chart 3.1.6. Chart 3.1.7.
Prices of Catering Services and Food Prices of Other Services and the Currency Basket
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Source: TURKSTAT, CBRT. Source: TURKSTAT, CBRT.

The underlying trend of services inflation in quarterly averages declined in the last quarter amid
the decelerating increases in prices of restaurants and hotels (Chart 3.1.8). Similarly, the diffusion index
for prices of services exhibited a slight improvement (Chart 3.1.9). However, an additional cost due to
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the minimum wage hike, the persistence in CPI inflation and the potential reflections of these on the

medium-term expectations keep upward risks brisk on the underlying trend of services inflation.

Chart 3.1.8. Chart 3.1.9.
Prices of Services Diffusion Index for Prices of Services*
(Seasonally Adjusted, 3-Month Moving Average, (Seasonally Adjusted, 3-Month Moving Average)
Annualized)
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* Diffusion index is calculated as the ratio of the number of items with
increasing prices minus the number of items with decreasing prices to
total number of items within a given month.

Source: TURKSTAT, CBRT. Source: TURKSTAT, CBRT.

In line with the outlook for prices of core goods and services, annual inflation in SCA-H and
SCA- 1, which are core inflation indicators, climbed to 9.27 and 9.51 percent, respectively, in the last
quarter (Chart 3.1.10). Also, the underlying trend of core inflation indicators deteriorated compared to

the third quarter (Chart 3.1.11).

Chart 3.1.10. Chart 3.1.11.
Core Inflation Indicators Core Inflation Indicators
(Annual Percent Change) (Seasonally Adjusted, 3-Month Moving Average,

Annualized, Percent)
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Source: TURKSTAT.

As of the end-quarter, the likelihood for prices to rise quarter-on-quarter as implied by the
diffusion indices has edged down since the third quarter (Chart 3.1.12). MEDIAN and SATRIM, the
alternative core inflation indices monitored by the CBRT, also imply a similar movement (Chart 3.1.13).
In short, the cumulative depreciation of the Turkish lira confinued to have adverse effects in the last
quarter, while the favorable import prices partially contained cost pressures. Despite a slight
improvement recently, the underlying indicators remained virtually unchanged quarter-on-quarter and

hovered well above the target-consistent levels.
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Chart 3.1.12. Chart 3.1.13.
Diffusion Indices for CPl and SCA-H Core Inflation Indicators MEDIAN and SATRIM
(Seasonally Adjusted, 3-Month Moving Average) (Annualized, 3-Month Moving Average)
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3.2. Food, Energy and Alcohol-Tobacco Prices

Having declined significantly in the second quarter by approximately 5 points to 9.28 percent,
annual inflation in food prices followed a fluctuating course in the second half of the year, climbing to
10.87 percent at the year-end, remaining far above the previous Report’s assumption at 8 percent
(Chart 3.2.1). The boost in agricultural production in 2015 after the contraction in 2014 caused virtually
no deceleration in the agricultural products inflation on the producers’ side and food price inflation on
the consumers’ side.! Unprocessed food price inflation surged notably by 13 percent on average in the

last three years.

Annual food price inflation fluctuated in the last quarter due to unprocessed food prices
(Chart 3.2.2). Amid an increased supply of fruits and vegetables, seasonally adjusted unprocessed
food prices saw a correction in May and June. Yet, this was reversed due mainly to soaring fruit prices
in the third quarter and vegetable prices in the last quarter. Thus, prices of fresh fruits and vegetables
surged in the second half and completed 2015 with an increase of 18.28 percent (Chart 3.2.3). Inflation
in unprocessed food products other than fresh fruits and vegetables remained on the decrease as in
the third quarter. In particular, red meat prices remained relatively flat in the last quarter after trending
upwards for a protracted period due to the subdued supply in livestock. Red meat prices soared by
around 50 percent from the first quarter of 2013 to the third quarter of 2015, and registered an annual
inflation by 21.23 percent in 2015. Amid the steps taken by the Food Committee, following the
authorization to import carcass meat granted to the Meat and Milk Board, the uptrend in domestic
meat prices was replaced by a relatively mild course. As a result, annual unprocessed food inflation

rose by 0.60 points quarter-on-quarter to 13.83 percent in December.

Despite losing momentum, the annual inflation in processed food prices continued to slow down
(Chart 3.2.2). Amid favorable developments in wheat production, inflation in bread and cereals
decelerated further, pulling the annual inflation to 5.96 percent. Meanwhile, prices of processed food

excluding bread and cereals followed a relatively mild course except for vegetable oil prices. In

! According to the crop production statistics of 2015, production of cereal, vegetable and fruit products rose by 18.1, 3.4 and 3.9 percent,
respectively, in 2015 compared to 2014.
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tandem with red meat prices, prices of processed red meat products remained almost flat. On the
other hand, vegetable oil prices contfinued to increase in the last quarter, and olive oil and sunflower oil
prices rose by approximately 70 and 20 percent, respectively, in the last 12 months. Accordingly, olive

oil recorded the highest price increase among food items in 2015.

Chart 3.2.1. Chart 3.2.2.
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Source: TURKSTAT, CBRT.

Annual inflation in food and catering services remained unchanged at 11.55 percent, while CPI
inflation excluding food and catering services reached 7.61 percent mostly due to the exchange rate
and base effects in energy prices in the last quarter (Chart 3.2.4). Given the high share of food within
the consumption basket, the course of food and related services can adversely affect inflation
perception and expectations, especially among consumers. Thus, bringing inflation in food-related
categories down to levels consistent with the consumer inflation target is of great importance. The
measures to be proposed by the Committee on Monitoring and Evaluation of Food and Agricultural
Product Markets are expected to provide a significant contribution in this regard.

Chart 3.2.3. Chart 3.2.4.
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Source: TURKSTAT, CBRT.

Inflation Report 2016-I 27



Cenftral Bank of the Republic of Turkey

Energy prices edged up by 0.24 percent in the last quarter. The downtrend in international oil
prices continued and Brent crude oil prices receded from 47 USD to 36 USD from the start to the end of
the last quarter. This plunge had evident effects on fuel oil prices causing a 2.89 percent fall on a
quarterly basis. However, bottled gas prices followed a reverse course in the last quarter and rose by
4.43 percent (Chart 3.2.5). Electricity and natural gas prices were unchanged in this quarter, while
municipal tap water tariffs remained on an upward trend (Chart 3.2.6). Hikes in municipal water prices
emerged as the leading factor to shadow a potentially better outlook in energy price inflation across
the year. As a result, annual energy price inflation increased amid base effects in the last quarter to
2.96 percent, and contributed positively to CPI inflation in 2015. On the other hand, annual energy
inflation is likely to surge in January owing to both the low base in 2015 and price hikes in electricity,

which is an administered price item.

Chart 3.2.5. Chart 3.2.6.
Crude Oil and Selected Domestic Energy Prices Domestic Energy Prices
(December 2010=100) (Annual Percent Change)
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Source: Bloomberg, TURKSTAT, CBRT. Source: TURKSTAT.

Prices of alcoholic beverages and tobacco products followed a horizontal course in the last
quarter. However, as per the Decree enforced in January 2016, the SCT on alcoholic beverages and
tobacco products was raised, which is expected to affect the January CPI inflation by around 0.45
points. Together with the price adjustments in other administered price items like electricity as well as
taxes on mobile phones, these fiscal measures are estimated to have a direct effect by around 0.7

points on consumer price inflation.
3.3. Domestic Producer Prices

Domestic producer prices decreased by 1.94 percent amid the developments in manufacturing
prices, and annual inflation dropped o 5.71 percent in the last quarter (Table 3.3.1 and Chart 3.3.1).
This decline was mainly driven by the downifrend in international commodity prices, oil prices in

particular. Subcategories saw falling quarterly prices in this quarter (Table 3.3.1).
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Table 3.3.1.
D-PPI and Subcategories
(Quarterly and Annual Percent Change)

2014 2015
v Annual | I Il I\ Annual
D-PPI -0.82 6.36 2.60 2.81 2.20 -1.94 571
Mining -2.86 1.02 0.33 3.59 -3.41 -1.08 -0.69
Manufacturing -1.01 7.63 2.64 3.45 2.12 -1.89 6.38
Manufacturing (excl. petroleum products) -0.06 8.98 2.65 3.12 2.70 -1.32 7.28
Manufacturing (excl. petroleum and basic
metal products) 0.16 9.56 2.70 3.22 2.88 -0.57 8.44
Electricity and Gas 1.53 -3.56 1.80 -3.33 5.38 -3.39 0.19
Water 4.54 11.90 13.75 221 0.27 2.89 19.95
D-PPI by Main Indusiry Groups
Intermediate Goods -0.36 6.53 1.97 296 3.05 -2.30 5.69
Durable Goods 0.84 7.55 5.15 3.20 4.07 -0.40 12.48
Durable Goods (excl. jewelry) 1.29 7.38 291 2.98 2.87 2.54 11.78
Non-Durable Goods 0.49 13.82 324 3.31 0.60 -0.52 6.73
Capital Goods -0.88 597 2.23 2.87 5.15 -0.45 10.08
Energy -5.54 -7.64 2.29 1.33 -0.49 -5.54 -2.57

Source: TURKSTAT, CBRT.

In the last quarter, manufacturing industry prices fell by 1.89 percent, and the annual inflation
receded to 6.38 percent on a quarterly basis (Table 3.3.1 and Chart 3.3.2). This decline is attributed to
the fall in international commodity prices and the mild course of the Turkish lira. In fact, import prices fell
in both USD and TL-denominated terms in the last quarter of the year (Chart 3.3.3).

Chart 3.3.1. Chart 3.3.2.
Domestic Producer and Consumer Prices Manufacturing Prices
(Annual Percent Change) (Annual Percent Change)
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Falling prices dominated the main industrial subcategories in this period (Table 3.3.1). Prices of
infermediate goods decreased by 2.30 percent mostly owing to steel products. Prices of capital goods
also declined due to metal construction products. Prices of durable goods posted a decline because
of jewelry prices, while prices of durable goods excluding jewelry rose by 2.54 percent. Thus, annual
durable goods inflation in the manufacturing industry reached 12 percent in 2015, which had adverse
effects on consumer prices throughout the year. The fall in prices of non-durable goods in the last
quarter, on the other hand, was driven by food manufacturing prices, particularly meat and meat
products. Increases in the manufacturing industry prices excluding petroleum and basic metal
products, which entail information on the underlying trend of producer prices, recorded a quarterly

decline (Chart 3.3.4). As a result, cost pressures on consumer prices stemming from the manufacturing
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industry remained brisk in the first three quarters, but alleviated across subcategories excluding durable

goods and water provision in the last quarter.

Chart 3.3.3. Chart 3.3.4.
Import Prices in USD and TL* Manufacturing Industry Prices Excluding Petroleum
(2010=100) and Basic Metal Products
(Seasonally Adjusted, Quarterly Percent Change)
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3.4. Expectations

Having tfrended upwards across 2015, medium-term inflation expectations continued to
deteriorate in the last quarter in view of the developments in inflation. In addition, January price hikes
to certain administered items, particularly alcoholic beverages, tobacco products and electricity as
well as the depreciation of the Turkish lira and the high minimum wage increase caused medium-term
inflation expectations to worsen further (Chart 3.4.1). Across maturities, short-term inflation expectations
were revised considerably upwards on a quarterly basis, while expectations with longer terms recorded
a more limited rise (Chart 3.4.2). Accordingly, inflation expectations currently hover above the 5-

percent year-end target setf for 2016 and 2017.

Chart 3.4.1. Chart 3.4.2.
12-Month and 24-Month-Ahead Inflation Inflation Expectations**
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The dispersion of medium-term inflation expectations indicates deterioration in inflation

expectations in January compared to October (Charts 3.4.3 and 3.4.4). Particularly, the percentage of

respondents expecting 12-month-ahead inflation to be 7.5 percent or above increased notably.

Chart 3.4.3.
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Box
3.1

Impacts of Base Effects on the CPI Inflation in 2016

Exchonge rate developments and food prices proved influential in the course of annual inflation in 2015.
The Turkish lira depreciated throughout the year due to the volafility in global markets and domestic
uncertainties. This caused not only an uptick in core goods and services inflation, but also restricted a
possible fall in domestic energy prices amid lower international oil prices. Despite the evident correction in
unprocessed food prices in the second quarter, food prices trended upwards across the year. In turn, the
high course of food prices pushed services inflation via catering services prices. As a result, the annual CPI
inflation exceeded the uncertainty band in 2015, while core inflation indicators remained unfavorable as
their annual inflation and the underlying frend saw no noticeable recovery compared to the previous year.
This box analyzes the contribution of base effects to annual inflation in CPI and core inflation indicators in

2016 by subcategories.

The base effect stems from the deviation of the month-on-month change in the previous year from the
typical monthly change in the respective month.2 Thus, in addition to current price developments, annual

inflation may also be affected by the base effect.

The contribution of base effects to expected changes in annual CPI inflation in 2016 by subcategories is
displayed in Chart 1.3 Accordingly, the biggest contribution across the year may come from prices of core
goods, energy and food, unprocessed food in particular. Base effects emanating from core goods are
expected fo bring inflation down throughout the year, while those arising from energy prices are expected
fo push inflation upwards especially in the second half. High monthly changes in food prices in the first
quarter of 2015 may result in negative base effects in the first quarter of 2016. Meanwhile, unless shadowed
by current price changes, base effects stemming from food prices may lead to upside fluctuations in the

annual CPl inflation in May and October.

On a cumulative basis, base effects may pull the end-2016 consumer inflation by 0.8 points downwards
compared fo the end of 2015 (Chart 2).4 Cumulative confributions of the base effects from food, core
goods and services prices may prove negative across the year, while those from energy, alcohol and
fobacco, which are excluded from the core indicators, are expected fo be positive. Accordingly,
cumulative base effects may have more favorable contributions to the annual inflation of core indicators
than that of the CPI. In fact, in year-on-year terms, these effects are estimated to reduce annual inflation in

SCA-H and SCA-I by 2.3 and 2.9 percentage points, respectively, by December 2016.

2 Typical monthly change reflects the overall course of price movements in the respective period. However, there is no standard way to calculate
this normal change. Accordingly, the average monthly inflation in subcategories in the respective month during the 2008-2014 period constitutes
the typical change in this analysis. On the other hand, the ECB uses an alternative measure for typical change by adding seasonal factors to
seasonally adjusted average monthly changes since mid-1990s (ECB, 2015).

31|n this box, base effects are calculated by using CPI subcategory weights in 2015 and in the spirit of CBRT (2012).

4 The contribution of base effects to changes in annual inflation may vary depending on the measurement of the typical monthly change.
However, the direction and the course of this confribution are similar regardless of the measurement method. In this context, it should be noted
that the course and direction of the total cumulative contribution is more informative than the magnitude thereof regarding the change in the
annual inflation.
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Chart 1. Contribution of Base Effects to Expected Chart 2. Cumulative Contribution of Base Effects to
Monthly Changes in Annual CPI Inflation in 2016 Changes in Annual Inflation in CPI and Core Inflation
(Percentage Points) Indicators (Percentage Points)
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[n sum, the course of annual CPI inflation will be subject fo base effects from subcategories in 2016 and
these effects may have a downside impact on annual CPI inflation. However, besides base effects, the
course of annual inflation is also shaped by current price developments. Factors such as the course of the
exchange rate, weather conditions, public price adjustments, wage increases and aggregate demand
developments may affect inflation through current prices in the upcoming period. Yet, understanding the
conftribution of base effects to the changes in annual CPI inflation is crucial for tfrue measurement of the

underlying trend.
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Box
3.2

A Bayesian Approach to Analyzing Inflation Dynamics in Turkey5

Undersfonding the effects of macroeconomic variables on inflation with respect fo their speed and size is
crucial for inflation-targeting central banks. The question of how inflation reacts to changes in its major
determinants, such as exchange rates, intfernatfional prices, GDP growth and wages is one of the most
frequently debated issues in the Turkish economy. Against this background, this box aims to confribute to

the analysis of inflation dynamics in Turkey and explores the effects of these variables on inflation.

