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Turkiye: January CPI surprised to the upside
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Consumer pricesrose by 6.65%in January,significantly above both our expectationsand market consensus
(4% both). Annual CPI still came down to 57.7% from 64.3% the month before on favorable base effects.
Meanwhile, domestic producer pricesincreased by 4.2% m/m and annual PPIslowed-down to 86.5% from
97.7%. Almost stable currency helpto absorb some upward pressure from strong demand, weakening but
continuing cost push factors, second round effects and inertia. However, increasing populism in terms of
expansionary policies and wage adjustments further boost consumption and resultin more sticky services
prices. Therefore the deceleration in annual inflation prove to be much lower. We expect annual CPIto come
down to 55% on average in 1Q23 and decline further to 40-45% in May just before the elections. Inflation

outlook in the second half of the year will depend on the adjustment in economic policies and therefore the
exchange rate. We forecast year-end inflation to be 42%.

Soaring services prices accelerated core inflation

Core inflation skyrocketed in January to 7.7% m/m (1.86% m/m prev.), recording the highest monthly increase since
December 2021 (13.2% m/m). Senices inflation contributed to soaring core inflation with 12.7% m/m (62.4% yly)
mainly on the back of wage adjustments following minimum wage hike in the previous month, second round effects
and strong demand. As we calculate 15% pass-thru from wages to core D inflation which contributes to price
stickiness in senvices prices, we expect senices inflation to keep inflation inertia alive in the upcoming periods.
Clothing and footwear continued to contract due to seasonal effects with -1.8% m/mbut much better than its seasonal
average while durable goods picked up with 4.9% m/m, which resulted in basic goods inflation reaching 3.2% m/m.

Despite almost stable currency, robust demand and continuing cost push factors continue to keep inflationary
pressures, which turn out to feed second round effects and reinforce inertia further.

Food prices drastically picked up with 6.6 m/m (1.9% m/m prev.), while losing pace on annual basis with 71.0% yly
(77.9% yly prev.). Fresh fruits and vegetables rebounded by increasing 6.4% m/m after 3.3% m/m decline the month
before. Similarly, other unprocessed food paced up with 9.2% m/m on the back of increasing meat and dairy product
prices, whereas hikes in bread prices contributed to accelerating processedfood prices (11.0 m/m) inflation. Increase
in energy prices was relatively limited with 1.6% m/m, which stemmed from some ease in energy prices, and
accordingly annual energy inflation slowed-down to 55.0% (94.4% yly prev.). Finally, cost push factors accelerated

on monthly basis as producer prices increased by 4.2% m/m, while continuing to gear down on annual terms with
86.5%. This deceleration led the gap between annual CPI and domestic PPI to narrow further down to 28.8%.

Figure 1. CPlI vs Domestic PPI, YoY Figure 2. Trend CPI, YoY
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Populist policies could prevent inflation from decelerating fast before the election

According to the latest inflation report of the Central Bank (CBRT) in January 2023, annual consumer inflation is
expected to decline rapidly in the first half of the year to the range of near 30-35% by the end of June. Despite the
Gowvernment’s effort to keep almost a stable level in the exchange rate and accordingly reinforce favorable base
effects on inflation till May, higher-than-expected January inflation, decelerating but still continuing cost push factors,
expected further expansionary policies maintaining strong levels of consumption, high wage adjustments and second
round price effects will likely prevent a faster decline in inflation ahead of the elections. We calculate that the
deterioration in the trend inflation continues and it already reached above 26% in January (Figure 2). This worsening
may continue in the coming period converging to 30% inthe short term, which signals that decreasing inflation below
30% would be very challenging without a strictly clear commitment againstinflation. Secondly, exchange rate pass-
thru(Figure 4) remains high on the back of deteriorationin expectations. Therefore, even if we assume avery gradual
currency depreciation and a balanced outlook in energy prices until June, our simulations (Figure 3) show that it
would be difficult for inflation to come down below 40%, whichis also confirmed by our calculations for trend inflation.
Even in the wider confidence interval (80% band), we forecast the lowest level of inflation to be near 40% in May.
Last but not least, the high avwerage and wolatile levels of inflation lead economic agents to adjust prices more
frequently, which would limit the positive impact of expected monetary policy on economic activity in the short term.
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Inflation likely to remain high in both short and medium term

High cost pressures, continuing strong demand and loose economic policies will maintain inflationary pressures in
the short term. The risk of a severe drought this year might add additional upward risk on inflation outlook. Therefore,
we expect consumer inflation to remain near 55% on average in the first quarter of the year and decelerate to 40-
45% in the second quarter. Assuming a gradual normalization in economic policies in the second half of the year, we
expect inflation to retreat to 42% at the end of 2023. In the medium term, strong inertia on both backward pricing and
deterioration in expectations may keep inflation to remain high.
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Figure 5. CPlI Main Subcomponents, YoY Figure 6. Basic Goods and Services Inflation, YoY
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Figure 7. Survey Based Inflation Expectations, YoY Figure 8. Changes in Weights by Main Groups (pp)
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Figure 9. CPl Subcom ponents Figure 10. Dom estic PPl Subcomponents
MoM YoY MoM YoY
Total 6.65%  57.68% Total 4.15%  86.46%
Food & Non-alcoholic beverages 6.6% 71.0% Mining & Quarrying 6.1% 101.5%
Beverage & Tobacco 11.2% 50.6% Manufacturing 5.1% 70.5%
Clothing & Textile -1.5% 24.2% Food Products 7.9% 100.2%
Housing 3.3% 56.2% Textiles 1.9% 52.2%
Household Equipment 5.6% 61.9% Wearing Apparel 3.9% 62.4%
Health 18.4% 77.2% Coke & Petroleum Products 3.7% 65.9%
Transportation 6.3% 47.7% Chemicals 2.1% 58.3%
Communication 6.2% 37.9% Other Non-Metallic Mineral 8.3% 145.1%
Recreation & Culture 8.7% 49.8% Basic Metals 1.1% 29.0%
Education 4.5% 41.7% Metal Products 2.8% 61.9%
Restaurants & Hotels 127% | 75.1% Electrical Equipment 4.9% 60.7%
Misc. Goods & Services 10.3% 56.9% Electricity, Gas, Steam -3.1% 237.1%
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 from or based on sources
w e consider to be reliable, and have not been independently verified by BBVA. Therefore, BBV A offers now arranty, 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 w ithout 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
for them 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, except
in cases w hereit is legally permitted or expressly authorised by BBVA on its w ebsite w ww.bbvaresearch.com.
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