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Turkey: The CBRT stays on hold & Lira depreciates

Adem lleri / Serkan Kocabas / Alvaro Ortiz

The Central Bank (CBRT) decided to maintain the policy rate unchanged (17.75%) despite the market
expectations (including ours) of 100 bps tightening. After the decision, the market reacted very sharply and
the Turkish Lira depreciated by 3.5%. While the CBRT recognized that “elevated levels of inflation and
inflation expectations continue to pose risks on the pricing behavior”, it decided to maintain (and not
increase) the tight stance and continue to monitor “Inflation expectations, pricing behavior, lagged impact
of recent monetary policy decisions, contribution of fiscal policy to rebalancing process and other factors
affecting inflation, if needed, further monetary tightening will be delivered”. Today’s decision is a risky one
as some of the reactions by markets, rating agencies, households and corporates could be self-fulfilling. In
any case, the communication process should be clearly enhanced. We expect the CBRT will have to tight
later, maybe tighter depending on the degree of fiscal consolidation and currency volatility.

Inflation & expectations still high despite the economic rebalancing

After the highest realization of inflation (15.4%) in June since December 2003, inflation expectations (one year
ahead inflation increased from 10.44 to 11.07% in July) increased accordingly due to deterioration in pricing
behavior and ongoing cost push factor on the back of negative currency shocks. According to the statement, the
CBRT envisages that the economic adjustment is already underway. Hence, CBRT decided to keep the policy rate
unchanged and will closely monitor the inflation expectations, pricing behaviors, the lagged effect of the tight
monetary policy and the contribution of fiscal policy to rebalancing and the other factors affecting inflation.
Depending on the correction in food prices and the likely removal of the adjustment in fuel prices, inflation could
experience the peak level in July, reaching 16% or higher. From now onwards, the disinflation path will also depend
on the fiscal consolidation included in the New Medium Term Program.
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The ball is now on the Fiscal side...

Today’s CBRT decision disappointed the market and there is a risk that the decision could feed further inflation
expectations and inertia, maintaining high levels of inflation. Looking ahead, today’s decision redirects the focus on
fiscal policy which will have to show a clear commitment in the fight against inflation. Fiscal measures will be now
monitored very closely.
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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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