In order to understand these effects with respect to their speed and size, the study utilizes a 5-variable VAR
model, which includes currency basket (0.5*USD+0.5*Euro), USD-denominated import prices, GDP,
consumer prices excluding unprocessed food, alcohol and tobacco products (CPIX) and non-farm wages
per hour worked as endogenous variables. The study uses quarterly data in the post-2005 period. In
addifion, the model employs exogenous variables, which are the EMBI-global (the global risk indicator),
global GDP, tax rate on domestic fuel prices and unprocessed food prices excluding fresh fruits and

vegetables.¢

[t should be underlined that some of these control variables carry some country-specific traits. More
specifically, fluctuations in fuel prices that cannot be explained by import prices and exchange rates can
be attributed to the occasionally changing lump-sum tax rate. Hence, the relevant tax variable is included
as an exogenous variable to the model in order to capture these movements in energy prices that cannot
be represented by model dynamics. Meanwhile, to confrol the effect of domestic supply shocks,
unprocessed food prices excluding fresh fruits and vegetables are included in the model also as an

exogenous variable.”

The other exogenous variables (global growth and global risk) are incorporated in the model in
compliance with the theory asserting the direction of the macroeconomic relations. In particular, periods of
increased global growth and risk appetfite coincide with periods of rising commodity prices and
accelerating capital inflows, which lead to brisk economic activity in emerging economies. This channel
causes import prices and domestic growth to move in the same direction, thereby restricting the effect of
an internationally driven cost shock on the domestic economic activity. In order to better gauge the
relationship between import prices and domestic growth, the common drivers of these two variables, which
are global growth and global risk, are added as control variables to the model. Including these two control
variables will also eliminate a possible distortion in the relationship between exchange rate and domestic
growth through a similar transmission, which can be formulated as global growth = capital inflows >

domestic growth and appreciation of the TL.

5 For further details, see OJung et al. (2016).

6 The VAR model is estimated with 2 lags by using stationary forms of the variables. The shocks are identified through the Cholesky decomposition.

7 Prices of restaurants and hotels have been elevated in recent years, remaining slightly above the general price level. In order to better capture
the dynamics of CPIX, the prices of some unprocessed food items, in particular supply-driven red meat prices, which account for the uptrend in
prices of restaurants and hotels, are included as exogenous variables.
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The relatively small sample size due to data constraints is a challenge against an accurate estimation of
mulfiple parameters. To overcome this problem, the VAR model is treated via a Bayesian perspective,
which enables the inclusion of prior information to the model on some estimated parameters. Furthermore,
the Bayesian approach also allows imposing some restrictions on the model for cases where a
macroeconomic variable is expected to have no simultaneous or lagged effects on other variables. For
example, assuming that international prices are not influenced by domestfic variables in small open
economies, the mean of the prior distributions of the relevant parameters is taken as 0, while their prior
variances are assumed to be quite low. The imposed exogeneity restrictions (the O restriction for the
parameter) for accurate identification of shocks are as follows: (i) external variables are not affected by
domestic variables (but are affected by import prices, global risk and global growth); (i) wages remain
unaffected by global risk and global growth as well as fuel tax and unprocessed food prices excluding fresh
fruits and vegetables (these variables do not have an effect on wages from another channel except

growth and inflation).

Chart 1. Cumulative Response of CPIX Inflation to Selected Variables by Quarters
Percentage Points
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The main findings regarding inflation dynamics in Turkey are summarized in Chart 1 via cumulative impulse-
response functions by quarters. This helps to illustrate the speed and the size of the response of CPIX inflation
to major shocks. Moreover, impulse-response distributions obtained from the Bayesian approach provide
information regarding the uncertainty of the estimation. The dark lines denote the median response
corresponding to the 50t percentile, while the light-colored interval shows the response range
corresponding fo 35t and 65t percentiles. Accordingly, the main findings based on median responses are

summarized as follows:

A 10-percent depreciation of the Turkish lira against the currency basket increases inflation by 1.8
percentage points at the end of two years. The pass-through of the exchange rate shock to inflation is
completed within a year. The 40 percent of the pass-through is completed within 3 months, while 70 and 88
percent of the pass-through are completed in six and nine months, respectively. These results are mostly

consistent with previous studies.8

A 10-percent positive shock to USD-denominated import prices increases inflation by 1.3 percentage
points at the end of two years. The pass-through from import prices is faster in the short-term compared to
that from the exchange rate. The completion of import price pass-through takes longer but a major portion

of the pass-through is completed within a relatively shorter time (in three months).

A 1-percent positive shock to quarterly GDP growth increases inflation by 0.23 percentage points at the
end of two years. Changes in the exchange rate and import prices have a contemporaneous effect on
inflafion, while the effect of growth is observed with a lag. The pass-through from economic activity to
inflation is finalized within a year, where about half of the pass-through takes place within the first six months,

and 84 percent of it is completed within the first nine months.

A 10-percent positive shock to non-farm nominal wages per-hour worked increases inflation by 1.8
percentage points at the end of two years. Similar fo economic activity, the effect of wages on inflation is
observed with a lag. The completion of the pass-through from wages to inflation takes longer (about two
years), where 50, 78 and 90 percent of the pass-through are completed in the first six months, nine months

and one year, respectively.

The uncertainty interval around the median estimate is quite sizeable for wage pass-through. The
distributions of the estimates for the effect of the exchange rate and import prices on inflation indicate a
rather low level of uncertainty. For a 10-percent positive shock, the lower and upper limits corresponding fo
35t and 65t percentiles indicate a pass-through between 1.7 and 1.9 percentage points for the exchange
rate, and between 1.2 and 1.5 percentage points for import prices. The response of inflation fo a 1-percent
growth shock for the same percentiles ranges from 0.1 to 0.3 percentage points. On the other hand, the
distribution of estimates for wage pass-through indicates that the effect of a 10-percent wage shock on
inflation may vary between 0.7 to 2.6 percentage points. Therefore, the information content of the median

estimate for wage pass-through to inflation is viewed to be limited.

8 Kara and Oging (2012) show that the exchange rate pass-through during 2002-2011 is around 15 percent on average within one-year, and 17
percent within two years. In this context, the findings presented in box also imply that the exchange rate pass-through in Turkey remained virtually
unchanged in recent years.
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The high level of uncertainty in estimates for wage pass-through to inflation requires caution in making
policy inferences. The effect of the minimum wage rise on inflation for 2016 will primarily depend on how
general level of wages will be affected by this increase. Employment and the wage policy of firms, which
will primarily be shaped by their tendency to resort to unregistered (informal) activities, will be a major
determinant of costs to employers. Any increase above 12 percent in wages, which corresponds to the
average increase in hon-farm nominal wages per-hour worked during 2011-2015, may impose an addifional
burden on current inflation. Therefore, when analyzing the additional contribution of the recent minimum
wage rise to inflation, the effect of the exira part (the rise over the frend growth in wages) should be taken
into account. For example, according to the median estimates for the pass-through, an additional increase
by 5 percentage points in non-farm nominal wages per hour worked in 2016 (17 percent instead of 12
percentf) may lead to an additional inflation of 0.9 percentage points on the CPIX. However, this effect may
vary between 0.3 and 1.3 percent as per the uncertainty band. On the other hand, the final effect on
consumer inflation should be evaluated also considering the reflections of this increase on the prices of

unprocessed food as well as alcohol and tobacco.
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4. Supply and Demand Developments

GDP data for the third quarter of 2015 show that economic activity was stronger than
anticipated in the October Inflation Report. The GDP posted a quarterly and annual growth of 1.3 and
4.0 percent, respectively. The annual GDP growth was mainly driven by agriculture and net taxes.
Thanks to a robust increase in financial and insurance activities, services made a major contribution to
the annual and quarterly GDP growth. On the other hand, the industrial value added stimulated
growth only modestly. On the expenditures side, the final domestic demand was the main driver of the

annual growth through consumer spending, while net exports supported growth in quarterly terms.

Data released for the fourth quarter of 2015 point out that quarterly GDP growth may
decelerate. Industrial production was up 0.6 percent in October-November from the third-quarter
average. Sales, production and import indicators regarding domestic demand show a quarter-on-
quarter slowdown in final domestic demand. Additionally, after the October-November rise, the export
quantity index excluding gold is estimated to recede in December due to geopolitical tensions,

causing external demand to provide less support to growth in the fourth quarter of 2015.

In 2016, domestic demand is likely to be supported by the income channel through wage
increases and lower oil prices, and by the confidence channel through waning domestic uncertainties,
thus providing a larger contribution to growth compared to 2015. The ongoing European recovery
might balance the negative effects of geopolitical factors, and therefore, external demand might offer
an increased yearly conftribution to growth. Accordingly, GDP growth is expected to be slightly more
robust in 2016 than in 2015. However, the risks on growth appear to be on the downside for the

upcoming period, mostly stemming from external demand.

The spillovers from the Chinese economic slowdown into financial markets and global frade, the
likely adverse income effect of falling oil prices on Turkey’s oil-exporting tfrade partners and geopolitical
developments put downward pressure on external demand for the upcoming period, while the
recovery in Europe is the main driver of exports. Yet, risks on domestic demand seem to be more
balanced for 2016. The improved consumer and investor sentiment and the probability that postponed
investments due to domestic uncertainty in 2015 would take place in 2016 put upward pressure on
growth, whereas the likely impact of the global monetary policy uncertainty on consumption and
investment spending through financial conditions and costs poses a downside risk to growth. It is
anficipated that favorable developments in the terms of frade coupled with the current
macroprudential framework will further support the recovery in the current account balance over the

forthcoming period.
4.1. Supply Developments

According to the data released by TURKSTAT, economic activity in the third quarter of 2015
proved stronger than projected in the October Inflation Report, and the GDP posted a year-on-year
increase by 4.0 percent (Chart 4.1.1). This higher-than-expected increase in the GDP was driven by the
large increases in the agricultural sector and net taxes as well as the industrial value added that soared

faster than the annual growth of the industrial production. In seasonal and calendar effect adjusted
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terms, the GDP grew by 1.3 percent quarter-on-quarter. Rising by 2.2 percent from the second quarter,

the services value added was the major contributor o quarterly growth in this period (Chart 4.1.2).

Chart 4.1.1.

Annual GDP Growth and Contributions from the

Production Side (Percentage Points)

Chart 4.1.2.

Quarterly GDP Growth and Contributions from the

Production Side

(Seasonally Adjusted, Percentage Points)
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Changes in the number of working days caused by moving holidays led to sharp fluctuations in
annual percentage changes of raw data in the last two quarters of 2015. In fact, having increased by
0.3 percent year-on-year in the third quarter, industrial production posted a 9.0 percent growth in
October-November. Analyzing the data in calendar effect adjusted terms to have a better
understanding of the underlying trends in annual changes reveals that production maintained its yearly
growth pace and recorded a year-on-year increase of 4.1 percent in October-November (Chart 4.1.3).
According to data adjusted for seasonal and calendar effects, industrial production surged strongly in
August, and then remained horizontal for a while. This was followed a by a monthly contraction in
November, which led to a mild 0.6 percent quarter-on-quarter growth in October-November period

(Chart 4.1.4).

Chart 4.1.3.

Industrial Production Index

(Annual Percent Change)

Industrial Production

Industrial Production (adjusted for calendar effect)
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Survey indicators for December point to a continued production growth. Responses to PMI new
orders and production questions signal recovery (Chart 4.1.5). Among BTS data, expectations for 3-
month-ahead domestic and external market orders hover at elevated levels (Chart 4.1.6). Therefore,

production is expected to maintain its moderate growth in the upcoming period.

Chart 4.1.5. Chart 4.1.6.
PMI and PMI Production BTS Registered Orders
(Seasonally Adjusted) (Up-Down, Seasonally Adjusted)
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4.2. Demand Developments

The GDP data for the third quarter of 2015 on the expenditures side indicate that final domestic
demand made a smaller contribution to annual growth compared to the previous quarter, whereas
net exports provided a positive, albeit limited, support contrary to previous quarters (Chart 4.2.1). The
deceleration in final domestic demand in this quarter resulted from both consumption and investment
expenditures. In seasonally adjusted terms, quarterly growth saw no contribution from domestic

demand due to investment spending but was boosted by net exports.

Chart 4.2.1. Chart 4.2.2.
Annual GDP Growth and Contributions from the Domestic Private Consumption by Sub-Components*
Demand Side (Percentage Points) (Seasonally Adjusted, 2011Q1=100)
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Private consumption expenditures registered a quarter-on-quarter acceleration in the third
quarter. Expenditures on durable goods grew robustly, while expenditures on other consumption goods
followed a moderate course in this quarter (Chart 4.2.2). After a strong second quarter, private
machinery and equipment investments decreased sharply in the third quarter (Chart 4.2.3). In total,
private demand dropped in the third quarter. Having remained on the rise for the last three quarters,
public demand continued to grow in the third quarter owing fo the strong upsurge in public
consumption expenditures (Chart 4.2.4). Meanwhile, public investments fell due to machinery and

equipment investments.

Chart 4.2.3.
Private Investments and the GDP

Chart 4.2.4.

Private and Public Sector Demand

(Seasonally Adjusted, 2011Q1=100)

(Seasonally Adjusted, 2011Q1=100)
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Economic activity is expected to post a slower quarterly growth in the fourth quarter on the
back of both domestic demand and net exports. In fact, the production and imports of consumption
goods, which had induced growth, declined in the final quarter (Chart 4.2.5). Similarly, sales of
automobiles, a key driver of private consumption spending, saw a decline in the same period
(Chart 4.2.6). On the investments front, the production and imports of machinery and equipment
remained sluggish (Chart 4.2.7). An indicator for construction investments, the production and imports
of non-metallic mineral goods slowed in the October-November period (Chart 4.2.8). All in all, current

indicators suggest a smaller contribution of domestic demand to quarterly growth in the fourth quarter.

Chart 4.2.5.

Production and Import Quantity Indices of
Consumption Goods
(Seasonally Adjusted, 2010=100)

Chart 4.2.6.
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Chart 4.2.7.

Production and Import Quantity Indices of Machinery

and Equipment
(Seasonally Adjusted, 2010=100)
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Chart 4.2.8.

Production and Import Quantity Indices of Non-
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(Seasonally Adjusted, 2010=100)
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Exports of goods and services were up in the third quarter, whereas the imports thereof dropped
(Chart 4.2.9). Meanwhile, quantity indices excluding gold, which give a better understanding of the
underlying trend of external trade, followed a similar pattern in the third quarter. Non-gold quantity
indices posted a quarter-on-quarter increase for both exports and imports in the October-November
period, with exports recording a more marked upturn (Chart 4.2.10). Yet, geopolitical factors and the
drag on Turkish exports led by Russia and Iraq pose downside risks to the positive confribution of net

exports to the current account balance and growth.

Chart 4.2.9.

Exports and Imports of Goods and Services and GDP
(Seasonally Adjusted, 2011Q1=100)

Chart 4.2.10.

Quantity Indices for Exports and Imports
(Non-Gold, Seasonally Adjusted,2011Q1=100)
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In sum, economic activity posted a stronger-than-expected growth in the third quarter of 2015
largely due to private consumption spending. Yet, fourth-quarter indicators on sales, production and
imports point fo a quarterly slowdown in domestic demand. Additionally, after the October-November
rise, the non-gold export quantity index might decline in December due to geopolitical tensions, thus

causing external demand to deliver less support to quarterly growth in the final quarter of 2015.
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Outlook for 2016

Recent data suggest that the economy might grow at a stronger-than-expected pace in 2015.
After dropping on domestic and external factors in the third quarter, consumer confidence surged
notably following November's general elections. Likewise, firms' sentiments have improved gradually.
Despite some recovery in global volatility after the Fed's policy rate hike in December, markets entered
2016 with volatility on the rise again due to heightening concerns about China and geopolitical
developments. Therefore, the adverse effects of the uncertainty over global growth and monetary
policies on emerging market capital inflows remain a risk for 2016. Downside risks to external demand
are a little higher than in the October reporting period, yet the brisk growth performance of 2015 is
expected to continue info 2016 amid the waning domestic uncertainty, an accommodating
confidence and rising wages. The demand outlook for 2016 reveals that domestic demand is likely to
be slightly higher than in 2015 while exports are expected to further support growth. Given this outlook,
external demand is subject to significant downside risks whereas risks to domestic demand are more

balanced.

