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Consumer prices increased by 2.98% in May, much lower than market consensus (4%) and our expectation
(4.5%), which resulted in an annual figure of 73.5%. The downside surprise was widespread in both food
and core prices, conflicting with the strengthening cost push factors as seen in domestic producer prices
rising 8.8% mom and 132% yoy. Looking ahead, we expect consumer inflation to accelerate above 80% in
the coming months led by ongoing strong consumption -fueled by loose economic policies-, significantly
deteriorating inflation expectations and recent hikes in energy prices. By year-end, we expect inflation to
slow down to near 60% given positive base effects in the last two months of the year. However, this
outlook assumes that the exchange rate will remain relatively stable. Furthermore, potentially longer than
expected upsurge in global commodity prices and additional price hikes in administrative prices would
worsen this outlook, implying that inflation would climb even higher.

Lower realization on seasonal food prices and limited increase in core prices

Food prices increased by 1.36% mom in May, leading to an annual figure of 93.1% up from 90.8% in April. Despite
the increase in processed food (5.4%) and other unprocessed food prices (4.4%) led by recent price hikes in dairy
products, seasonally sharp decline in fresh fruit and vegetable prices (-11%) prevented further deterioration in food
prices. Meanwhile, energy prices rose by 2.9% mom with an annual figure surging to 121%. As of June 1st, the
government increased electricity prices by 15% for households and 25% for businesses, while natural gas prices
were raised by 30% for houses, 16% for companies generating electricity and 10% for other businesses. The
owerall impact on CPI will reach 2pp including indirect effects from PPI, which we already discounted in our revised
forecast (60% year-end). However, since the timing is occurring before what we predicted, second round effects
might still be more inflationary. These price hikes along with ongoing upward price adjustments in fuel prices, due
to higher global energy prices and exchange rate depreciation, will keep upside pressure on energy inflation.

On the other hand, despite stronger cost push factors, recent currency depreciation and still robust demand, core
prices increased less than expected (3.4% mom vs 4.8% expected). Nonetheless, annual core inflation edged up to
56% from 52.4% in April. Basic good prices rose by 3.2% mom, mainly on clothing (4.6% mom), furniture (2.9%
mom) and auto prices (2.4% mom); while serices prices were up by 3.7% on restaurants (5.5%) and
transportation (5.1%). Hence, annual senvices price inflation reached 45.8%, signaling further strengthening inertia.
Last but not least, cost push factors were reinforced as domestic producer prices rose by 8.8% mom and 132%
yoy. All in all, worsening inflation expectations, high global inflation and commodity prices, loose domestic palicies,
exchange rate depreciation and second round effects keep upside risks on the inflation outlook. According to our
latest estimates, if cyclical, seasonal and other idiosyncratic factors are excluded, trend CPI deteriorated further to
17.8%, up from 14.5% at the end of 2020 and 9% at the end of 2016.
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Major impact from domestic factors rather than external factors

In order to better understand the drivers of core-D inflation (excluding unprocessed food, alcohol & tobacco and
gold), we conducted an econometric analysis, which shows that the main contributors to the recent rapid
acceleration in consumer inflation are the depreciation of the exchange rate, monetary policy and the global
demand shocks (Figure 5 and 6). Based on our expectation for June, these factors had around 38pp and 46pp
contribution out of 53% and 68% year-on-year average core inflation in 1Q22 and 2Q22, respectively. In contrast,
domestic supply and global supply shocks also had an impact but the magnitude proved to be much lower. *

Figure 5. Structural BVAR Shock Decomposition on Core Figure 6. Structural BVAR Shock Decomposition on Core
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Inflation outlook worsening further due to both domestic and global factors

On May 26, Turkstat announced that to remain in line with Eurostat principles on data distribution and transparency
details, some data tables will be removed while others will be added. As a result, prices data, which had been
published for almost 20 years, were no longer released and only price indexes remain available. Although adhering
to best principles is always welcomed, eliminating price data tables makes it harder to have a clear understanding
of the diffusion of prices and reduces transparency. This could be more relevant when inflation expectations are

significantly worsening, as it could trigger data credibility issues, which might reinforce a negative loop and
increase the uncertainty going forward.

Looking ahead, domestic consumption stays strong, and credit impulses and other loose economic policies
maintain the brought forward demand in a high inflation environment. Besides, longer than expected war conditions
and post-pandemic supply side problems keep global commaodity prices high. As a result, much stronger cost push
factors lead companies to easily pass to consumer prices as long as demand continues. Also, reinforced external
financing needs mainly due to stronger commodity prices led by the war in Ukraine and high dollarization in the
economy keep the pressure on the exchange rate, which might well fuel the negative loop by means of both
expectations and production costs. Last not but least, wage adjustments remain crucial so it is obvious that
inflationary pressures will likely strengthen more until a clear policy reaction will be taken. Therefore, even though
we already made an upward revision to our CPI forecast to a level near 60% for the end of the year, risks remain
clearly on the upside and we cannot rule out additional revisions.

! We use a structural Bayesian VAR on both short and long run zer and sign restrictions to identify the impact of different sh ocks on Core-D
inflation, following the studies made by Comunale and Kunovac (2017), and Chen and Gémicka (2020). We made different robustness checks
such as using Mean BVAR to indude possible changes in trends, using monthly data to increase the sample size, utilizing different macro
variableslike import pricesand energy prices, and trying differentsign restrictions.
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Figure 7. CPI Components, YoY Figure 8. Basic Goods and Services Inflation, YoY
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Figure 9. Survey Based Inflation Expectations, YoY Figure 10. Market Im plied Inflation Expectations, YoY
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Figure 11. CPl in Subcomponents Figure 12. Domestic PPl in Subcomponents
MoM YoY MoM YoY
Total 2.98% 73.50% Total 8.76% 132.16%
Food & Non-alcoholic beverages 1.6% 91.6% Mining & Quarrying 6.2% 133.5%
Beverage & Tobacco 6.5% 66.6% Manufacturing 5.5% 115.2%
Clothing & Textile 4 6% 29.8% Food Products 8.0% 127.9%
Housing 22% 63.5% Textiles 4 8% 110.4%
Household Equipment 3.3% 82.1% Wearing Apparel 2.4% 44 3%
Health 1.6% 37 7% Coke & Petroleum Products 6.9% 246 1%
Transportation 3.4% 107 6% Chemicals 5.8% 119.5%
Communication 1.5% 10.8% Other Non-Metallic Mineral 8.5% 174 2%
Recreation & Culture 6.1% 54.1% Basic Metals 1.1% 130.0%
Education 0.4% 27 5% Metal Products 4 5% 103.7%
Restaurants & Hotels 5.5% 76.8% Electrical Equipment 2 1% 95 6%
Misc. Goods & Services 3.1% 61.0% Electricity, Gas, Steam 38.5% 360.3%
Source: Garanti BBVAResearch, Turkstat Source: Garanti BBVAResearch, 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 fromor 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.

Any 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 forany loss, direct or indirect, that may result fromthe 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.

With regard to investment in financial assets related to economic variables this document may cover, readers should be aw are
that under no circumstances should they base their investment decisions on 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 forthem to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. Reproduction, transformation, distribution, public
communication, making available, extraction, reuse, forw arding or use of any nature by any means or process is prohibited,
exceptin cases w hereit is legally permitted or expressly authorised by BBVA on its w ebsite www.bbvaresearch.com.
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