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Key messages

1.

Global demand remains solid and well-synchronized,
while uncertainties on the pace of global central banks’
policy normalization trigger volatility in financial markets

Preliminary data signals only a smooth moderation in
economic activity at the start of the year. We expect 7%
GDP growth in 2017 to moderate towards 4.5% this year

The recovery in labor market is still supported by robust
growth but losing some momentum

Base effects on inflation started to help as of January.
Relatively stable levels of exchange rate against US
dollar keep the risks balanced on our year-end inflation
estimate of 9%

The Central Bank remains tight due to high inflation
expectations. Fiscal policy stays accommodative on
continuing high expenditures and recently announced
incentives

Strong activity and investment recovery (intensive in
imports) pose risks on current account deficit, while
expected normalization in gold imports might
compensate the higher energy bill this year
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Supportive growth,
increasing volatility in
financial markets
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1Q18 data so far suggest a slight uptick in global growth at rates
observed over the last year (1% QoQ)

World GDP Growth
(Forecasts based on BBVA-GAIN %Qo0Q)

4 Despite the stability of industrial
1.2 production in December, 40 data
improved after the moderation observed in
1.0 3Q17
T U A N2 N 2 " 4 Confidence is at very strong levels so far
in 1Q, though it gives some signs of
06 expected exhaustion (in the Eurozone)
4 Global trade gained further momentum
e e Y s b w6 e n o~ ow by the end of 2017, benefiting from the
g § & 8 Z § - T recovery in investment and the
m— C| 20% m—C| 40% m— C| 60% Industrial sector, including in EM'’s
Point Estimates = = = Period average
4 BBVA-GAIN model estimates global

GDP to grow at 1% QoQ in 1Q18, after
0.9% by end-2017

Source: BBVA Research & Bloomberg 4
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Last month key events in financial markets: diagnosis and
prospects

KEY EVENTS

Bond selloff, US yields 2.80%-3%, mainly driven by higher real rates and risk premium

|
Spike in equity volatility, extreme event due to technical factors, gradually normalizing

Selloff (overprized) equity, generalized correction, but almost reverted after the US fiscal deal
Contained contagion to other markets, credit largely unaffected as well as EM

Financial tensions have increased across the board, but still below historical average

High yield and EM funds have started to register outflows

DIAGNOSIS AND PROSPECTS
Economic fundamentals remain strong globally with inflationary pressures growing gradually
Major central banks will proceed with monetary policy normalization

Financial markets adapting to: higher volatility (above ultra low level) and tighter financial
conditions (on shrinking global liquidity and higher global risk premia). The end of complacency
and, probably, higher sensitivity to any shock

To monitor closely in the short run: persistence and contagion to other markets, particularly
credit and EM, the evolution of financial tensions (it has the potential to affect growth), the

Fed (faster tightening) and US bond yields (fiscal impact)

Source: BBVA Research
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Bond yields have risen globally led by real yields. The sell-off
was driven by UST

(| Although inflation expectations have been rising since 2016, the recent increase in nominal yields in the U.S. has
been mostly driven by increases in real rates.

f The movement in the UST was also driven by higher term premium (highly correlated with swap volatility):
uncertainty about inflation and Fed tightening

10Y UST, Bund and Gilt, YTD changes UST 10y, term premium and Swaption
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A spike in equity volatility by technical factors, though spillovers
to other risky assets were contained

BBVA Financial Tension Index and VIX Credit spread: BAA, US HY and EMBI
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New episode of higher volatility: rising sovereign yields with a
weak US dollar but still preference for EM assets

BBVA Research Financial Stress Index
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This recent episode of volatility is expected to be short-lived (it was not driven by a deterioration of
economic fundamentals) but it is not expected to return to previous levels (around 10). EM and

high-yield will be key points to monitor onwards.
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Local factors play on the depreciation side for TL against US dollar on
geopolitical tensions, while deteriorating global factors on lower risk
appetite also start to push

Turkish Lira vs US Dollar & Euro
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Flows to Turkish financial assets have also weakened, resulting in a
upward shifted yield curve in both ends due to both higher risk
premiums and elevated inflation expectations

Flows to Turkish Assets Yield Curve
Level, mn$, 13-week moving sum (%)
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Economic Activity: GDP continues to remain solid but faces some
moderation

Activity Indicators
(3 MA, YoY Change, %)
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Consumption and investment still remain high, while “net exports” is
now dragging growth.