Downside risks to external demand picked up in the past quarter. The principal factor
dampening external demand is the economic sanctions on Turkey imposed by Russia, which have a
significant share in Turkey's exports and tourism revenues. Accordingly, Russia banned the imports of
certain food products from Turkey as of January 1 and imposed some restrictions on Turkish citizens
working in Russia. These economic sanctions are likely to hurt food and agricultural industries as well as
leather, textile and garment exports, which play a significant role in the shuttle frade with Russia.
Moreover, the sanctions are estimated to trigger a drop in direct investment and tourism revenues by
restricting the activities of Turkish companies (mostly construction companies) operating in Russia. Other
major downside risks to external demand include the Chinese slowdown, the ongoing geopolitical
furmoil in Irag and Syria, and the reduced income in oil-exporting countries due to historically low oil

prices.
Chart 4.2.11. Chart 4.2.12.
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On the other hand, the rebound in Europe, one of Turkey's largest export markets, accelerated
in the final quarter of 2015 (Chart 4.2.11). The Euro Area recovery and the destination flexibility of Turkish
exports support exports. In fact, exports destined to the Euro Area have been on the rise recently

(Chart 4.2.12).
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Chart 4.2.14.

FCI and Private Consumption
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Meanwhile, risks to domestic demand are balanced. With political uncertainty cleared after the

general elections of November 1, consumer expectations turned more upbeat (Chart 4.2.13).

Consumer demand is likely to be bolstered by the income channel as well in 2016. The first-round

effects of the minimum wage hike will spur consumer demand while its second-round effects might

raise the overall wage level, both of which will help the increase in consumption. On the other hand,

the wage hike may restrain employment growth, weigh on inflation and thus lead to a decline in

spending. Although financial conditions have continued to limit consumption recently, they are likely to
improve slightly in the upcoming period amid decreased domestic uncertainty (Chart 4.2.14). Yet, a

possible fightening in financial conditions due to global growth concerns, geopolitical risks and

monetary policy uncertainty will pose a downside risk to spending.
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Fixed capital investments soared dramatically after the global crisis but remained weak over the
past three years both across the globe and also in Turkey. Yet, investments, which have remained very
low in recent years, are expected to rise in 2016. In particular, given a relatively stronger demand,
delayed investments by firms are expected to be put into effect (Chart 4.2.15). In fact, firms’
expectations for employment and investment have improved notably lately (Chart 4.2.16).
Additionally, public investments postponed in 2015 due to the domestic uncertainty might be finalized
in 2016. There are also downside risks to investments. The weakening of capital inflows owing to global
volatility and a likely tightening in financial conditions may hamper the financing of investments.
Moreover, lower profitability due to increased costs may also restrain investments.

2016 is likely to be marked by a slightly more accelerated economic growth than in 2015 and a
more robust domestic demand than external demand (Chart 4.2.17). Despite this demand outlook, the
current account balance is expected to improve further in 2016 owing to macroprudential measures
and lower commodity prices (Chart 4.2.18). In addition, the output gap is envisaged to narrow
gradually amid the recovering domestic demand.

Chart 4.2.17. Chart 4.2.18.
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4.3. Labor Market

Total and non-farm unemployment rates recorded a year-on-year increase in the first ten
months of 2015 (Chart 4.3.1). The decline in non-farm employment growth compared to the previous
year and the upsurge in labor force participation put upward pressure on non-farm unemployment
(Chart 4.3.2). Across sub-sectors, the services sector was the main driver of employment growth in the

first tfen months, while construction and industrial employment only inched up year-on-year
(Chart 4.3.3).
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Chart 4.3.1. Chart 4.3.2.
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After falling in June, July and August 2015, employment in industry recorded the largest growth
among other sectors in September and October. The PMI employment reading hints at a rise in
industrial employment for the final quarter of 2015, while 3-month averages reveal a mild increase in
industrial production (Chart 4.3.4). In view of production and survey indicators, industrial employment is

likely to post a moderate growth in the fourth quarter.

Chart 4.3.3. Chart 4.3.4.
Contributions to Monthly Changes in Non-Farm Industrial Production, Industrial Employment and PMI
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After a small upftick in August and September 2015, construction employment remained
unchanged from the previous quarter in October (Chart 4.3.5). The production of non-metallic mineral
goods, a key indicator for construction employment, has been horizontal since April. Construction
employment is likely to confinue to grow modestly for the rest of the year. Meanwhile, unemployment
expectations of households picked up slightly in the final quarter after worsening over the first three
quarters. The CBRT Consumer Confidence Index and the expectation of the number of unemployed,
one of the sub-items of the index, followed a similar pattern (Chart 4.3.6). Thus, unemployment rates are

expected to remain near the third-quarter levels in the fourth quarter.

Inflation Report 2016-I 47



Cenftral Bank of the Republic of Turkey

Chart 4.3.5.
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Wage developments reveal that hourly wages accelerated in the third quarter (Chart 4.3.7).

Real wages are also on a similar frack. Hourly wages continued fo move in fandem with the minimum

wage. The rise in hourly wages above productivity gains pushed unit labor costs higher in the third

quarter of 2015. Unit labor costs increased by about 10 and 15 percent year-on-year across industrial

and services sectors, respectively (Chart 4.3.8). The rise in unit labor costs is expected to be even more

marked in 2016. Regarding the wage hike, it should be noted that income and consumption are

correlated such that a ceteris paribus increase in income leads to higher spending. As revealed by

GDP developments, private consumption spending continues to register a yearly rise. Therefore,

increased wages might drive domestic demand higher over the upcoming period.

Chart 4.3.7.
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In conclusion, indicators for the fourth quarter of 2015 point to no major change in the non-farm
unemployment rate. The significant minimum wage hike appears to be an important factor, which may
affect the labor market dynamics throughout 2016. In theory, a sizeable increase in minimum wages
could naturally pull employment down and push the overall wage level up. However, the additional
cost on employers due to the wage hike will be financed by government funds, which will restrict the

adverse effects on employment and the overall wage level.
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Box
4.1

Recent Changes in Turkey’s Export Market Shares

Turkey's exports contracted by 8.7 percent year-on-year in 2015 to 143.9 billion USD.! Although readings
inifially point to a dramatic decline in the export performance, some factors unique to 2015 may impede
the interpretation of the export performance. These factors include the EUR-USD parity turning strongly in
favor of the USD, export prices plunging on par with global commodity prices and geopolitical
developments. Thus, this box analyzes the recent changes in export market shares for a better

understanding of Turkey's performance in 2015.

Throughou‘r 2015, two main factors stood out with regards to Turkey's export markets. Firstly, the slowing
domestic demand across energy-exporting countries, partficularly Russia and MENA, coupled with
geopolitical fensions had an adverse effect on the exports destined to these countries, causing Turkey's
market share to decline. Secondly, exports to EU countries and the US were relatively stronger, helping

market shares rise in these destinations.

The depreciation of the euro against the US dollar in 2015 requires caution in interpreting USD-denominated
external frade data by counfries and counfry groups. This so-called parity effect causes the euro-
denominated exports to EU countries to appear weaker than they actually are. In fact, Turkish exports to the
EU decreased by 7.2 percent year on year in USD terms, while having increased by 11.6 percent in euro
terms in the January-November period. On the other hand, the EU’s post-global crisis nominal imports from
non-EU countries lost its pre-crisis momentum and remained horizontal, but imports from Turkey diverged
from non-EU imports by mid-2013 and started to pick up in 2015 (Chart 1), which also indicates that Turkey's
market share in EU countries has increased. The divergence of Turkey's market share in EU imports is more

evident in quantity (real) terms (Chart 2).

Chart 1. EU Imports Chart 2. EU Imports

(Nominal, Seasonally Adjusted, 3-Month Average, 2010=100) (Real, Seasonally Adjusted, 3-Month Average, 2010=100)
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Source: Eurostat.

! Provisional data of the Ministry of Customs and Trade as of December 2015.
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The market share grows evenly across EU countries (Chart 3). The ratio of Turkish exports to Germany, the UK,
Italy, France, Spain and the Netherlands, which are among Turkey's top 10 export destinations, to imports of
the respective countries rose dramatically in 2014 and 2015. Among these countries, France and the

Netherlands were the only ones where Turkey's market share increased at a relatively slower pace.

Across non-EU export markets, Turkey's market shares in Southeast Asia and the US have seen some steady
growth recently. Yet, these are quite small as Turkey's shares hover around one-thousandth and three-
thousandth, respectively, of total imports in Southeast Asia and US (Charts 4 and 5).

Chart 3. Turkey's Export Shares in Selected EU Countries
(Percent of Total Imports)
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Chart 4. Turkey's Export Shares in Southeast Asia Chart 5. Turkey’s Export Shares in US
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Turkey saw a dipping market share in Russia and Irag, where geopolitical tensions and sluggish growth
performances played a major role. In fact, Turkey's export share in Iragi imports fell from around 24 percent
in 2013 to 20 percent in 2015, while that in Russian imports declined from 2 to 1.9 percent (Charts 6 and 7).
Due to the sizeable share of exports to Russia and Iraqg in Turkey's exports, the fall in market share had a

significant adverse effect on Turkey's exports in 2015.

Anolyzing the countries? where Turkey'’s export shares have recently gone up or down helps to draw two
major facts. First, the expansion of Turkey's market share in EU countries almost coincides with the
confraction of its shares in countries with escalating geopolitical tensions. For example, Turkey's market
shares in the EU started to accelerate as of early 2014 when its market shares in Russia and Iraq started to
fall simultaneously. This evidently indicates that Turkish companies moved from a geopolitically unstable
market with adverse demand conditions to relafively less troubled markets, thus compensating for the
negative effects. In fact, when the EU’s external demand conditions worsened in the 2008-2012 period,
Turkish companies shifted towards the less crisis-stricken Middle East and North Africa.3 Secondly, Turkish
exports were more inclined towards relatively faster growing economies than weakening economies in 2014
and 2015. More specifically, during these years, growth rates were more robust in countries with an
increasing market share in Turkish exports than in countries with a decreasing market share. The former
group of countries is expected to grow at a faster pace in 2016 than the latter group, which implies, given
the changing target region composition, that Turkey’s export performance for 2016 will be stronger than in
2015.

Chart 6. Turkey's Export Shares in Irag Chart 7. Turkey's Export Shares in Russia
(Percent of Total Imports) (Percent of Total Imports)
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2Top 20 countries in Turkey's export market shares.
3 For further details, see Aldan et al. (2012).
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Chart 8. Export-Weighted GDP Growth in Turkey's Trading Partners
Percent
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[n sum, the market loss that Turkey suffered due to geopolitical uncertainty and the economic slowdown
across energy-exporting countries was compensated by a market expansion in the EU and the US. If the
market shares in the EU and the US rise further or at least remain stable in 2016, Turkey's export performance
might be even stronger than in 2015. This will be assured, if these counfries, which have a high income

elasticity of exports4, grow more robustly than in 2015.
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Box
4.2

Consumer Confidence Indices and Financial VoIatiIity5

Data pertaining to real economic activity, private consumption in particular, are released with a lag.
Therefore, leading indicators on economic activity are important to policymakers and the public in general.
In this context, monthly consumer confidence indices are monitored closely with regards to their
implications for consumption and economic activity. This box analyzes the determinants of consumer
confidence indices. Recently, consumer confidence indices have been highly volatile, which contradicts
with the overall trend of the economic activity. This necessitates an accurate interpretation of the changes
in consumer confidence indices for a better understanding of the drivers of these changes. The literature
discusses that confidence indices are sensitive to macroeconomic variables and financial indicators such
as exchange rates, stocks, etc. Yet, the econometric analysis presented in this box shows that consumer
confidence indices are also affected by financial volafility in the short tferm. In particular, findings suggest

that measures to provide stability in financial markets are also important for consumer senfiment.

To estimate consumer sentiment, four different indices were selected for the analysis. These include the
CNBC-e CCI (Consumer Confidence Index)¢, TURKSTAT-CBRT CCI, CNBC-e PCI (the Propensity to Consume
Index and CNBC-e CEl (the Consumer Expectations Index). Financial volatility indicators were constructed
for the currency basket, which is composed of the euro and the US dollar), the personal loan rate and the
natural logarithm of the BIST index. Accordingly, within-month standard deviations were calculated using
daily or weekly data. Consequently, the series were standardized to have a mean of zero and a standard
deviation of one for easier interpretation of the regression coefficients. Moreover, the VIX index was used to
capture the effect of external financial market volatility on consumer confidence. Adding this variable to
the analysis is important for identifying the effect of domestic volatility indicators individually, since one

would expect external volatility to affect both domestic financial volatility and confidence indices.

In order to explore the relationship between volafility indicators and changes in confidence indices, the
following regression is used by adopting a general-to-specific approach. This entails omitting stafistically
insignificant variables one-by-one and preserving only the significant ones. The monthly change in
confidence indices is the dependent variable, while the explanatory variables include the lags of
confidence indices, GDP growth and its lags, macroeconomic indicators such as inflation and
unemployment as well as financial variables, which are the currency basket (exchange rate), the personal
loan rate (interest rate) and the BIST index (stock market index) as well as volatility indicators pertaining fo

these variables. The analysis covers the period between March 2005 and June 2015.
k m q p
ACCL, = o + Z B;AGDP,_; + Zyi ACCI_; +6,m + 8,U, + Z 0,F;; + Z W Vi + &

[t should be noted that volatility indicators can be added to the regression one-by-one or all three at once.
In any case, the results are robust to both alternatives. The level of financial variables is controlled when

analyzing the effect of volatility indicators. For each financial indicator, Table 1 presents the effect of

S For further details, see Karasoy (2015).
6 The CNBC-e CCI has been renamed as the Bloomberg HT confidence index since October 2015.
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volatility on the changes in CNBC-e CCl and CNBC-e CEl, while Table 2 displays these effects on the
changes in CNBC-e PCl and TURKSTAT-CBRT CCI. The regressions are conducted separately for each
financial variable. Accordingly, GDP growth and unemployment, which represent economic activity, are
observed to have no significant coefficients. Conversely, inflation is significant to consumer confidence
along with financial indicators. Domestic volatility indicators for the exchange rate, the interest rate and the
stock market index are negatively significant. Yet, financial indicators are usually insignificant except for the
BIST index, which is significant for the CNBC-e PCI. The first difference of the VIX index, which represents
external volatility, is found fo be statistically significant as well, suggesting that the external market is a major
factor affecting consumer confidence. For the CNBC-e CCI, the domestic volatility indicator is also
stafistically significant in addition to the VIX in all regressions. For the CNBC-e CEl, the exchange rate and
the interest rate volatilities are statistically significant, whereas for the CNBC-e PCI, the exchange rate and
the stock market volatilities are significant. For the TURKSTAT-CBRT CCI, only the exchange rate volatfility is
significant. The CNBC-e PCI, which represents the tendency for durable goods consumption, is found to be
more sensitive to exchange rate and stock market volatilities than other consumer confidence indices while

the coefficients of these indicators are larger.

