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Turkish economy grew by 3.5%y/y in 4Q22 above both our expectations (3%) and market consensus (2.9%),
leading to an overall GDP growth of 5.6%in 2022. Domestic demand especially private consumption was the
pioneer on the expenditures side, whereas broad-based services sector was the main contributor on the
production side at all. Before the latest earthquakes, economic activity was gaining pace at above 5%yly
growth rate in January, which has started to decelerate with the preliminary data as our monthly GDP
indicator nowcasts 2.6% y/y GDP growth (with 27%of info.) as of February. According to our calculations,
the netnegativeimpact ofthe quakeson GDP mightgetnear1lppin 2023 bytakinginto accountthe expected
rise in fiscal spending and potential production com pensation of the other areas. Hence, we expect GDP to
deceleratein the first half the year mainly on the direct impact of quakes but economic activity could start
to be supported by fiscal expansion and better global growth outlook starting from the 2H of the year.
Therefore, we maintain our 2023 GDP forecast at 3% and upgrade our 2024 GDP growth forecast to 1.5%.

Domestic demand and services were the main contributors to 2022 GDP

On the expenditures side, private consumption (16.1% y/y) and government consumption (9.0% y/y) maintained their
solid pace in 4Q22 but this time investment also recovered by 2.6% y/y after declining by 0.8% in 3Q22. Exports
contracted by 3.3% y/y on the back of poorer external demand and real appreciation of the currency while import
(10.2% y/y) remained strong on top of robust domestic demand. Hence, contribution from net exports on annual
growth turned out to be negative for the first time since 4Q20 with 3.1pp (vs 0.6ppin 3Q22), leading domestic demand
to become the main driver of growth with 6.6pp contribution. Aggregate demand stayed stronger than aggregate
supply so the inventories continued to be depleted driving down annual growth by 5.6pp. This is indeed ambiguous

because of the continuation of depletion in the last 9 quarters, which we expect to be revised with the upcoming
revision in August by incorporating the revised tourism revenues to the national accounts.

Onthe sectorial side, the significant contribution from broad based senvices (4. 1pp) to annual growth was noteworthy,
where trade, transportation and accommodation took the lead (2.1pp). The industry, on the other hand, drove down
annual growth (-0.6pp) for the first time since 2Q20 where the negative impact of the pandemic had hindered the
activity. While agricultural activity also pulled down growth only slightly (-0.02pp), improvement in construction
resulted in a limited positive contribution (0.08pp) from the sector for the first time since 3Q18.

Figure 1. Contributions to GDP Growth via Expenditures Figure 2. Contributions to GDP Growth via Production
(annual, pp) (annual, pp)
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When the owerall 2022 is considered, domestic demand supported growth with 5pp contribution on the back of
accelerating private consumption (12.1pp) while investment remained very limited (0.7pp) despite the government
ambition. On the external demand, net exports showed a weaker contribution to annual growth with 0.6pp due to
both slow-down in exports (9.1% y/y in 2022 vs. 24.9% yly in 2021) and acceleration in imports (7.9% y/y in 2022 \s.
2.4% yly in 2021). All in all, the economy grew above potential in 2022 thanks to government’s pro-growth policies
on extremely loose monetary policy and expansionary fiscal measures despite the downward pressures from the
tighter external financial conditions and the war in Ukraine. Consequently, as a result of stronger trend in aggregate
demand than aggregate supply, inventories posted the highest depletion of all time (-8.5pp).

On the production side, the total contribution from industry (0.7pp), construction (-0.6pp) and agriculture (Opp)
corresponds to almost zero, while broad-based senices contribution especially from trade, transportation and
accommodation (2.7pp) thanks to strong tourism season, and financial senices (0.9pp) became prominent.

On the income levels, the share of wages in value added maintained a decreasing trend as it fell further to 26.5% in
2022 down from around 35% lewels before the pandemic, signaling further deterioration in inequality in favor of the
capital owners (Figure 4). In this regard, the fact that GDP per capita in US dollars rose to 10,655 in 2022 up from
9,539in 2021 is not implying anincrease in welfare. Instead, it reflects the government’s efforts to keep the exchange
rate stable despite the very high levels of inflation.

