ﬁ TURKIYE CUMHURIYET
B MERKEZ BANKASI

MACROECONOMIC OUTLOOK
AND MONETARY POLICY IN
TURKEY

June 2, 2021



Economic
Activity

Economic activity
remained strong in the
first quarter of 2021.
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External
Balance

Export/import coverage
ratio has settled on a
higher plateau in recent
years.

The adjustment in the
underlying CAB wiill
become more evident, as
the adverse impact of
the pandemic on
tourism and other
services exports eases.
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Gold Imports

Gold imports have
been decelerating since
mid-January and have
stabilized below
historical averages
recently.
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External
Balance

The sharp fall in tourism
revenues, rise in imports
due to strong credit
stimulus and surge in gold
demand were the main
factors behind the
widening of the current
account balance in 2020.

Despite the rise in
commodity prices, the
strong uptrend in exports,
the significant fall in gold
imports and the slowdown
in credit amid the
tightening of financial
conditions support the
expected improvement in
the CAB.
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External
Balance

The improvementin
the current account
balance has started to

become more evident.

Seasonally adjusted
figures based on
provisional data show
that the monthly
deficit continues to
narrow down
significantly.
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External
Terms of Trade* (Px/Pm, 2015=100)
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Vaccination
and Economic
Normalization

Turkey's vaccine
rollout is set to speed
up, to bring Turkey'’s
rank further up.
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External
Finance

External debt rollover
ratios of both corporate
and banking sector are
above 100%.

While the recent forward
guidance has helped to
cease portfolio outflows
by reducing the
uncertainty over
domestic monetary
policy stance, the
volatility in external
financial conditions still
poses risk to the tide
regarding emerging
markets.
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Producer Price
Pass-through
to CPI

Producer prices, in
particular key input
prices such as basic
metal, paper, chemicals,
food products, are rising
fast due to both
exchange rate and
international commodity
prices.

Sliding scale tax scheme
in fuel oil prices has
been limiting the pass-
through on consumer
prices.
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Underlying
Inflation

Underlying trend of

inflation started to ease.

Trends of core goodes,
and more recently,
processed food are
improving, but still
remain high.

Services inflation has
been sticky in double
digits, reflecting the
backward indexation
behavior in wage and
price setting as well as
the high levels of food
inflation.
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Underlying

. CPI Diffusion Index* Median and SATRIM**
Inflation (Seasonally Adjusted, MA-3, %) (Seasonally Adjusted, MA-3, %)
— Median

809 — Satrim 3.0
Alternative indicators ’ '
of pricing behawor 0% 55
and underlying
inflation have been

60% 2.0

improving but
remain higher than
historical averages.

50% 1.5

40%

30%
\ \ T I I I I 20% 0.0
[ce} 0 (o)) (e)} o o — [ee] o0 (o)} 0)} o o —
< o < o < o < < o < o < o <
o — o — o — o o — o — o — o
Source: CBRT, TURKSTAT Last Observation: April 2021

L . * Diffusion index is the ratio of the spread between the number of items displaying price increases and those displaying price decreases within a
@B DIJI[E{EIIZE fUBl\fAHNUI?EIg month to the total number of items. n
** SATRIM is calculated by trimming off 19.5 percent (39 percent in total) from the lower and upper parts of the seasonally adjusted monthly variation
Yy g p p pperp y adj y
rates distribution of inflation subgroups.



Determinants International Commodity Prices (January 2020 = 100)
of Inflation:
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Energy Prices

a nd the Energy Prices (Annual Change, %) The Contribution of Sliding Scale System to
Slldlng Scale Monthly Consumer Inflation* (% Points)
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Determinants
of Inflation:
Exchange Rate
Pass-Through

Cumulative effects of
exchange rate on
inflation are expected
to dissipate in the
forthcoming months.
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Determinants
of Inflation:

Output Gap
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Determinants
of Inflation:
Output Gap
Indicators

Cyclical assessments
based on various
measures of output gap
indicate that the
economy has been
operating above its
trend.

Nevertheless, the
decelerating impact of
the monetary tightening
on credit and domestic
demand has begun to be
observed, as the
economy is heading
toward its trend.
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Determinants
of Inflation:
Credit

Credit growth has
slowed down amid
tighter financial
conditions.