Table 1. Regressions with Volatility Indicators-|

Currency Basket Personal Loan BIST Index Currency Personal BIST Index
Rate Basket Loan Rate
Change in Change in Change in Change in Change in Change in
CNBC-e CCl CNBC-e CCl CNBC-e CCI CNBC-e CEl CNBC-e CEH CNBC-e CEHl
Inflation -3.613*** -4.205%** -3.898*** -2.460** -2.926*** -2.741%*
(-3.27) (-3.61) (-3.33) (-2.40) (-2.94) (-2.76)
Change in VIX -0.320** -0.452*** -0.377*** -0.336*** -0.342%**
(-2.39) (-4.78) (-3.87) (-3.47) (-3.50)
Exchange Rate Volatility -1.340* -1.345%%*
(-1.89) (-2.79)
Interest Rate Volatility -0.913** -0.964***
(-2.33) (-3.90)
Stock Market Volatility -1.531**
(-2.01)
Constant 1.806** 2.075** 2.603*** 1.160 1.339 1.390
(2.04) (2.35) (2.76) (1.28) (1.59) (1.64)
Number of Observations 122 122 122 122 122 122
Adjusted R? 0.205 0.192 0.201 0.0999 0.134 0.117
t-statistics are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1
Table 2. Regressions with Volatility Indicators-Il
Currency Personal BIST Index Currency Basket Personal Loan BIST Index
Basket Loan Rate Rate
Change in Change in Change in Change in Change in Change in
CNBC-e PCI CNBC-e PCI CNBC-e PCI TURKSTAT-CBRT TURKSTAT-CBRT TURKSTAT-CBRT
CCl CCl CCl
Inflation -4.724** -5.846*** -5.549*** -1.265%** -1.476*** -1.476***
(-2,53) (-2.84) (-2.64) (-3.30) (-3.75) (-3.75)
Change in VIX -0.625*** -0.443*+* -0.0644* -0.138*** -0.138***
(-4.28) (-3.00) (-1.68) (-4.10 (-4.10
Real BIST (logs) -7.937**
(-1.99)
Change in Lagged CCI 0.161* 0.181* 0.181*
(1.79) (1.82) (1.82)
Exchange Rate -3.757** -0.709***
Volatility (-2.50) (-2.87)
Interest Rate Volatility
Stock Market Volatility -3.433***
(-3.00)
Constant 83.77** 2.926** 4.001*** 0.619** 0.785*** 0.785***
(2.05) (2.14) (2.64) (2.13) (2.70) (2.70)
Number of 122 122 122 122 122 122
Observations
Adjusted R2 0.163 0.131 0.170 0.257 0.197 0.197

t-statistics are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1
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[n Table 3, volatility indicators for the exchange rate, inferest rate and the stock market are added all at once
to the regressions for each confidence index. It is observed that the VIX index is highly significant and higher
VIX leads to lower consumer confidence. Exchange rate and interest rate volatilities remain significant for the
CNBC-e CCI, while for the CNBC-e PCl and the CNBC-e CEl, the interest rate and stock market volatilities are
significant, respectively. Domestic volatility indicators are found to be statistically insignificant for the
TURKSTAT-CBRT CCI.

Table 3. Regressions with Volatility Indicators-Iil

(1) (2) @) (4)
Change in CNBC-e CClI Change in CNBC-e CEl Change in CNBC-e PCI Change in TURKSTAT-CBRT CClI
Inflation -3.789*** -2.926*** -5.549%** -1.476***
(-3,38) (-2.94) (-2.64) (-3.75)
Change in VIX -0.316** -0.336*** -0.443*+* -0.138***
(-2.34) (-3.47) (-3.00) (-4.10)
Exchange Rate Volatility -1.327*
(-1.87)
Interest Rate Volatility -0.897** -0.964**
(-2.58) (-3.90)
Stock Market Volatility -3.433***
(-3.00)
Change in Lagged CCI 0.181*
(1.82)
Constant 1.761* 1.339 4.007**+* 0.785***
(1.97) (1.59) (2.64) (2.70)
Number of Observations 122 122 122 122
Adjusted R? 0.214 0.134 0.170 0.197

t-statistics are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1

To sum up, this box shows how confidence indices, which are widely known fo be sensitive fo financial
variables, are also prone to financial volatility. The domestic volatility indicators such as the exchange rate,
inferest rate and the stock market volatility as well as the VIX index representing external volatility affect
confidence indices negatively. Moreover, confidence indices are affected by inflation rather than economic
activity in the short term. The strong relation between confidence and volafility indicates that policies aiming

aft stability in financial markets may also be important for consumer sentiment.
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Box
4.3

The Effect of the Minimum Wage Hike on Wages

The minimum wage practice, which seeks to assure a certain welfare level for workers, affects a major
portion of the Turkish labor market. The massive minimum wage hike in early 2016 has redirected attention
to the effects of the minimum wage on the labor market. GUrcihan-YUncUler and YUnculer (2016) analyze
how a similar minimum wage hike in 2004 affected overall wages. In the spirit of this study, this box makes a

prediction about the possible impacts of the 2016 wage hike on overall wages.

Chart 1. Real Gross Minimum Wage for Workers Aged 16+*
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* Real gross minimum wage is current average gross minimum wage deflated by

. . | hich average CPI (2003=1). The average gross minimum wage for 2003 is equal to 306 TL.
some Increases In read Woges, whnic were The 2016 CPI is based on January Inflation Report assumptions.

. . . Source: Ministry of Labor and Social Security, TURKSTAT, CBRT.
inferrupted by the crises in 1994 and 2001. The
minimum wage surged in 2004, and has remained on a steady upward track starting from 2006. The 2016

minimum wage rise led fo a second level shift after 2004.

Table 1 gives a brief account of the minimum wage developments between 2003 and 2013 and the
posifion of the minimum wage in wage distribution. The wage distribution in Turkey shows that there are
many people earning at or under minimum wage. In this period, about 8 percent of total wage-earners
were cumulated around the 5-percent neighborhood of the minimum wage, while 23 percent of total
wage-earners earned less than the minimum wage. When the workers earning between the old and new
minimum wage are added, the potential impact of minimum wage soars to a remarkable 45 percent in
2003. Therefore, minimum wage is binding in Turkey. In 2013, the minimum wage to median wage ratfio was
0.49 in OECD members, whereas in Turkey, this ratio was estimated fo be 0.80. When minimum wage is
proportioned to the lower end of the wage distribution, the picture becomes more dramatic as the ratio of

the minimum wage to the wage level at the 10t percentile of wage distribution is above 1.

In 2004, the net minimum wage hike was a yearly 37.6 percent on average, most of which fook place in the
first half of the year. The end-2004 CPI inflation was expected to be 13.9 percent as of end-2003, yet the
actual average annual inflation rate was 8.9 percent. Based on the actual inflation, the net minimum wage
hike was 26.4 percent in real ferms, while the cost for employers was up by 20.5 percent on real basis due to
some regulation changes and the government subsidy for a portion of the insurance premiums to be paid

by employers.
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Table 1. Summary Statistics on Minimum Wage and Wage Distribution

Wage- Wage-earners
Minimum Wage Minimum Wage earners in 5-percent
Expected below Neighborhood
Inflation* Annual Percent Minimum | (Percent)
Annual Percent | Change Wage
Net** (TL) | Change (Real) Mean | Median 10" Percentile | (Percent)
2003 247 226 30 4.3 0.54 0.75 1.56 23.5 5.6
2004 139 311 37.6 20.8 0.6 0.78 1.66 27.2 7.7
2005 8.7 350 12.5 85 0.58 0.76 1.58 25.3 10.4
2006  5.84 380 8.6 2.6 0.56 0.74 1.42 23.8 79
2007 7.1 411 8.2 1.0 0.65 0.8 1.7 20.4 8.9
2008  6.14 492 19.7 12.8 0.57 0.74 1.38 23.5 7.3
2009  8.45 537 9.1 0.6 0.56 0.74 1.38 233 6.4
2010  6.56 588 9.5 2.8 0.56 0.75 1.37 23.5 6.7
2011 6.95 644 9.5 2.4 0.55 0.77 1.34 23 7.9
2012 7.1 720 11.8 4.4 0.55 0.77 1.34 22.9 8.9
2013  6.34 789 9.6 3.0 0.55 0.76 1.26 20 7.2

* Expected annual inflation for the respective year as of the end of the previous year.
** Net minimum wage after insurance premiums and tax payments.
Source: Ministry of Labor and Social Security, CBRT Survey of Expectations, TURKSTAT HLS.

Chart 2 shows the wage distribution of registered and unregistered workers for 2003 and 2004. Although the
minimum wage applies to registered workers, it also has some implications regarding unregistered workers as
suggested by wage distributions. The wage distribution of registered workers is twin-peaked, the first peak
settling around the minimum wage. Similarly, the wage distribution of unregistered workers peaks in the
minimum wage neighborhood. Moreover, after the minimum wage hike, the wage distribution shifts to the
right for both registered and unregistered workers. This common movement and the peak value of both
distributions to be in the minimum wage neighborhood imply that the minimum wage serves as a reference

for unregistered workers as well.

rt 2. Wage Distribution*
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* Kernel forecast. Vertical lines denote the minimum wage for the respective period.
Source: TURKSTAT HLS.

Methodology and Empirical Findings

Firms resort to various adjustment mechanisms in case of a minimum wage rise. These may include wage
hikes, reduced employment, restrictions on new hires or increased unregistered employment. Therefore, how
much a minimum wage rise will pass through fo total wages depends on the density of workers earning at or

around the minimum wage and how promptly firms would adopt other adjustment mechanisms.
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In this analysis, the effect of the 2004 minimum wage hike on wages is explored using the micro datasets of
2003 and 2004 from the TURKSTAT HLS. The dataset covers all wage-earners working between 35 and 70
hours. The effect of the minimum wage hike on wages is estimated using a difference-in-differences
methodology. This methodology is based on the comparison of sub-groups of workers that display some
change in the density of minimum wage earners after a policy change. Although minimum wage is set
equally for every worker, a change in minimum wage may have a different effect on each worker as wage
distribution differs by industry, occupation and region, which helps to estimate the effect of minimum wage
hike. In the relevant economic literature, sub-groups are determined based on differences across region,
industry and wage distribution. Here, this effect is estimated via the interaction of industry by occupation
(industry*occupation). Accordingly, 9 industries were selected based on the EU standard of NACE Rev. 1.1
and 9 occupations were chosen according fo the international occupational classification of ISCO 88,

which yields a fotal of 81 interaction groups.

The impact variable is defined as the workers paid in the 5-percent neighborhood of the old and the new
minimum wage. The share of workers earning in this inferval was 26.4 percent on average in 2003. Yet, this
varies significantly across interaction groups, ranging between 0 and 57.3 percent. For the difference-in-

differences analysis, the following equation is estimated:
YVije=a+B - Te+G+6 - (Tt X Impactj) +y - Xijet 0 Zictee

Where l] and t denote persons, interaction groups and time indices, respectively. Y refers to hourly
wages, while X denotes personal attributes, Z signifies the time-varying value added, which also varies
across industries, and & shows the error term. T is the dummy variable for time and G is the dummy variable
for the interaction group. The parameter of interest is @ that denotes the effect of a minimum wage hike.
This coefficient reflects the marginal increase in wages for groups that are affected more significantly after
a wage hike. Economic activity is added to the equation in order to control for other shocks that may

affect industries. Personal atfributes include data on observable personal traits and working conditions.

Both the binary and continuous versions of the impact variable are used in estimations. For the binary
impact variable, occupation and industry groups are classified info two groups: one with lower-than-
average suscepfibility to minimum wage (contfrol group) and the other with higher-than-average
suscepfibility to minimum wage (freatment group). The binary impact variable is equal to 0 in the confrol
group and equals 1 in freatment group. On the other hand, the continuous impact variable is estimated

individually for each group.

Table 2 gives a summary of the findings. The results show that groups with a high density of minimum wage
earners are subject to larger wage increases. The coefficient of the interaction of fime and impact
variables is stafistically significant and positive for both models. The effect of a 1-percent increase in real
minimum wage on real wages ranges from 0.27 to 0.46 percent. Yet, certain points should be noted before
adapting these findings to current minimum wage hike. The real GDP growth was 8 percent in 2004 in
annual terms, so the minimum wage hike occurred when economic activity was robust. In such an
economic environment, the minimum wage hike had a small impact on employment and unregistered
employment, while it had an impact on total wages, which soared amid rising minimum wage. In a sluggish
growth episode, on the other hand, the minimum wage hike might have sfronger implications for

employment and unregistered employment, while wages may remain constant.
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Table 2. Estimation Results

Dependent Variable: Real Hourly Wages (logs)

Continuous Impact Variable Binary Impact Variable

Explanatory Variables Explanatory Variables

T (2004=1) 0.0131 T (2004=1) 0.0680***
(0.0140) (0.0157)

Impact x T 0.0170*** Impact x T 0.00411***
(0.00254) (0.00098)

Control Variables Yes Yes

Number of Observations 97140 Number of Observations 97140

R2 0.534 R2 0.534

Weighted Average of the Impact

Variable 0.27 Share of the Treatment Group 0.65

Minimum Wage Impact (6 x Weighted Minimum Wage Impact (6 x Share of the

Average Impact) 0.46 Treatment Group) 0.27

Standard errors are in parenthesis. *** p<0.01. Control variables include sectoral value added in logs, gender, civil status, age groups, year of schooling, firm size and
dummy variables for rural-urban.

Furthermore, the expected inflation was 13.9 percent at the end of 2003, compared to the actual inflation of
8.6 percent. If firms had raised wages on par with the expected inflation, this might have caused a 5
percentage point discrepancy in real terms. The difference between estimation models may reflect the
deviation between the expected and actual inflation rates. More specifically, a higher effect is observed in
the estimation of the model using the continuous impact variable, which is dominated by higher wage
groups. Considering that wage indexation to expected inflation is relatively less common in the upper end of
the wage distribution, this higher effect might have resulted from the deviation of actual inflation from the

expected inflation. Accordingly, the low impact coefficient may be more reliable.

Finolly, the real net wage growth was 26.4 percent in 2004, while the cost for employers surged by 20.5
percent due to some regulation changes and the government subsidy for part of the insurance premiums to
be paid by employers. The relatively low cost for employers may have amplified the pass-through of the

minimum wage hike to wages.

Table 3. Cost Distributions (2006-2011 Average, Percent, Firms with Workers Aged 20+)

Industry Services Construction Non-
Agriculture
Manufacturing Energy Mining

1.Total Personnel Expenses 16.0 24.7 21.7 L 14.8 23.6
2. Raw Material Expenses 58.9 39.2 32.6 20.2 60.0 41.5
3. Electricity Expenses 2.3 5.7 4.6 1.9 0.4 2.0
4. Fuel Expenses 2.6 4.2 155 4.2 38 3.6
5. Rent (building, machinery and
equipment) 153 1.3 1.8 52 1.0 3.1
6. Financing Expenses 2535 4.5 25 5.1 1.7 3.6
7. Other Operational Expenses* 9.6 10.7 14.5 222 9.1 152
8. Other Expenses** 6.8 9.6 6.9 7.7 9.2 7.4
Total*** 100 100 100 100 100 100
Firm's share distribution (2006-2011
average, percent) 43.6 0.7 1.5 44.2 9.9 100

* Includes other operational expenses, communication, travel, water, advertisement, marketing, stationery, repair, insurance, accounting, legal services and other service-
related expenses of service ventures.

** Includes extraordinary expenses and losses and expenses and losses on other activities like foreign exchange losses, interest expenses, allowance expenses and
commissions.

*** Depreciation is not included.

Source: Glrcihan-Yinciler and Ogung (2015), TURKSTAT Annual Industry and Service Statistics.
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The first-round effects of the pass-through of the minimum wage hike to prices through costs can be
observed via the effect of minimum wage hikes on other wages. How this affects costs depends on the cost
structure of firms. Table 3 shows the average cost structure of firms by industries. Accordingly, in the labor-
infensive services sector, personnel expenses consisting of personnel payments, social security payments as
well as benefit and severance payments account for 33 percent of total costs. According to the personnel
expenses, the services sector is followed by energy and mining. Across manufacturing and construction
sectors, the share of personnel expenses amounts to about 15 percent of the total costs. Against this
background, the services industry is likely to see a larger pass-through of labor costs to firm costs than in
other sectors. The pass-through of firm costs to consumer inflation, on the other hand, is expected to be
more limited and gradual, because not all goods and services in the CPIl basket are produced domestically

or not all prices are determined by cost factors.
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5. Financial Markets and Financial Intermediation

Uncertainties over the Fed’s policy rate decisions waned in the last quarter of 2015. The Fed
decided to raise policy rates in December and announced that future policy rate hikes would be
gradual. This supported the alleviation of uncertainties in international markets. Meanwhile, the sluggish
economic activity in the last quarter in China and the depreciation of the Chinese renminbi against the
US dollar led global markets to grow more uncertain. Moreover, geopolitical risks and the persisting
downside risks to growth performance in oil-exporting emerging economies stood among other factors
to feed into uncertainties in markets. Exchange rates in emerging economies with high sensitivity to

global shocks saw notable fluctuations.

