I BBVA Turkey Economic Watch

19 Jul 2016

POLICY PULSE

Turkey: A Modest Move as Expected

Ugur N. Kuglk / Seda Guler / Asuman Kemiksiz

The Central Bank (CBRT) reduced the upper bound of its interest rate corridor (marginal
funding rate) 25bps further to 8.75%, and kept the lower bound of the interest rate corridor
and the one-week repo rate constant at 7.25% and 7.50%, respectively. The decision was in
line with the analyst expectations, which reduced the magnitude expectations from the
previous 50bps to a 25bps reduction following the heightened political volatility.

The benefits of simplification allowed a modest cut despite increased volatility

The CBRT expects a marked increase in inflation due to tobacco and unprocessed food prices and only a
gradual fall in core inflation. Combining these with a sharp depreciation in currency due to political
developments, the Bank decided to take a cautious step and slowed down its simplification process by
narrowing the corridor by a modest 25bps. With this, the cumulative decrease on the upper bound became
200bps since March, placing the corridor at its narrowest since its introduction back in 2011. The CBRT is
satisfied with the simplification process as it believes a narrower corridor increases the effectiveness of
monetary policy. Although the improvement in core inflation indicators is not yet satisfactory, the scarce signs
of recovery in credit growth and the weakness in tourism sector might have also supported the decision.
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Turkey: Interest Rate Corridor Turkey: Headline and Food Inflation (YoY)
14% 16%
12% i 14%
10% —_ ) M 12%
N [
8% 11_'11_,—'* ,—L}’Li. ‘ 10% f"\/
6% __ 8% A \_/
S Vel \/
4% 6% \ ,\’
2% 2% M
% —mm—————T—T——T——T— T 2%
M M O O ¢ < 9 8 ;0 0 ;n mn © O o
AT T r B T ry S ST, U S r T o —,—————————————
I
§8383523852385%23 3999939933 39%499%
—— ON Lendi _ K T ST 33 o 38 oo 8RS o8
ending CBT One-Week Repo S8 823 SEIESIZIsSsEgse
—— ON Borrowing CBT Cost of Funding cpl Food
BIST Interbank Repo 0o
Source: Garanti Research, Bloomberg Source: Garanti Research, TURKSTAT
Looking Ahead...

Today’s decision will have a marginal effect on the average funding rate (near 10bp from current 8.2%
towards 8.1%), keeping the current funding composition constant. We think the margin for maneuver has
narrowed as the closing output gap, the sticky services inflation and surging unit labor costs will prevent a
remarkable deceleration in core inflation. Thus, we think that the CBRT will continue to manage the
monetary policy prudently, either through reducing the average funding rate with another modest 25bps
upper bound interest rate reduction or stop to wait core inflation data to give a further respite. The risks are
also present, as rating potential rating reductions by credit rating agencies could heighten volatility and affect
to the stance of monetary policy.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