The effect of the tight
monetary policy stance
on loan growth,
domestic demand and
imports is becoming
more pronounced.

Maintaining a mild
course in credit growth is
crucial to facilitate the
necessary adjustment in
internal and external
balances.
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Determinants
of Inflation:

Supply
Constraints

Historical dynamics,
characterized by the
exchange rate and
international commodity
prices, fall short of
explaining the recent
rise in producer
inflation.

Supply chain disruptions
have been intensified in
certain sectors. Longer
delivery times put
producer prices under
pressure.
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Determinants

Of Inflation: Inflation Expectations (%) Distribution of Inflation Expectations
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Breakeven
Inflation

Market-based inflation
expectations have risen
sharply due to the
concerns on the monetary
policy stance.

After the clear
communication on the
continuity of price
stability-focused monetary
policy framework in April
and May, the ambiguity
among investors has
decreased and breakeven
inflation rates have
retreated.

However current levels still
represent a deterioration
in inflation expectations
compared to pre-March
levels.

ﬂ;\ TURKIYE CUMHURIYET
B MERKEZ BANKASI

Breakeven Inflation* (5 Day Moving Average)

—2-Year Inflation Compensation —10-Year Inflation Compensation
24
21
18
‘ 15.3
WOt 15
15.1
'
. 12
v q/
y ~ J
iy 9
/ !
[ I I I I I I I I I I I I I I I I I I I I 6
00 00 00 00 00 00 (o) (@) (@) (@) (@) (o)) o o o o o o — — —
— ™M LN ™~ o — — m LN ™~ o)) — — m LN ™~ o)) — — m LN
o o o o o — o o o o o — o o (@) o o — o o o
Source: Bloomberg Observation Date: May 31, 2021

*Calculated as the spread between same maturity nominal bond and TIPS yield. H



Monetary
Policy

Taking into account the
high levels of inflation and
inflation expectations, the
current monetary policy
stance will be maintained
until the significant fall in
the April Inflation Report's
forecast path is achieved.

The policy rate will
continue to be determined
at a level above inflation to
maintain a strong
disinflationary effect until
strong indicators point to
a permanent fall in
inflation and the medium-
term 5 percent target is
reached.
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April IR

Forecasts

Inflation is projected to be

12.2% at the end of
2021, and fall to

7.5% at the end of
2022 before stabilizing
around

5% in 2023, which is
the medium-term
target.
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April 2021 Inflation Report Forecasts for Inflation and Output Gap** (%)

Forecast Range
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Source: CBRT, April 2021 Inflation Report

** Shaded area denotes the 70 percent confidence interval for the forecast.

* Last Observation: April 2021
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Reserves

The CBRT reserves have
stabilized and started a
mild recovery.
Maintaining the tight
policy stance and
building policy credibility
will support a gradual
accumulation of
reserves.

For effective monetary
policy and financial
stability, FX reserves will
be strengthened and
relevant tools will be
used to this end under
appropriate conditions in
a transparent way.
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= Despite the constraining effect of the pandemic, domestic economic activity is strong. While

. domestic demand has slightly decelerated due to pandemic restrictions, external demand
Overview remains strong.

= Risks for economic activity exist in either direction depending on the progress of the
pandemic and the vaccination process.

= Despite the rise in commodity prices, the strong upward trend in exports, the significant fall
in gold imports and the slowdown in credit amid the tightening of financial conditions
support the expected improvement in the current account balance.

= Demand and cost factors, supply constraints in some sectors, and high levels of inflation
expectations continue to pose risks to the pricing behavior and inflation outlook.

" The decelerating impact of the monetary tightening on credit and domestic demand has
begun to be observed.

= The current monetary policy stance will be maintained until the significant fall in the April
Inflation Report’s forecast path is achieved.

= The policy rate will continue to be determined at a level above inflation to maintain a strong
disinflationary effect until strong indicators point to a permanent fall in inflation and the
medium-term 5 percent target is reached.

= The CBRT will continue to take its decisions in a transparent, predictable and data-driven
framework.
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