Commodity prices remained low, giving further support to economic activity and the current
account balance, while waning domestic uncertainties improved the risk sentiment of Turkey. In the last
quarter, Turkey diverged positively from other emerging economies, particularly in the foreign
exchange market, and the exchange rate volatility frended downwards in this period. Yet, fluctuations
in global markets in the early weeks of 2016 caused Turkey's risk premium to heighten similar to other

countries, which led to higher volatility and the depreciation of the currency.

Despite a slight increase in the last quarter, the FCl for Turkey has yet to enter into an
accommodative zone (Chart 5.1). Even though this period was marked by weakening domestic risks,
global market risks weighed further on financial markets. Accordingly, all FCI components continued to
contribute negatively to financial conditions (Chart 5.2). Given these tight financial conditions, loan
growth remained on a downtrend. A gradual recovery is expected in credit and financial markets for
the period ahead, yet uncertainties hang over global markets.

Chart 5.1. Chart 5.2.
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* For further details on measuring FCI, see the CRBT Working Paper No. 15/13.
** Slope of the yield curve is measured by the spread between 10-year and 2-year interest rates.
Source: CBRT.
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5.1. Financial Markets

Global Risk Perceptions

In its December 2015 meeting, the Fed delivered the long-awaited policy rate hike with the
statement that future policy rate increases would be gradual and dependent on inflation and the
overall economic outlook. Because of this communication, the 10-year US bond rates saw a relatively
limited rise following the rate hike, while 2-year US bonds registered a notable increase (Chart 5.1.1).
The MOVE index, indicating the volatility of bond markets, followed a fluctuating course in this period.

The Euro area economic activity recovered slightly according to data of the last quarter of 2015.
However, given elevated downside risks to the inflation outlook and the slightly weak prospects for
inflation dynamics, the ECB cut its deposit rate by 10 basis points to minus 30 basis points and decided

to extend the asset purchasing program through March 2017 or even longer if warranted.

Meanwhile, the ongoing deceleration and the stock market crash in China as well as the
devaluation of the Chinese renminbi against the US dollar were the major factors heightening the
global market uncertainty, particularly in January. On the other hand, further downside risks to growth,
especially in oil-exporting emerging economies, were other factors to aggravate uncertainties in global
markets given plunging oil prices and geopolitical risks. Accordingly, the emerging market exchange

rate volatility posted a remarkable increase in the inter-reporting period (Chart 5.1.2).

Chart 5.1.1. Chart 5.1.2.
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Source: Bloomberg.
Spillovers from the Chinese economy, the lower-than-expected growth rates across emerging
economies and geopolitical tensions inhibited the global risk appetite, which caused the EMBI and the

CDS premiums to rise dramatically in emerging markets (Charts 5.1.3 and 5.1.4). Similarly, risk premium

indicators for Turkey increased as well.
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Chart 5.1.3.
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Portfolio Flows

Chart 5.1.4.
Cumulative Changes in CDS*
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Source: Bloomberg.

In line with the above global developments, emerging economies continued to experience

portfolio outflows both in stock and bond markets in the last quarter of 2015 as well. An analysis of all

funds invested in emerging economies suggests that the outflows appeared similar in all emerging

economies (Charts 5.1.5 and Chart 5.1.6).

Chart 5.1.5.

Portfolio Flows to Emerging Economies
(Billion USD, 4-Week Cumulative)

20 4 mEquities 20

Bonds
15

1114
0115
0315
0515
0715
0915
1115
0116

0114
0314
0514
0714
0914

Source: EPFR.

Chart 5.1.6.
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Due to weakening capital flows to emerging markets and elevated regional geopolitical risks,

Turkey experienced outflows both in the stock market and bonds market, while portfolio flows lagged

notably behind past years' averages in cumulative terms (Charts 5.1.7 and 5.1.8).
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Chart 5.1.7. Chart 5.1.8.
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Source: CBRT.

Exchange Rates

The last quarter of 2015 was marked by spillovers from uncertainties to global financial markets
and the depreciation of emerging market currencies against the US dollar (Chart 5.1.9). Due to the
vague global atmosphere coupled with particularly elevated pre-election domestic uncertainties, the
Turkish lira saw a volatile course in the last quarter and depreciated against the US dollar. In the second
and third quarters of 2015, the Turkish lira followed a more volatile course than the Brazilian real, South
African rand, Indian rupee and Indonesian rupiah, whereas it diverged positively from these currencies
thanks to the waning domestic uncertainty since November 2015 (Chart 5.1.9). On the other hand, the
increased volatility in global markets driven by the Chinese economy since early 2016 led to
accelerated depreciation of the Turkish lira compared to the last quarter of 2015. Accordingly, EMBI+
risk premiums and the currency basket rose moderately in the inter-reporting period, while these two

indicators have become more correlated since April 2015.

Chart 5.1.9. Chart 5.1.10.
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Source: Bloomberg. Source: Bloomberg.

In the last quarter of 2015, implied exchange rate volatility of the emerging market currencies
increased, and the divergence in exchange rate volatility among countries grew more apparent. In
this period, implied volatility of the Turkish lira frended downwards starting from August and neared the
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second-quarter levels of 2015 (Chart 5.1.11). However, amid a lower global risk appetite in early 2016,
the implied volatility of the Turkish lira has recently followed a fluctuating course. Accordingly, risk
reversal positions remained flat in the last quarter of 2015 given the decline in implied volatilities, while

they increased due to partly rising volatilities in early 2016 (Chart 5.1.12).

Chart 5.1.11. Chart 5.1.12.
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Source: Bloomberg.

Monetary Policy

As per the road map released in August 2015 regarding the policies to be implemented before
and after the normalization of global monetary policies, the CBRT's monetary policy stance remained
fight against the Turkish lira, stabilizing for the FX liquidity, and supportive of financial stability. Following
the announcement of the road map, the lower interest rate on borrowing facilities provided for primary
dealers by the CBRT was terminated and collateral conditions were eased to simplify the operational
framework of the liquidity policy. The newly adopted arrangements on the use of foreign exchange
deposits as collateral against Turkish lira transactions aimed to enhance the efficiency of banks’
liquidity management. Moreover, the CBRT took further steps to stabilize FX liquidity and support core

liabilities and long-term borrowing.

Owing to the measures taken under the road map announced in August, excessive voldatilities in
exchange rates and loans abated. The CBRT assesses that the tight monetary policy in effect
strengthens the resilience of the economy against global shocks and enhances financial stability. The
CBRT's assessment still prevails that the tight monetary policy may be implemented within a narrower
interest rate corridor, should global volatilities see a permanent decline or the policy tools to enhance

gains in external balance and financial stability prove more effective.

In view of inflation expectations, the pricing behavior and other factors affecting inflation, the
CBRT maintained ifs tight monetary policy and liquidity stance in the last quarter of 2015. Accordingly,
the one-week repo rate, the overnight lending rate and the overnight borrowing rate were kept
unchanged at 7.5, 10.75 and 7.25 percent, respectively, in this period. One-week repo auctions
continued to be the main tool for the CBRT funding, while the share of the marginal funding remained
high (Chart 5.1.13). Thus, the average funding rate, which increased in the third quarter, followed a flat
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course in the last quarter and settled at around ? percent in January 2016. Additionally, the interbank
overnight repo rates were kept at the upper band of the interest rate corridor as in the rest of the year
(Chart 5.1.14). Future monetary policy decisions will be conditional on the inflation outlook. Taking info
account inflation expectations, the pricing behavior and the course of other factors affecting inflation,

the CBRT will maintain its tight liquidity policy stance as long as deemed necessary.

Chart 5.1.13. Chart 5.1.14.
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interest rate coridor.

Source: CBRT. Source: BIST, CBRT.

In addition to funds provided by the CBRT, short-term funds provided from various markets also
play a significant role in meeting the Turkish lira liquidity requirement of the banking system. In the
money market, non-CBRT funding with up to one-week maturity is mostly provided via swap markets.
This is followed by funds transacted under the BIST Interbank Repo and Reverse Repo Market and those
which are exchanged by infermediaries under the BIST Repo and Reverse Repo Market. Following the
release of the road map, arrangements regarding the use of FX deposits against collateral were
amended. The need for exchange rate swap declined slightly in this period (Chart 5.1.15). Moreover,
the average cost of non-CBRT funds, which hovered above the marginal funding rate in the third
quarter of 2015, neared the marginal funding rate again in late 2015. The effective funding rate
calculated by the weights of CBRT and non-CBRT funds in fotal funds, which was around 9.2 percent in

January, neared the average funding rate in this period (Chart 5.1.16).

As of January 7, the FX deposit limits have been increased from 3 billion USD to 3.6 billion USD
and from 900 million EUR to 1.8 billion EUR in view of the fact that the need for swap markets may lessen

amid increased use of FX deposits as collateral and the higher limit allotments to banks.

The increase in the ratio of the FX collateral that can be pledged by banks within the CBRT
against their borrowings from the CBRT Interbank Money Market is expected to support the demand for
FX-denominated bonds issued abroad by the Treasury. Accordingly, the maximum ratio of 50 percent
that banks are able to pledge as FX-denominated collateral against their borrowings at the CBRT
Inferbank Money Market were raised fo 70 percent as of January 13, 2016. This arrangement is
expected to play a stabilizing role against the stress likely to be experienced in credit risk pricing due to

global factors.
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Chart 5.1.15. Chart 5.1.16.
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Source: BIST, CBRT.

The spread between 5-year market rates and the BIST overnight repo rates hovered at negative
values in the last quarter of 2015, yet turned slightly positive in early January due to the rise in 5-year
market rates (Chart 5.1.17). Owing to the adverse effects of vague global markets, geopolitical risks
and exchange rate volatilities on inflation, long-term rates registered an increase in the last quarter. The
yield curve shiffed upwards in the early weeks of 2016, particularly in long terms, and the yield curve

turned positive, in turn (Chart 5.1.18).

Chart 5.1.17. Chart 5.1.18.
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Besides interest rate and liquidity policies, the CBRT continues to employ other policy instruments
to support financial stability. These measures aim at limiting macrofinancial risks and contributing to a
balanced growth by promoting prudential borrowing. Thanks to the measures taken by the CBRT,
maturifies of non-core short-term FX liabilities confinued to extend across 2015 (Chart 5.1.19). As
announced on August 29, the CBRT raised the remuneration rate for the TL required reserves by 50 basis
points each in September, October and December. This adjustment aimed at reducing infermediation
costs of the banking sector and supporting core liabilities. In fact, the loan-to-deposit ratio has settled
on a relatively more stable track since the introduction of these measures in November 2014
(Chart 5.1.20). Moreover, as per the decisions announced on January 9 regarding the scope of reserve

requirement ratios, development and investment banks' borrower funds were subjected to reserve
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requirements and reserve requirement ratios for these liabilities will be 11.5 percent for Turkish lira and 13
percent for FX liabilities. Additionally, deposits and participation funds obtained from banks abroad
were subjected to the reserve requirement ratios for liabilities other than deposits and participation

funds, since these liabilities are regarded as non-core liabilities.

Chart 5.1.19. Chart 5.1.20.
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Source: CBRT.

In the road map regarding the steps to be taken during the normalization of policies, the CBRT
included some measures to enhance the flexibility of the foreign exchange liquidity management. To
this end, transaction limits for banks at the CBRT Foreign Exchange and Banknotes Markets were raised
on September 1, 2015. Consequently, the sum of FX deposit limits allocated to banks and gold and
foreign exchange assets held at the CBRT under the ROM reached a level that is considerably above
the external debt payments of banks which are due within one year (Chart5.1.21). Moreover, on
December 26, the calculation of the FX amount to be held against Turkish Lira liabilities under the ROM
was re-arranged tfo strengthen its stabilizing feature. Accordingly, the calculation of FX amount was
based on the average of the exchange rates prevailing before the start of the maintenance period

rather than the exchange rates prevailing on the liability date.

Chart 5.1.21. Chart 5.1.22.
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CBRT reserves posted a decline in January 2016 compared to the previous reporting period

(Chart 5.1.22). Banks' reserves maintained against FX reserve requirements and the CBRT's other FX
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reserves remained nearly unchanged, while FX selling auctions that support FX liquidity increased, and
the amount maintained by banks under the ROM declined. ROM utilization rates of financial institutions
remained high in the last quarter and reached 89.1 percent (53.4/60) for FX and 89.2 percent (26.8/30)
for gold as of the maintenance period of January 15. The CBRT sold 22.8 billion USD through FX selling
auctions and direct FX sales to energy-importing state economic enterprises in 2015. The FX amount

obtained by rediscount credits stood at 15.2 billion USD in this period.
Market Rates

In the last quarter of 2015, market rates in emerging economies trended upwards (Charts 5.1.23
and 5.1.24). On a country level, market rates have remained flat in India since October 2015, but
increased in Brazil, Indonesia, South Africa and Turkey. Turkey's market rates recorded an increase in
long maturities due to external uncertainties as well as geopolitical risks and higher inflation
expectations (Chart 5.1.23). Market rates rose by around 100 basis points in 5-year maturity, and 41
basis points in 6-month maturity compared to the previous reporting period (Charts 5.1.25 and 5.1.26).
The relatively high increase in market rates in long maturities was also reflected on the slope of the yield

curve in January (Chart 5.1.18).

Chart 5.1.23. Chart 5.1.24.
5-Year Market Rates* 6-Month Market Rates*
(Percent) (Percent)
— PBrazil Brazil _
17 ———— South Africa S 17 17 4 — IS%L.“'“ Africa 17
- ] = |ndia 6
16 = |ndia L 16 4 T Ind : 1
--- Indonesia 15 4 naonesia 15
157 Turkey 15 14 4 Turkey 14
14 13 4 13
13 12 | 12
11 A 11
12
10 4 10
n 9 A 9
10 8 - 8
9 71 7
6 - 6
8 5 4 5
7 4 1 4
6 — T T T T T T T 6 3 — 3
M M < 9 8 9 S <8 0N N0 wnwown W M M 9 9 9 9 8 S 00N 0N w0 wn wn
- - - - e =] I = e = — e e e = e e v = . ]
S8 8388383888 S8 838833838830
* As of January 22, 2016. 4-year market rates are used for Brazil.
Source: Bloomberg.
Chart 5.1.25. Chart 5.1.26.
5-Year Market Rates* 6-Month Market Rates*
(Percent) (Percent)
1.6 1 r 16 1.2 rl2
13 1 L 13 1.0 r 1.0
0.8 4 r 0.8
101 P10 0.6 L o6
0.7 1 ro7 0.4 | Fo04
0.4 4 0.4 0.2 4 I r 02
o1 | L o1 0.0 o 0.0
T T T T T T T T T T T T T T T _02 4 |- _02
0.2 1 r02 o4 L 0.4
-05 - - -0.5 -0.6 - - -0.6
W >C 3= T LQLVO 208 TG C T T T O 25 >200L 08T CCCT T GG
LS5 g RESEEEIESLT BEDE SO T CEE S S TTEESERNED
= X v © g o = @ =9 8 o o= 2 n T £ c S 9
$5E%853088E25E568s SEEC5028838568a¢8¢
L2 ) =3
£F3 & £gs £ 2F £35 % gk s g2
o 5 2 = a3 - 3 £
%] 2 (%) (%] [ (]
N N
O o

* Denotes changes from October 30, 2015 to January 22, 2016. 4-year market rates are used for Brazil.
Source: Bloomberg.

Following the February decision of the MPC, the CBRT kept the one-week repo rate at 7.5
percent. In the road map released in August, it was announced that the interest rate corridor might be
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made more symmetric around the one-week repo rate in the context of the steps to be taken
regarding the simplification of the monetary policy (Chart 5.1.14). Accordingly, the mid-point of the
distribution of the expected one-week repo rate was 7.5 in the previous Inflation Report, while in
January, the midpoint of the expectation distribution shiffed rightwards by around 50 basis points
(Chart 5.1.27). Inflation expectations, which are influential in long term market rates, remained almost
unchanged for the current year-end compared to October. On the other hand, 12-month-ahead
inflation expectations registered a remarkable increase by around 60 basis points, while 24-month-

ahead expectations posted a moderate rise by around 25 basis points (Chart 5.1.28).

