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Inflation: Outlook worsens on core dynamics
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In August, consumer prices rose by 0.52%, remarkably higher than the consensus (0.1%) and even our
estimate (0.3%). Annual consumer inflation jumped up to double digits (10.7% from 9.8% in July) as expected
but now posing extra upward risk for the year-end figure. The negative surprise is coming from the core
inflation as it increased to 10.2% (vs. our expectation of 9.9%) while food inflation proved to be lower than its
seasonal average. Exchange rate pass-through mostly on the recent appreciation of Euro, second round price
effects on especially services prices and spill-overs from the narrowing output gap continued to be the
factors behind. Elsewhere, domestic producer prices (PPI) inflation picked up to 16.3% from 15.5%, impying
ongoing upward pressure from cost push factors on consumer prices. Looking ahead, we expect core
inflation to ease below 10% only starting from December and the headline to touch 11% in September and
stay close to those levels till December before it would sizably fall to 9-9.5% at the end of the year.

New round of pass-through on core prices

As we highlighted in our previous publications, core inflation outlook continued to deteriorate in August (1.0pp jump
only in 2 months). Recent appreciation of Euro prevents the likely relief from the slowing yearly depreciation of TL
against US dollar. Clothing, furniture and automobile prices reflect this pass-through, as only these could mostly
explain the hike in core inflation. Second round price effects on services prices on top of cost push factors also imply
upward pressure together with narrowing output gap. Apart from these, as the methodological change of this year will
give extra push on the core in the two months ahead, we expect the core to stay close to 10.5% in the next 3 months
and then ease marginally below 10% in December. Food inflation will also be the other increasing factor as annual
food inflation rose to 11.8% in August from 9.9% and the base effects will be on the pushing side till December.
Besides, energy inflation also picked up on fuel prices, contributing to the annual headline by 0.3pp on the upside.

Figure 1 Inflation Forecasts (Quarterly Avg, YoY) Figure 2 CPI & BBVA-Garanti Core Inflation (YoY)
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Upside risks for the year-end and implying more inertia for the next year

This year's methodological change assigning fixed weights and second round price effects on cost push factors will
keep core inflation close to 10.5% till December before easing only marginally below 10% in December and
converging to 8-8.5% towards the end of 1Q18. We maintain our year-end headline inflation estimate at 9%, with
clearly upside risks from core inflation outlook, which would require the CBRT to stay tight a little longer, in our view.
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Figure 1 BBVA-GB and CBRT Core Inflation (YoY)
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Figure 1 Food and Energy Inflation (YoY)

N O <& 9 < 0D W0 W0 O O O o~
dY9SdTdAdIdId A IS TS TA
> o > > o > > Qo > > Q
g’ommg’ommg’ommgom
CZ UL ==C<ZL==CZL=C<Z2U0L
——GB Core Core

Garanti Research Inflation Model & Turkstat

8.5%

8.0%

7.5%

7.0%

6.5%

~ I~ 6.0%
rli |—|| NN M MmMmS
29 A ‘:‘) < 3 <
(=) 5 O 5 D
= < 823523

——— 12-month ahead

Dec-14

Apr-15
Aug-15

Dec-15

Apr-16
Aug-16

Dec-16
Apr-17
Aug-17

Figure 2 Inflation Exp. and GB-Core Inflation (YoY)
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Figure 2 Domestic PPl and USDTRY (YoY)
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Figure 1 CPI in Subcomponents Figure 2 Domestic PPI in Subcomponents
CPI MoM YoY Domestic PPI MoM YoY
Total 0.5% 10.7% Total 0.8% 16.3%
Food -0.2% 12.0% Mining & Quarrying 0.9% 11.4%
Beverage & Tobacco 0.0% 10.4% Manufacturing 0.9% 17.9%
Clothing & Textile -3.1% 5.7% Food Products -0.2% 9.9%
Housing 0.7% 7.8% Textiles -0.2% 19.8%
Household Equipment 1.7% 8.7% Wearing Apparel 0.1% 7.4%
Health 0.2% 11.7% Coke & Petroleum Produ 5.3% 43.5%
Transportation 2.1% 17.4% Chemicals -0.1% 21.2%
Communication 0.1% 1.8% Other Non-Metallic Mine! 0.2% 8.1%
Recr. & Culture 0.3% 11.2% Basic Metals 4.0% 42.5%
Education 2.8% 10.3% Metal Products 0.9% 18.8%
Rest. & Hotels 1.0% 11.1% BElectrical Equipment 1.3% 18.1%
Misc. Goods & Services 0.7% 10.9% Electricity, Gas, Steam 0.8% 0.1%

Source: Garanti Research & Turkstat
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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.
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