Figure 3. Gross Capital Formation (%, y/y) Figure 4. Shares in Gross Value Added (%)
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The negative impact of the quakes could be contained by stimulative policies

Although it is still early to calculate the impact of the latest devastating earthquakes as there is still no clear
information regarding the total damage on production capacity. Hence, we calculate indirect costs on the value-added
by incorporating information from our Big Data (Figure 5) and merging it with the capacity assumptions of the Word
Bank inthe assessmentofthe 1999 earthquakes. Also, we assume one third ofthe disruptions in the first two quarters
are offset by increased activity in other areas. And finally, we multiply net disruption by the weight of the region in the
owerall output (see table below). Consequently, the first two quarters show the most damaged effects, which starts
to reverse therafter and the average direct impact on GDP reaches 1.5-2% of GDP. Howewer, we also need to
incorporate the expected signficant increase in the fiscal spending. By assuming the same ratio of the fiscal cost to
the estimated physical damage in the 1999 earthquakes, we end up with an assumption of near 5.4% GDP fiscal
cost, which we expect to reflect a certain share of fiscal expenditures to be spent in a 2-3 years horizon (reaching
3.6% of GDP as reconstruction activities). Therefore, the net impact from the quakes on the value-added would
diminish with the support from fiscal spending, which turns out to be at most 1% of GDP in 2023. Next years, on the
other hand, would be positively affected given the lagged impact on GDP, considering the most of the fiscal spending
will be in the form of construction investment.

Following the earthquakes, the Central Bank (CRBT) reduced the policy rate by 50 bps to 8.5% and made the political
intention clear that they will prioritize the creation of supportive financial conditions in order to minimize the effects of

Turkey Activity Pulse / February 2023 2



B BVA Creating Opportunities

Research

the latest earthquakes and support the necessary recovery. However, according to our calculations, the elevated
uncertainty and other regulations to contain liquidity in order to finally achieve some stabilization in the currency limit
the expected high impact of the extremely loose monetary policy on economic activity in a historical relation. Based
on our SVAR and Large Bayesian VAR models?, we try to estimate policy rate paths starting from 1Q20, which the
country’s macroeconomic conditions and realized growth figures would imply (Figure 6). Our results show that our
policy rate estimates were close to the official figures till the last quarter of 2021 but a high deviation from the official
rate has begun and increased further thereafter. As a result, our research indicates that decreasing policy rate to
even one-digit levels despite very highinflationlevels did not reflect the expected positive impact on economic activity
well together with the squeezed liquidity (in order to contain the pressure on the exchange rate). Instead, its created
the potential to deteriorate inflation expectations further including a longer horizon.

Direct -3.0% -3.0% -2.1% -1.2% -2.3%

w/ Compensation

- 0, - 0, - 0, - 0, - 0,
From Other Regions 2.0% 2.0% 2.1% 1.2% 1.8%
w/ Fiscal Support** -2.0% -2.0% -0.5% 0.5% -1.0%
Figure 5. Consum ption Activity in the Quakes Region Figure 6. Implied CBRT Policy Rate Paths (%)
(1 Feb=100, via Garanti BBVA cards)
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Fiscal spending and gradual normalization will be decisive on growth outlook

As our calculations have showed, the negative indirect impact from the quakes on value-added might be 1.5-2% and
the monetary policy could be less effective in terms of economic stimulation. Hence, expected fiscal expansion and
multiplier effects will be the important drivers on economic growth in the near term. In order to contain negative side
effects of the ultraloose monetary policy, the government has implemented too many different regulations particulary
on the banking sector. Therefore, expected policy normalization after the elections should be very gradual to prevent
any financial instability. We maintain our GDP growth forecast at 3% in 2023 by assuming expansionary fiscal policy
and better global growth outlook will compensate the negative direct impact from the quakes. Also, we have upgraded
our 2024 GDP growth forecast to 1.5% based on more gradual policy normalization and lagged impact from the
expected fiscal spending.

1 We will elaborate our resultsin a sperate upcoming research note

2WB assumptionsin the assessment of 1999 earthquakes: a) value added lost due to disruptions in industry and sevices in the most severely affected regions is
50%, 30%, 15% and 8% in the first 4 quarters, b) one third of the disruptions in the first 2 quarters are offset by increased activity in other areas, ¢) multiplying net
disruption by the weight of the regién. Cyclical fiscal multipliers are assumed, 2.2 in one-year, 0.9in two-year cumulative impact starting from 3Q23
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Figure 7. Garanti BBVA Monthly GDP Indicator* Figure 8. Garanti BBVA Weekly GDP Tracker*
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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, BBVA offers no w 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 forupdating 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 formthe 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 law s. 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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