Chart 5.1.27. Chart 5.1.28.
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The benchmark interest rate in Turkey, which has been fluctuating since the third quarter of 2015,
frended upwards in the last quarter of the year due to the recently waning global risk appetite and
increasing inflation expectations (Chart 5.1.29). Nominal rates on 2-year bonds increased by around 80
basis points, while the moderate rise in 24-month-ahead inflation expectations pushed the 2-year real
interest rates by 70 basis points in the inter-reporting period. A comparison of 2-year real interest rates
across emerging economies suggests that Turkey moves similar to Indonesia and Colombia with real
interest rates ranging between 3 to 4.5 percent, while Brazil diverges significantly upwards with real

interest rates hovering around 10 percent (Chart 5.1.30).

Chart 5.1.29. Chart 5.1.30.
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Loan Rates and Banking Sector Funding Costs

Rates on loans extended to the non-financial sector recorded a year-on-year increase in 2015.
Loan rates soared particularly in the third quarter. Meanwhile, the rise in loan rates lost momentum in
the last quarter of the year and decreased during November and December. The analysis of consumer
loans by sub-items shows that personal and mortgage loan rates posted a quarterly increase by 47
basis points and around 60 basis points in the last quarter of the year, respectively, while automobile
loan rates remained unchanged (Chart 5.1.31). At the year end, the commercial loan rate remained
unchanged from the third quarter. Similarly, the commercial loan rate excluding overdraft accounts
rebounded back to its third-quarter level (Chart 5.1.32). The slight fall in loan rates in the last quarter of

the year is consistent with the Loan Tendency Survey results, predicting tighter domestic and external

financing conditions.

Chart 5.1.31. Chart 5.1.32.
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Source: CBRT.

Rates on deposits with maturities shorter than three months, which are the primary financing

resources of the banking sector, rose by around 35 basis points quarter-on-quarter owing to the CBRT's
tight liquidity stance and slightly rising weighted funding costs in this quarter. Due to the downturn in
commercial loan rates in the last weeks of the year, the spread between commercial loan rates and
deposit rates narrowed by around 30 basis points to 500 basis points (Chart 5.1.33). The weak and
fluctuating fund flows towards emerging economies also had spillovers on bills and bonds issued by
banks. Bills and bonds rates deteriorated remarkably at the end of the third quarter and rose by around
85 basis points compared to the second quarter. In the last quarter of the year, bills and bonds rates

followed a flat course and stood at 11 percent in December (Chart 5.1.34).
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Chart 5.1.33. Chart 5.1.34.
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Source: CBRT.
5.2. Credit Volume and Monetary Indicators

The net credit use to the GDP ratio, which is critical to financial stability and an indicator of the
relationship of credit growth with economic activity and aggregate demand, posted a quarterly
decline and stood at 7.4 percent in the last quarter of 2015 (Chart 5.2.1). Following a further decline in
the first quarter, the net credits to the GDP ratio is expected to be more stable after the second
quarter. Meanwhile, firms' use of net external loans posted a mild increase in the last quarter to 2
percent, implying that firms had no trouble having access to external borrowing (Chart 5.2.2).

Moreover, firms’' external credit use appears to have crept up year-on-year.

Chart 5.2.1. Chart 5.2.2.
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The annual growth rate of loans extended to the non-financial sector, which decelerated due
to the CBRT's fight monetary policy and the BRSA's macroprudential measures on consumer loans
excluding mortgage in the third quarter, continued through the last quarter of the year. A breakdown
of total loans shows that commercial loans contfinued to grow faster than consumer loans on the back

of the measures adopted by the BRSA and the consumer confidence that posted low readings
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compared to past averages in the third quarter. Against these developments, loans extended to the
non-financial sector in exchange rate adjusted terms grew by 13.6 percent year-on-year at the end of
2015 (Chart 5.2.3). The 13-week moving averages, which display the fourth-quarter developments,

show that total loans registered an annualized growth rate of 10.3 percent (Chart 5.2.4).

Chart 5.2.3. Chart 5.2.4.
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The annualized growth rate of consumer loans remained below past years’' averages in the first
half of 2015. The annualized growth rate of consumer loans plunged in the third quarter and remained
on a downtrend in the last quarter of the year (Chart 5.2.5). The consumer loan growth improved
slightly at year-end and hit 3.64 percent in annualized terms. All subcategories of consumer loans had
an adverse outlook in the last quarter of the year, which fed into the slowdown in total consumer loan
growth. Meanwhile, the Consumer Confidence Index recovered quarter-on—-quarter in the last quarter
of the year and owing partially to this recovery, all subcategories of consumer loans displayed an
improvement, albeit limited. Additionally, the BRSA infroduced an arrangement to the risk weight
regarding consumer loans and credit cards, which was published in the Official Gazette on January
20to be enforced on March 31. This arrangement is supposed to reduce the capital amount to be

allocated for these credits and affect the growth rate of consumer loans in the upcoming period.

In the last quarter of 2015, the rate of non-performing personal loans and credit cards
remained on the rise, resulting in an increase in non-performing retail loans. This is also attributed to the
slowdown in the growth rates of consumer loans. The annualized growth rate of mortgage loans with a
historically consistent 5-year average maturity and higher interest rate sensitivity was still greater than
others, yet it fell below past years’ averages, ending the year with 6.7 percent. According to the results
of the Loan Tendency Survey, the demand for mortgage loans edged down while loan standards saw
a considerable rebound in the last quarter of the year on a quarterly basis. As a result of the
macroprudential measures implemented by the BRSA, the growth of automobile loans, which was
negative in 2014 and almost throughout 2015, turned positive at the year-end after a prolonged period

(Chart 5.2.6).
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Chart 5.2.5.
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In the second half of 2015, the annualized growth rate of commercial loans remained slightly

below the averages of past years, yet displayed a mild recovery in the last quarter and hit 12.8 percent

at the year-end (Chart 5.2.7). These languishing growth figures of commercial loans, which were also

seen in the last quarter of the year, appear to be consistent with the weak course of private sector

investment in 2015.1 In fact, the Loan Tendency Survey indicates that the worst impact on the loan

demand of enterprises stemmmed from the fall in fixed investments in 2015. Meanwhile, the last quarter

of the year experienced a limited improvement in commercial loans owing to both TL and FX-

denominated loans (Chart 5.2.8).
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Chart 5.2.8.
TL and FX Commercial Loan Growth
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to the third-quarter Loan Tendency Survey results, standards for commercial loans

posted a slight recovery in the last quarter of 2015 on a quarterly basis. However, banks maintained

fight standards for loans to enterprises in the last quarter of the year. Short-term and TL-denominated

loan standards improved slightly, yet banks’ appetite for long-term and FX-denominated loans

confinued to decline in the last quarter of the year. In terms of scale, the slight recovery in business loan

standards applied both to SMEs and large-sized firms.

! The relationship between commercial loans and sectoral GDP items is analyzed in detail in Box 5.1.
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As for factors affecting commercial loan standards, expectations for overall economic activity,
which led to a tightening in loan standards, stood out as the relatively most significant factor in 2015.
Financing conditions indicate that domestic financing conditions recorded a notable recovery in the
last quarter of the year on a quarterly basis, while external financing conditions continued fo
deteriorate. Moreover, banks expect that loan standards are likely to tighten further in the first quarter
of 2016. On the other hand, banks’ expectations for financing conditions in the first quarter of 2016
reveal a mild improvement both in domestic and external financing conditions. On the demand front,
loan demand both from SMEs and large-sized firms edged up in the last quarter of the year. However,
the loan demand remained low in the last quarter of the year, which stemmed mainly from the
ongoing decline in FX-denominated loan demand.

Annual growth rates of both consumer and commercial loans slowed in the last quarter of
2015 on a quarterly basis. Moreover, commercial loans continued to grow at a faster pace than
consumer loans in this period. Macroprudential policies enforced in recent years not only pulled the
credit expansion rate to sustainable levels, but also directed the loan composition towards production-
rather than consumption. Accordingly, faster growth of commercial loans than consumer loans
contributes to the balancing process and financial stability at the same time.

Chart 5.2.9. Chart 5.2.10.
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In the last quarter of 2015, growth rates of both deposits and loans lost pace on a quarterly
basis (Chart 5.2.9). Accordingly, loan-to-deposit ratio assumed a flatter course (Chart 5.1.20). The
relationship between M2 and loans shows that the growth rate of loans declined in the last quarter of

2015, while the annual M2 growth rate followed a relatively flat course (Chart 5.2.10).
Monetary Indicators

Credits extended to the private sector continue fo determine the annual growth of M3, the
broad measure of money supply. The recently slowing growth rate of Private Sector Claims, which
mostly include credits extended by banks to non-financial private individuals and institutions, caused
the M3 growth to moderate in the third quarter. Meanwhile, the item Other, which displayed a
relatively steady course in line with bank profitability, is still a non-deposit funding source for the banking

sector, yet continues to contribute negatively to money supply. Being more unstable than the item
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Other, Public Sector Claims confinue to put downward pressure on the M3 growth for the second

quarterin arow (Chart 5.2.11).

Having trended downwards in the last quarter of the year, the annual growth of M3, the broad
measure of money supply, receded to 18.5 percent at the end of November. In terms of the
decomposition of M3, this trend was determined primarily by Private Sector Claims, which mostly
include credits extended by banks to non-financial private individuals and institutions. On the other
hand, although declining in recent months, Net External Assets confinue to put downward pressure on
the M3 growth. The Public Sector Claims item lost its negative effect further in the last quarter of the
year. Lastly, the item Other continued with a steady course in line with bank profitability, and remained

as a non-deposit funding source for the banking sector (Chart 5.2.11).

In the last quarter of 2015, currency in circulation, which has been increasing during the last
year, displayed a year-on-year decline in seasonally adjusted terms. The growth in current consumption
spending, which is closely related to the currency in circulation, decreased modestly in the third
quarter. Developments regarding the currency in circulation in the last quarter indicate a possible

further deceleration in the growth of consumption in this period (Chart 5.2.12).

Chart 5.2.11. Chart 5.2.12.
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The Relationship Between Credit and GDP Growth at Sectoral Level

Credits gained importance in the Turkish economy with the adoption of the new monetary policy
framework at end-2010, which observes financial stability besides price stability. Accordingly, understanding
the relationship between credits and main macroeconomic indicators like inflation, growth and the current
account deficit is crucial. This box seeks fo contribute to the assessment of the link between credits and

GDP growth by analyzing commercial loans and economic activity at the sectoral level.2

The sample covers the 2003Q1-2015Q3 period. Commercial loans are captured by the CBRT's sectoral loan
data, which are aggregated for the agricultural, industrial, manufacturing, services and construction
sectors to comply with the sectoral breakdown of the national income data on the production side. In the
spirit of Biggs et al. (2009) and Kara and Tiryaki (2013), the credit and economic growth relationship is

analyzed using net credit use and credit impulse. Accordingly, credit impulse at time t is defined as:

Ci—Ciy) — (Ci_y — C
Cltz( t t 4)Yt(4t 4 t-8) )

While net credit use is formulated as:

C,—C,_
Nee= 5= @
t—

Equoﬁons 1 and 2 are adjusted for quarterly frequency. Credit stock (C;) is represented by total
commercial loans extended by banks to the non-financial sector at the end of each quarter in nominal
and exchange rate unadjusted terms, while GDP (Y,) is represented by the cumulative nominal GDP data
over the last 4 quarters. According to Equation 1, the credit impulse shows how the annual change in credit
stock in this quarter differs from the annual change in credit stock in the same quarter of the previous year.
The net credit use, on the other hand, is the ratio of the annual change in credits by quarters to the nominal
GDP. As the GDP is a flow variable and the credit stock is a stock variable, credits are expected to have a
more meaningful relafionship with GDP in growth terms. Charts 1 and 2 present how net credit use and
credit impulse are linked to GDP growth. Accordingly, the turning points in commercial loan growth and
real GDP growth are similar. Credits and economic activity are observed to have a stronger relation
especially during the global crisis and the subsequent recovery period. As suggested by economic intuition
and previous findings, credit impulse appears to have a more significant relationship with economic activity

than the net credit use.

2 For further details, see Dogan et al. (2016).
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Chart 1. Net Commercial Credit Use and Real GDP Chart 2. Commercial Credit impulse and Real GDP
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Charts 3 and 4 display the shares of sectoral loans in tofal commercial loans and the shares of sectoral
value added in the national income during the analyzed period. The share of manufacturing sector credits,
which was above 40 percent in the first quarter of 2004, fell under 30 percent in the third quarter of 2015.
Thus, the manufacturing sector registered the highest fall in commercial loan shares. Besides manufacturing,
the credit share of the industrial sector, which covers electricity, gas, steam and mining, displayed a similar
outlook and declined. Concurrently, the value added shares of these sectors posted a slight decline. In the
meantime, credit shares of services and consfruction sectors increased mildly, while the services sector

registered the highest increase in sectoral GDP shares.

Chart 3. Sectoral Credit Shares Chart 4. Sectoral GDP Shares
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The currency breakdown of credits suggests that TL-denominated credits increased across all sectors in the
analyzed period. By maturities, the long-term to short-term loan ratio posted a mild downtrend in all sectors
in exchange rate adjusted terms.3 Given that a major portion of long-term loans is denominated in foreign
currency, the downtrend in long-term loans is consistent with that of the FX-denominated loans. The weak
course of investment spending since the second quarter of 2011 confirms the slowdown in FX-denominated
loans and long-term loans. In fact, TL-denominated short-term loans are mostly used for operational

expenses.

3 Credits with maturities less than one year are classified as short-term, while those with longer maturities are defined as long-term.
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Chart 5. Credit Impulse and Growth of Value Added Chart 6. Credit Impulse and Growth of Value Added in

in Agriculture Services
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Charts 58 display the credit impulse and GDP growth by sectors. Accordingly, credit impulse varies by
secfors and the relafionship between credit impulse and value added changes considerably across
sectors. In particular, credit impulse is weakly linked to the growth of value added in agriculture. These two
series moved in opposite directions from 2005 to 2009, while they had a slightly stronger relationship
afterwards. Throughout 2015, agricultural loans gained momentum, while agricultural value added
displayed a significant jump. As for the services sector, credit impulse is more strongly linked to value
added, yet the former is more volatile than the latter. In particular, credit impulse in the services sector has

plummeted since early 2014, while value added in services slowed down only moderately.

Credit impulse is strongly related to value added in the manufacturing sector. Even though credit impulse is
occasionally more volafile than the value added in this sector, the two series have a co-movement for the
most part of the sample. Throughout 2015, credit impulse receded in the manufacturing sector, while value
added remained flat. As for construction, credit impulse moved in tandem with the value added during the
global crisis, while the positive correlation between these two series has decreased notably as of mid-2012.
Accordingly, credit impulse increased significantly from the second quarter of 2012 to the first quarter of
2014, while the value added in construction recovered only weakly. In the subsequent period, credit
impulse declined to negative values, while the value added in the construction sector registered a milder

decline, thus causing a weaker link between these two series.

In short, the graphical analysis suggests that manufacturing sector registered the strongest link between
credit impulse and value added. Meanwhile, credit impulse has slowed down considerably in all sectors
excluding agriculture since early 2014. This is parficularly evident for the construction sector. Despite the
plunge in credit impulse, the value added decelerated less notably in construction, manufacturing and

services.
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Chart 5. Credit Impulse and Growth of Value Added

in Manufacturing
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Table 1 presents the regression results analyzing the relationship between GDP and credit growth by

sectors. This can be captured by the equation GDP;, = B, + B Cl;; + B,NC; + &;, With a maturity breakdown for

each sector. GDP;, is the growth of the value added in sector i at time t, CI;, is the credit impulse in sector i

at time t, NC;, is the net credit use in sector i at fime t and ¢, signifies the error term. Accordingly, it can be

inferred that the maturity distinction is important regarding the relationship between credits and the GDP

growth. Credit impulse for long-term loans has a positively significant effect on growth of all sectors

excluding agriculture; while for short-term loans, credit impulse does not have a stafistically significant effect

except for construction. On the other hand, net credit use in long-term loans is not statistically significant for

the GDP growth by sectors. The regression results testing the relationship between total commercial loans

and the real GDP growth, which are presented in the last column of Table 1, are consistent with the finding

that credit impulse in long-term loans is related to the real GDP growth.