Monthly Consumption Nowcast Monthly Investment Nowcast Monthly Net Exports Nowcast

(YoY Change, % 3M MA) (YoY Change, % 3M MA) (% contribution to GDP growth, 3M MA)
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Moderation in industrial production stemmed from domestic demand
oriented sectors, while exporting sectors kept its growth momentum
on weak exchange rate and strong activity in the global economy

Sectors in Industrial Production (IP) Retail Sales and IP exc. Auto and Electricity
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Solid activity continued to support the labor market in 4Q

Unemployment Rate

Employment Growth in Sectors
(SA, %) (%YoY)
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Base effects on inflation started to help in January. Core inflation stays
rigid on inertia, robust domestic demand and lagged effects of

exchange rate depreciation

CPIl and Core Inflation (CBRT C Index)
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Exchange rate pass-through and cost-push factors from still high
levels of producer prices inflation keep pressures on inflation

Core Inflation and Currency Basket Domestic PPl and USD/TL
YoY YoY
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The CBRT maintains the “tight” policy stance, supported by verbal
statements

CBRT Interest Rates CBRT Monetary Policy Statement Sentiment
(Annual Level, %)

(Standardized, estimated through Big Data LDA Techniques from
Minutes & Statements)
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Loan growth rates continue to normalize, while interest rates remain
high

Loan Growth Rates Loan Interest Rates
13-week annualized 4-week average
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Central Government budget performance worsens in January as a

result of strong expenditures growth, weak tax revenues and absence
of privatization revenues

Budget Revenues and Expenditures Tax Revenues and Non-Interest Expenditures
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Expected normalization in gold imports might compensate the higher
energy bill. However, investment recovery (intensive in imports) could

pose risks on CA deficit in 2018

Current Account Balance
12M sum, % GDP
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The security climate has improved markedly allowing tourism arrivals

and revenues to recover

Number of Tourists and Tourism Revenues

Turkey: Conflict Index
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Baseline forecasts

2016 2017e 2018f 2019f 2020f 2021f 2022f 2023f

0, 0, 0, 0, 0, 0, 0, 0,
GDP (%) 3.2% 7.0% 4.5% 4.3% 4.5% 4.5% 4.5% 4.5%
0, 0,
Private consumption(%) 3.7% 6.2% 4.0% 3.6% 4.3% 4.1% 4.1% 4.3%
. . 9.5% 2.2% 4.0% 4.5% 4.5% 4.5% 4.5% 4.5%
Public consumption (%)
0, 0,
Gross fixed investment (%) 2.2% 79%  30% 8% 510 57%  56%  55%
-1.9% 11.8% 8.4% 6.5% 6.0% 5.6% 5.6% 5.5%
Exports (%)
0, 0,
Imports (%) 3.7% 61% 5206 %% 650 650  65%  65%
. . 8.5% 11.9%* 9.0% 8.0% 7.5% 7.0% 6.7% 6.0%
Inflation (end of period. YoY %) ° ° ° ° 0 0 0 °
. 3.52 3.77* 4.15 4.45 4.65 4.84 5.04 5.25
Exchange Rate vs US dollar (end of period)
3.02 3.65* 4.01 4.31 4.56 4.75 4,95 5.16
Exchange Rate vs US dollar (average)
- . 3% 12.8%* 12.8% 10.0% 3% 7.5% 7.5% 7.5%
Official Interest Rate (end of period) 8.3% 8% 8% 0.0% 8.3% oY% oY% oY%
- 8.4% 11.5%* 12.8% 11.6% 8.6% 7.8% 7.5% 7.5%
Official Interest Rate (average)
-3.8% -5.5% -5.6% -5.6% -5.4% -5.4% -5.4% -5.5%
Current Account Balance (% of GDP) 3.8% 5.5% 5.6% 5.6% 5.4% 5.4% 5.4% 5.5%
-1.1% -1.5% -2.2% -2.2% -2.1% -1.8% -1.6% -1.4%

Central Government Budget Balance (% of GDP)

0 0 0 0 0 0 0 0
EU Defined Public Debt (% of GDP) 28.3% 29.3% 30.9% 31.6% 31.7% 31.4% 31.1% 31.0%

F= forecast, * realization
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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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