Table 1. Regression Results

Manufacturing

Agriculture
Short-Term Credit 0.294
Impulse
(0.539)
Long-Term Credit 0.245
Impulse
(0.943)
Short-Term Net B e
Credit Use L
(-2.068)
Long-Term Net
Credit Use EF7
(1.656)
Constant 10.071%**
(4.586)
Number of
observations
R2
Adjusted R2

Services

1011
(0.914)
1,286+
(4.201)
-1.097
(-1.212)
-0.668

(-1.429)

15.78%*

(8.940)
43

0.297
0.223

0.239
(0.837)
0.960%*
(3.461)
0.239
(0.496)
-0.290

(-0.724)

10.26*

(2.315)
43

0.478
0.423

Construction
2.650%**
(3.453)
0.470*
(1.846)
-2.269%*
(-3.073)
0.431

(1.189)
14.92%
(3.428)

43

0.331
0.261

Total

0.168**
(2.165)
0.0754%+*
(3.009)
0.0506
(0.494)
-0.0268

(-0.913)

10.66**

(4.209)
43

0.527
0.477

t-statistics are in parenthesis. *** p<0.01, ** p<0.05, * p<0.1
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[n sum, these findings show that the relationship between credit and the GDP may vary across sectors and
by maturities. A higher share of loans in sectors like agriculture and construction, where credits are poorly
linked to sectoral value added may weaken the relationship between credits and the GDP. Also, the
change in the maturity of loans from long-term to short-term may result in weaker link between credits and
growth. Finally, the relation between credits and GDP, as also underlined by Kara and Tiryaki (2013), may

better be captured by credit impulse rather than net credit use.
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6. Public Finance

In 2015, the growth of primary expenditures failed to decelerate as targeted. Public investment
expenditures exceeded initial allowances to a considerable extent. On the other hand, tax revenues,
particularly domestic indirect tax revenues such as SCT and VAT, performed better than the year-end
targets. This pushed the central government primary surplus slightly upwards in annualized terms
compared to 2014. Meanwhile, the central government budget deficit edged down amid the
relatively low increase in inferest expenditures and stood close o the target.

The MTP covering the 2016-2018 period, which was announced in October 2015, was revised in
January. The MTP states that the fiscal policy will be implemented to support economic stability, to
enhance growth potential, fo reduce the current account deficit by increasing domestic savings and
to contribute to price stability. To ensure that the fiscal policy helps achieve these goals, the
sustainability of the fiscal policy will be assured and the public savings-investment gap will be gradually
narrowed by curbing the rate of increase in public spending and the public sector borrowing
requirement. Moreover, public spending on infrastructure investments, trainings and R&D will be
prioritized to support economic growth. Meanwhile, the MTP emphasizes that the quality of public
revenues will be improved and therefore non-recurring revenues will no longer be used to finance
policies that permanently raise the level of public spending in the medium to long term. Thus, fiscal
discipline will be maintained and the debt stock to the GDP ratio will be reduced further in a gradual
way during the MTP period (Table 6.1). This fiscal adjustment projected for 2017 and 2018 is likely to be
achieved by controling the rate of increase in primary expenditures, and accordingly, the tax
revenues to GDP ratio will edge down over time.

Table 6.1.

Cenftral Government and General Government Budget Balance
(Percent of GDP)

2014 2015* 2016** 2017** 2018**
Expenditures 25.7 258 25.9 249 242
Primary Expenditures 228 23.1 23.3 22.5 21.9
Interest Expenditures 29 2.7 2.5 2.4 2.3
Revenues 243 24.6 24.5 23.9 233
Tax Revenues 20.2 20.8 20.8 20.5 20.5
Other Revenues 4.2 3.9 3.7 33 29
Budget Balance -1.3 -1.2 -1.3 -1.0 -0.8
Primary Balance 1.5 1.5 1.2 1.4 1.4
General Government Budget
Balance -0.6 0.0 -0.7 -0.7 -0.4
General Government Primary
Balance 23 2.8 2.0 1.8 2.0
EU-Defined Nominal Debt Stock 33.5 32,6 31.7 30.5 29.5

* Forecast.
** MTP.
Source: MTP (2016-2018).
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6.1. Budget Developments

In 2015, the central government budget balance registered a deficit of 22.6 billion TL, while the
primary budget balance had 30.4 bilion TL in surplus (Table 6.1.1). The growth rate of primary
expenditures remained far above the deceleration targeted for 2015, yet tax revenues performed
better than expected at the year-end, which contributed to the slight increase in the central
government primary surplus compared to 2014. As interest expenditures also posted a relatively limited
rise, the centfral government budget deficit declined only slightly year-on-yearin 2015.

Table 6.1.1.
Central Government Budget Aggregates
(Billion TL)
Rate of
2014 2015 Increase Actual/Target
(Percent)

(Percent)
Central Government Budget
Expenditures 448.8 506.0 12.8 107.0
Interest Expenditures 499 53.0 6.2 98.2
Primary Expenditures 398.8 453.0 136 108.1
Central Government Budget
Revenues 4254 483.4 13.6 106.9
|. Tax Revenues 352.5 407.5 15.6 104.6
Il. Non-Tax Revenues 56.2 57.3 20 113
Budget Balance -23.4 -22.6 - -
Primary Balance 26.5 30.4 14.5 92.0

Source: Ministry of Finance.

The central government budget deficit to the GDP ratio, which rose slightly to 1.3 percent in
2014 on an annual basis, is estimated to have dropped to 1.2 percent in 2015 (Chart 6.1.1). Meanwhile,
the primary budget surplus to the GDP ratio assumed an upward course and reached 2 percent at
end-2013, after declining to 1.1 percent in the third quarter of 2012. This ratio dropped to 1.6 percent in
2014 and is estimated to have risen to 1.5 percent in 2015.

Chart 6.1.1. Chart 6.1.2.
Central Government Budget Balance Central Government Budget Revenues and Primary
(Annualized, Percent of GDP) Expenditures
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Having surged since 2012 and reaching 22.8 percent at end-2013, the central government
primary expenditures to the GDP ratio hit 23.1 percent in the third quarter of 2014, which is the highest
level recorded since 2008. This rafio fell slightly to 22.8 percent in the last quarter of 2014 and is
expected fo creep up to 23.1 percentin 2015 (Chart 6.1.2). On the other hand, the central government
budget revenues to the GDP ratio increased upon the relatively robust economic activity as well as tax
adjustments in September 2012 and January 2013, reaching 24.8 percent at end-2013. This rafio
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dropped to 24.4 percent in 2014, mainly due to slowing tax revenues based on domestic demand, and

is estimated to have gone up to 24.6 percent in 2015.

Trending upwards since the second half of 2012, the central government primary budget
expenditures remained on the rise also in 2015. Accordingly, the central government primary budget
expenditures registered a year-on-year increase of 13.6 percent in 2015 (Table 6.1.2).

Table 6.1.2.
Central Government Primary Expenditures (Billion TL)

t
2014 2015 \Egreeocs)fe Actual/Target
(Percent] (Percent)

Primary Expenditures 398.8 453.0 13.6 108.1
1. Personnel Expenditures 110.4 125.0 13.3 104.9
2. Government Premiums to SSI 18.9 21.0 11.2 103.5
3. Purchases of Goods and Services 40.8 45.4 11.4 110.4
4. Current Transfers 1623 182.8 12.6 103.6
a) Duty Losses 3.8 4.8 25.7 109.2
b) Health, Pension and Social Benefits 77.3 80.1 3.6 99.3
c) Agricultural Support 9.1 10.0 9.0 99.7
d) Reserved Share Revenues 47.3 55.8 17.9 102.5
5. Capital Expenditures 48.2 56.9 18.0 138.9
6. Capital Transfers 7.7 10.5 35.7 153.9
7. Lending 10.5 11.3 7.4 107.5

Source: Ministry of Finance.

In 2015, personnel expenditures, current transfers and purchases of goods and services, which
are major items in primary expenditures, registered increases by 13.3, 12.6 and 11.4 percent,
respectively. Health, pension and social benefit expenditures edged up by 3.6 percent, which slightly
contained the rise in current transfers. A higher collection of premiums owing to the restructuring of
public receivables as per Law No. 6552 narrowed the social security deficit. Accordingly, the budget
fransfer for the social security deficit, a key item of health, pension and social benefit expenditures,
posted a decline. The shares reserved for other public institutions and enterprises from the central
government revenues increased significantly by 17.9 percent. This was due to the high tax
performance of the central government in 2015 and the termination of deductions made for debts of
local administrations. As for public investment expenditures, capital expenditures and capital transfers

surged by 18 and 35.7 percent, respectively, considerably exceeding the year-end target.

Central government general budget revenues increased by 13.7 percent year-on-year in 2015
(Table 6.1.3). Tax revenues surged notably by 15.6 percent in this period, while non-tax revenues soared
slightly by 2 percent.

A closer scrutiny of tax revenues reveals that the collection of consumption-based taxes and the
income tax recorded a year-on-year upsurge in 2015. As income tax revenues are largely collected
through withholding taxes on salaries and wages, the high increase in minimum wages in 2015
improved the collection of income taxes. Among consumption-based taxes, revenues from domestic
VAT, SCT and VAT on imports recorded an uptick by 21.8, 16.3 and 15.5 percent, respectively. The
details of SCT revenues show a jump of 32.5 percent in fax revenues on motor vehicles. The increase in
the collection of taxes on petroleum and natural gas products, which account for a large share of total
SCT revenues, remained relatively low at 11.4 percent. Meanwhile, the inclusion of the VAT revenues in
the budget accrued by the 4.5 G license sales is as an additional factor, which accounted for the rising

domestic VAT revenues.
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Table 6.1.3.
Central Government General Budget Revenues
(Billion TL)
Rate of
2014 2015 Increase ActualfTarget
(Percent) [Percent)
General Budget Revenues 408.7 464.8 13.7 105.4
|-Tax Revenues 352.5 407.5 15.6 104.6
Income Tax 73.9 85.8 16.0 104.1
Corporate Tax 323 33.4 3.4 92.4
Domestic VAT 38.1 46.4 218 105.0
SCT 91.1 105.9 16.3 112.7
VAT on Imports 64.4 74.4 15.5 99.0
lI-Non-Tax Revenues 56.2 57.3 2.0 1113
Enterprise and Property Revenues 16.1 19.7 21.9 207.4
Interests, Shares and Fines 28.3 26.5 -6.2 92.0
Capital Revenues 9.5 7.9 -16.9 76.0

Source: Ministry of Finance.

Even though non-tax revenues increased only slightly in 2015, they performed well above the
year-end target. In this context, enterprise and property revenues more than doubled the targeted
amount. This high performance is attributed to 4.6 bilion TL collected under the Type Il
telecommunication license and general permit revenues as per the 4.5 G tender. On the other hand,
targeted privatization revenues, which had been 8.7 billion TL for 2015, amounted to only 6.1 billion TL,

pulling capital revenues below the target.

Having turned positive amid tax rate hikes in September 2012 as well as the base effect, the
annual rate of increase in real tax revenues started to slacken in the third quarter of 2013. Real tax
revenues remained unchanged year-on-year in the last quarter of 2014, but increased by 7.7 percent
in the last quarter of 2015 (Chart 6.1.3). The analysis of this increase by sub-items suggests that revenues
from domestic VAT, VAT on imports and SCT, which are among consumption-based taxes, rose by 25,
12 and 2.4 percent in real terms, respectively (Chart 6.1.4).

Chart 6.1.3.
Real Tax Revenues
(Annual Percent Change)

Chart 6.1.4.
Real VAT and SCT Revenues
(Annual Percent Change)
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6.2. Developments in the Public Debt Stock

The cenfral government debft stock stood at 677.6 bilion TL in 2015 (Chart 6.2.1). In the third
quarter of the year, the ratio of the total public net debt stock to GDP dropped by 3.1 points from end-
2014, while the EU-defined general government nominal debt stock to GDP ratio rose by 1.1 points
(Chart 6.2.1).
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Chart 6.2.1.
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At end-2015, the share of fixed-rate securifies in the total debt stock was slightly down from 2014

(Chart 6.2.2). As for the interest rate and currency structure of domestic borrowing, the share of fixed-

rate borrowing increased annually from January to November in 2015. Meanwhile, the ratio of public

deposits to the average monthly debt service stood at 488.7 percent. The average term-to-maturity of

the domestic debt stock reached 55.1 months (Chart 6.2.3). External borrowing by bond issues

amounted to 3 billion USD, with an average maturity of 19.7 years (Chart 6.2.4).

Chart 6.2.3.
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The domestic debft rollover ratio was 84.5 percent in November 2015 (Chart 6.2.5). The average

real interest rate! has been on the rise since early 2015 (Chart 6.2.6).

! Real interest rates are calculated by subfracting the 12-month-ahead inflation expectations of the CBRT Survey of Expectations from nominal
interest rates (average annual compounded interest rate at the Treasury's TL-denominated zero-coupon securities auction).

Inflation Report 2016

89



Central Bank of the Republic of Turkey

Chart 6.2.5.
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/. Medium-Term Forecasts

This chapter summarizes the underlying forecast assumptions and presents the medium-term
inflation and output gap forecasts as well as the monetary policy outlook for the upcoming 3-year
horizon.

7.1. Current State, Short-Term Outlook and Assumptions
Financial Conditions

The two main factors that determined the dynamics of global financial markets in the inter-
reporting period were the Fed's long-awaited rate hike in December and the Chinese stock market
crash. Due to tumbling commodity prices and geopolitical tensions, commodity-exporting economies
witnessed increased uncertainty related to economic activity. Against this background, the exchange
rate volatility in emerging economies has increased dramatically since the previous reporting period.

Moreover, emerging markets experienced outflows in equities and bonds in the fourth quarter of 2015.

Risk premium indicators rose for both Turkey and other emerging economies in line with global
developments. As a result, Turkish stock and bond markets suffered capital outflows. Yet, Turkey
diverged positively from other emerging economies in the foreign exchange market during the fourth
quarter as the exchange rate volatility decreased slightly. Over the first few weeks of 2016, however,
the global market fluctuations sent Turkey’s risk premiums higher on par with those of other emerging
economies, heightening both the level and volatility of exchange rates. Spillovers from global financial
markets to Turkey were influential on domestic financial conditions. In fact, despite some quarter-on-
quarter improvement in the fourth quarter, the FCI sfill points to tight financial conditions. As
announced previously, the CBRT's fourth-quarter policy stance was tight against Turkish lira liquidity,
stabilizing for the FX liquidity and supportive of the financial stability.

Inflation

Consumer inflation increased by 0.9 points quarter-on-quarter to 8.8 percent in the final quarter
of 2015, remaining above projections of the October Inflation Report.! This fourth-quarter rise in inflation
was mostly atftributed to the rapid rise in prices of core goods driven by the lagged effects of the Turkish
lira depreciation through 2015. The depreciation of the exchange rate and the base effect from
energy prices were passed through to annual CPI inflation in line with the October Inflation Report’s
assumptions. The main reason behind the overshoot of the inflation forecast was surging food prices.
The acceleration of unprocessed food inflation, notwithstanding increased agricultural production, had
a negative impact on the highly inertial services inflation across 2015, particularly through restaurants
and hotels. The fall in import prices, oil prices in particular, was reflected on consumer inflation only
slightly because of the Turkish lira depreciation. Furthermore, with consumer price inflation hovering
above the target for quite some time, inflation expectations also remained elevated across the whole

year. Hence, the underlying frend of inflation has deteriorated in recent months.

' The difference between the actual inflation at end-2015 and the October 2015 forecast, and revisions in end-2015 forecasts over the entire year
are presented in Box 7.1.
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Demand Conditions

In the third quarter of 2015, economic activity followed a stronger course than envisioned in the
October Inflation Report. The GDP posted a quarterly 1.3 percent and a yearly 4.0 percent growth in
the third quarter. Accordingly, the output gap estimate was revised upwards for the third quarter of
2015 (Table 7.1.1 and Chart 7.2.3). On a year-on-year basis, this upturn was spurred by the agricultural
value added and net taxes, while, in quarterly terms, the main driver was the value added from
services. On the other hand, the industrial value added provided a limited confribution to growth. As
predicted in the previous Report, net exports made a notably higher contribution to quarterly growth,
while consumption spending continued to be the main driver of yearly growth thanks to a robust first
half.

The last quarter data suggest that industrial production rose above its third-quarter average in
the October-November period, while sales, production and import indicators for the domestic demand
point to a quarterly deceleration in final domestic demand. The non-gold export volume index
increased amid strong EU demand during October and November. Yet, geopolitical tensions pose a
downside risk to exports. Accordingly, despite having narrowed slightly during the final quarter, the

output gap continues to put downward pressure on inflation (Table 7.1.1 and Chart 7.2.3).

External demand appears as a major threat against growth over the upcoming period, but the
ongoing European recovery might offset the negative effects on Turkey's exports. Thus, the annual
growth rate of the export-weighted global production index revised by January forecasts posted a

limited decline compared to the October Inflation Report (Chart 7.1.1).

Chart 7.1.1. Export-Weighted Global Economic Activity Index
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Qil, Import and Food Prices

International commodity prices, oil prices in particular, continued to trend downwards in the last
quarter of 2015. Owing mostly to the insufficient demand in China and other emerging economies, this
caused import prices in the Turkish economy to recede in USD-denominated terms. Hence, crude oil
prices and USD-denominated import prices were revised downwards (Table 7.1.1). With regard fo
annual averages, crude ail price assumptions were reduced from 54 USD to 37 USD for 2016. Also,

assumptions for annual percentage changes in average import prices were revised downwards by 4.9
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points for 2016. The assumption for food price inflation was revised upwards from 8 percent to 9 percent

for 2016 mostly due to the effects of minimum wage adjustments on costs and demand.

Chart 7.1.2.
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Fiscal Policy and Tax Adjustments

Chart 7.1.3.
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Effective as of January 2016, certain items with administered prices saw price increases. The

additional effect on the year-end inflation of the portion of these increases that remain above 5
percent is estimated to be 0.4 points in 2016. Meanwhile, the effect of the minimum wage rise on

budget balance and tax adjustments is being carefully monitored. The effect of wage developments

on production costs, aggregate demand and inflation depends on fiscal policy and the change in

employment. Hence, the interaction of the minimum wage rise with the fiscal policy is also being

closely monitored. The medium-term forecasts are based on an outlook that adjustments to taxes and

administered prices, excluding those already announced in January, will be consistent with inflation

target and automatic pricing mechanisms. The medium-term fiscal policy stance is based on the MTP
projections covering the 2016-2018 period. Conditional on this outlook, inflation is expected to improve

gradually and reach the 5-percent target in the medium term.

Inflation Report 2016-I

Output Gap

Food Prices
(Year-end Percent Change)

Import Prices
(Average Annual Percent Change, USD)

Oil Prices
(Average, USD)

Export-Weighted Global Production Index
(Average Annual Percent Change)

Table 7.1.1. Revisions in Assumptions

2015Q3
2015Q4
2016
2017
2015
2016
2017
2015
2016
2017
2015
2016

October 2015
-1.45
-1.2
8.0
8.0
-14.7
-0.6
54
54
1.9
23

January 2016
-1.2
-1.1
9.0
8.0
-15.5
-5.5
5.1
52

37
44
1.6
2.2
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7.2. Medium-Term Forecasts

Given a decisive policy stance that focuses on reducing inflation, the 5-percent target is
expected to be achieved gradually; inflation is likely to stabilize around 5 percent as of 2018 after
falling to 7.5 percent in 2016 and to 6 percent in 2017. Accordingly, inflation is expected to be, with 70
percent probability, between 6.1 percent and 8.9 percent (with a mid-point of 7.5 percent) at end-
2016 and between 4.2 percent and 7.8 percent (with a mid-point of 6 percent) at end-2017
(Chart 7.2.1).

Chart 7.2.1.
Inflation and Output Gap Forecasts*
(Percent)
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* Shaded area denotes the 70 percent confidence interval for the forecast.
Source: CBRT.

The year-end inflation forecasts for 2016 and 2017 were revised upwards by 1 percent and 0.5
percent, respectively, compared to the October Inflation Report forecasts (Chart 7.2.2). As stated
above, driven mostly by oil prices, USD-denominated import prices have registered a considerable
decline since October 2015. Together with the exchange rate developments, the downward revision in
the assumption for oil and import prices is expected to pull the end-2016 inflation forecast down by 0.6
percent compared to the October Inflation Report forecast. On the other hand, the portion of January
2015 public price adjustments which exceeds the inflation target is projected to push the end-2016
inflation forecast up by 0.4 percent. Another influential factor on forecasts in this period proved to be
the rise in net minimum wages. Given the announced support by the government and the effects of
this minimum wage rise on demand and costs to the employer, the end-2016 inflation forecast was
revised upwards by 1 percent. Of this estimated effect of the minimum wage rise, 0.3 percent is
attributed to the food inflation that was raised from 8 to 9 percent for 2016. Lastly, a higher-than-
projected actual inflation rate at the end of 2015 compared to the October Inflation Report forecast
and the rise in core inflation indicators are estimated to push the end-2016 inflation by 0.2 percent. In
sum, of the total change in the year-end inflation forecast for 2016 compared to the previous reporting
period, 1 percent stemmed from the minimum wage hike, 0.4 percent was caused by administered

price changes that are above the inflation target and 0.2 percent was owed fo the rise in the
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underlying trend of inflation. Meanwhile, the revision in the assumptions for TL-denominated oil and
import prices had a downward effect by 0.6 points (Table 7.2.1).

Table 7.2.1.
Revisions in end-2016 and end-2017 Inflation Forecasts
(Percent)
2016 2017
Revisions in the Inter-Reporting Period
1.0 0.5
Sources of Revisions
Minimum Wage Rise (Total) 1.0 0.2
Contribution to Food Inflation 0.3 0
Contribution to CPI (excl. unprocessed food and 0.7 0.2
tobacco)
Import Prices (TL) -0.6 0
Underlying Inflation (including exchange rate effect) 0.2 0.3
Administered Prices 0.4 0

Source: CBRT.

Moreover, of the 0.5 percent upward revision in end-2017 inflation forecast, which was stated as
5.5 percent in the October Inflation Report, 0.2 percent was caused by the lagged effects of the
minimum wage increase and 0.3 percent stemmed from the upward revision in the end-2016 inflation

forecast and the deterioration in the underlying trend of inflation (Table 7.2.1).

Revised output gap forecasts are displayed in Chart 7.2.3. As the national income realizations in
the third quarter of 2015 turned out to be stronger than envisioned in the previous reporting period,
output gap values pertaining to this period were revised slightly upwards. Likewise, the output gap
forecasts for the fourth quarter of 2015 and the first and second quarters of 2016 were revised slightly

upwards compared to the October Inflation Report.

Chart 7.2.2. Chart 7.2.3.
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Unpredictable price fluctuations in items beyond the monetary policy domain, such as
unprocessed food and tobacco, are among major factors that cause a deviation in inflation forecasts.

Hence, inflation forecasts excluding unprocessed food and tobacco prices are also announced.
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Accordingly, inflation forecasts excluding unprocessed food, tobacco and alcoholic beverages are

presented in Chart 7.2.4. The inflation indicator as measured above is expected to decline gradually fo

4.5 percent.
Chart 7.2.4.
Inflation Forecast Excluding Unprocessed Food, Tobacco and Alcoholic Beverages*
(Percent)
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Comparison of the CBRT's Forecasts with Inflation Expectations

It is critical that economic agents take the inflation target as a benchmark in their plans and
contracts, and focus on the underlying tfrend of medium-term inflation, rather than on temporary price
fluctuations. Likewise, it is crucial that the CBRT's current inflation forecasts be compared with inflation
expectations of other economic agents to serve as a reference guide. Accordingly, year-end, 12-
month-ahead and 24-month-ahead inflation expectations of the Survey of Expectations’ respondents
are above the CBRT's baseline scenario forecasts (Table 7.2.2). Furthermore, the increase in the 24-
month-ahead inflation expectations to around 7 percent necessitates close monitoring of expectations
and the pricing behavior.

Table 7.2.2.
CBRT Inflation Forecasts and Expectations

CBRT Forecast CBRT Survey of Expectations* Inflation Target
2016 Year-end 7.5 8.2 50
12-month-ahead 7.4 7.9 50
24-month-ahead 59 7.1 5.0
" January 2016 survey period results.

Source: CBRT.

96 Inflation Report 2016-



Central Bank of the Republic of Turkey

Sources of Revisions in end-2015 Inflation Forecasts

Throughou‘r 2015, the main drivers behind the revisions in year-end inflation forecasts have been exchange
rate movements and developments in import prices, particularly in crude oil. The depreciation of the Turkish
lira, which has been induced by uncertainties over external financial markets and domestic conditions,
drove the inflation rate higher through 2015, especially in items sensifive to exchange rate fluctuations. This
also had an adverse effect on inflation expectations. The exchange rate driven upside effects on inflation
was partially offset by the decline of import prices throughout the year. However, the larger-than-expected
rise in food prices during the first and last quarters of 2015 pushed inflation higher. Thus, inflation increased to

8.8 percent at end-2015, overshooting the October Inflation Report forecast at 7.9 percent.

The CBRT is accountable to the public by publishing reports as per the inflation targeting regime.
Accordingly, this box provides a summary of the revisions in the year-end inflation forecasts throughout

2015, along with the underlying reasons.
January Inflation Report

In January 2015, the medium-term forecasts were based on a framework in which the fight monetary policy
stance would be maintained by keeping the yield curve almost flat and the annual loan growth rate would
remain at reasonable levels amid the adopted macroprudential measures. Ending December 2014 at 8.2
percent, the consumer inflation was projected to be 5.5 percent at the end of 2015 given falling
commodity prices, mostly oil prices. Base effects were estimated to be the main driver of inflation in 2015.
Accordingly, annual inflation was projected to assume a downtrend until the third quarter and see a slight

increase to 5.5 percent in the fourth quarter due to base effects.

Table.1. Inflation Report Assumptions in 2015

January 2015 April 2015 July 2015 October 2015 Actual
Food Prices
(Year-end Percent Change) 9.0 9.0 8.0 8.0 10.9
Export-Weighted Global Production Index
(Average Annual Percent Change) 2.0 1.9 1.9 1.9 1.6*
Import Prices
(Average Annual Percent Change, USD) -7.3 -11.1 -12.8 -14.7 -15.7*
Brent Oil Prices
(USD/bbl) 55 60 59 54 52

* Forecast.
Source: CBRT.

April Inflation Report

In the first quarter, the US dollar appreciated remarkably against many currencies, crude oil prices
surpassed the trajectory envisaged in the January Inflation Report, and USD-denominated import prices
stood below the projected path. The upward revision in oil prices was estimated to outweigh the effect of
the downward revision in import prices through the remainder of the year. Despite the larger-than-
anticipated rise in food prices during the first quarter, the food price assumption was kept at 9 percent
given the likely correction in the second quarter, particularly in unprocessed food prices. Economic activity
was estimated fo grow more modestly in this quarter, thus leading to a downward revision in output gap

forecasts.
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Accordingly, the inflation forecast for end-2015 was revised upwards by 1.3 percentage points from 5.5
percent in the January Inflation Report to 6.8 percent. The upward revision in oil prices and the rise in TL-
denominated import prices raised the year-end inflation forecast by 1.4 percentage points compared to
the previous Report (Table 1). On the other hand, the downward revision in economic activity and the

output gap lowered the end-2015 inflation forecast by 0.1 percent (Chart 1).
July Inflation Report

In the first quarter of 2015, economic activity proved stronger than projected in the April Inflation Report;

hence the output gap was revised slightly upwards for the first quarter (Chart 1).

Gilobal financial markets grew volafile and uncertain as of end-2014 until the second quarter of 2015. The
vagueness regarding the Fed's policy rate hike was prominent in this quarter, with interest rates and

exchange rates following a fluctuating course in tandem with the data releases for the US.

The annual consumer inflation declined further from 7.61 percent in the first quarter to 7.20 percent in the
second quarter. Inflation declined due to food prices in the second quarter, yet the depreciation of the
Turkish lira restricted this fall. In the second quarter, oil prices slightly exceeded the envisioned path, whereas
import prices in USD stood a litfle below the path projected in the previous Report. Assumptions for the
annual percentage change in average oil prices and import prices were revised downwards by 2 and 1.7
percent, respectively, for 2015 (Table 1). Parallel to this downward revision, the end-2015 inflation forecast
was lowered by 0.1 percent. Unprocessed food prices saw a notable correction in the second quarter of
2015. Given the projections that this correction would continue, the food inflation assumption for end-2015
was revised downwards from 9 percent to 8 percent (Table 1). The change in the food price assumption
brought the year-end inflation forecast down by 0.3 points. On the other hand, exchange rate movements
delayed the improvement in core goods inflation, pushing the end- 2015 inflation forecast upwards by 0.5
poinfs. As a result, the end-2015 inflation forecast was revised upwards by 0.1 percent from the April Inflation

Report to 6.9 percent (Table 2 and Chart 2).
October Inflation Report

In the second quarter of 2015, economic activity followed a stronger course than envisioned in the July
Inflation Report. The accelerating GDP growth in the second quarter was mostly atfributed to the industrial
value added. Accordingly, the output gap assumption was raised by 0.2 points for the second quarter of
2015 (Table 1).

The environment of uncertainty, which dominated the global financial markets throughout 2015, led to
market volatility in the third quarter as well. Signs of slowdown in emerging economies spurred by the
adverse outlook in China along with the perceived vagueness regarding the Fed's future monetary policy

stood out as the prominent causes of volatfility in financial markets.

The fall in international commodity prices, especially energy prices, continued at an increasing pace into
the third quarter, causing the end-2015 oil price assumption fo drop from 59 USD in July 2015 to 54 USD in
October 2015. Likewise, the USD-denominated import prices, which were projected fo decline by 12.8
percent in annual tferms in the July Inflation Report, were assumed to decrease by 14.7 percent with a 1.9

percent downward revision (Table 1).
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The food inflation assumption was kept unchanged from the July Inflation Report at 8 percent in 2015. In this
reporting period, the rise in core inflation due to the exchange rate developments in the third quarter was
expected to push the end-2015 inflation forecast up by 1.2 points. Yet, improvement of import prices pulled
down year-end inflation forecast by 0.2 points. Accordingly, the end-2015 inflation forecast was revised

upwards by 1 percent from the previous Report to 7.9 percent (Table 2 and Chart 2).

Table 2. Revisions in end-2015 Forecasts (Percent)
January 2015 April 2015 July 2015 October 2015
Inflation Forecast 5.5 6.8 6.9 7.9

Sources of Revisions in the Inter-Reporting Period
April-January July-April October-July Actual-October

Food 0.0 -0.3 0.0 0.7
Import Prices (TL) 1.4 -0.1 -0.2 0.0
Underlying Inflation (including 0.0 0.5 12 0.1
exchange rate effect)

Output Gap -0.1 0.0 0.0 0.1

Source: CBRT.

Actual Inflation at end-2015

Food prices were the main drivers of the higher-than-expected inflation in the fourth quarter of 2015. The
unanficipated upsurge of unprocessed food prices accounts for 0.7 points of the difference between
October’'s end-2015 forecast at 7.9 percent and the actual year-end inflation at 8.8 percent. The GDP
recorded a higher-than-expected growth in the third quarter. Thus, the output gap estimate was revised
slightly upward from the October Inflation Report, which explains about 0.1 percent of the difference
between October’'s end-2015 forecast (7.9 percent) and the actual year-end inflation (8.8 percent). The
exchange rate driven deterioration of the pricing behavior contfinued into the fourth quarter, contributing

by 0.1 percent to the deviation of the actual year-end inflation from October’s end-2015 forecast (Table 2).

Chart 1. Revisions in Output Gap Forecasts in 2015 Chart 2. Revisions in Inflation Forecasts in 2015
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[n conclusion, the inflation forecast for end-2015 changed across reporting periods mainly due tfo
developments in the exchange rate and import prices, while the unforeseen rise in food prices explains the
deviation of the actual year-end inflation from the October's year-end forecast. The CBRT has clearly
informed the public about the revisions in inflation forecasts accompanied by the reasons via Inflation

Reports, thus fulfilling the liability of accountability on a regular basis (Table 2, Charts 1 and 2).
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