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Development
Headline inflation in Turkey increased from 15.6% y/y in February to 16.2% y/y in
March, in line consensus but below our expectations of 16.5% y/y. A confluence of
base effects, the rise in energy prices and the renewal of Turkish Lira (TRY)
weakness drove the rise. The specific sub-components signals that the increase was
largely driven by transportation (24.9% y/y), furnishings and household equipment
(23.6% y/y) and health (19.2% y/y), though most other categories of the CPI basket
also registered increases, pointing to a broad-based rise in consumer prices.
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Turkey headline inflation March 2021: 16.2% y/y (MUFG 16.5% y/y; consensus
16.2% y/y)

Macro
The evolution of inflation and the Central Bank of Turkey’s (CBRT) reaction function
to price developments will play a pivotal role in shaping market sentiment. High trend
inflation, sticky services prices and elevated cost-push pressures signal that a
challenging disinflationary process lies ahead in the coming months. With this in
mind, our inflation forecasts suggest that CPI will peak at 17.5% y/y in June, before
only mildly falling to 15.0% y/y by year-end.
We view that there are strong signs to be cautious about how swift inflation can fall.
RECENT DEVIATION OF TURKISH INFLATION WITH ITS
EM PEERS HAS BEEN STRIKING

HIGH TREND INFLATION, STICKY SERVICES PRICES AND
ELEVATED COST-PUSH PRESSURES TO PUSH CPI HIGHER

TURKEY AND EM HEADLINE INFLATION (% Y/Y)

TURKEY HEADLINE INFLATION FORECASTS (% Y/Y)
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First, developments following the August 2018 TRY sell-off demonstrated that, while
goods inflation normally responds promptly to a stabilisation of TRY, services
inflation is stickier and more challenging to ebb. Second, services inflation may prove
sticker at this juncture as with the economy on the cusp of reopenings, the service
sector will encounter considerably higher costs stemming from the 22% hike in the
minimum wage rate. Third, the economy is running at or above potential growth in
recent quarters, this suggests that, unlike most other EM peers, there is limited spare
capacity to put downward pressure on prices. On net, our conviction that inflation will
remain well-above the CBRT’s 9.4% y/y year-end target is high. In order for the
CBRT to achieve such a target would need a constant exchange rate (and thus a real
appreciation) as well as some magnitude of administrative prices to repress
inflationary pressures.
Separately but in related vein, historical Turkish Lira (TRY) depreciations have been
followed by higher inflation readings. As the large share of the largest leg lower in
TRY occurring towards the end of March, our expectation is that the brunt of the
exchange rate pass-through pressures onto CPI will be reflected in the April reading.
With our forecasts for the TRY to hit 8.75 against the USD in Q2 2021, we can only
expect further pricing pressures this quarter.
With this inflation outlook in mind, we do not believe that the Central Bank of Turkey
(CBRT) has the policy room to theoretically lower rates this year. Indeed, in the
absence of an improvement in the inflation picture and reversal of the recent capital
outflows, the case for monetary easing is misplaced. However, given political
priorities, our base case is that the change of CBRT leadership will result in the start
of an accommodative monetary policy cycle. We do not have a strong conviction on
the timing of this commencement, which will be data dependent and conditional on
movements in the currency as well as broader Turkish risk assets. As it stands, we
price in the reversal of the March 200bps hike in Q2 2021.

Treasury
Upside trend on inflation has further support from recent TRY depreciation seen after
unexpected CBRT management change whereas overshooting core inflation &
producer prices data suggest new highs are yet to come. We observed PPI surged to
31.2% - its highest since January 2019 as key indicator for stickiness of high inflation
readings for coming months. Following CBRT governor’s messages combined with
today’s inflation data, the likelihood for early rate cut in the next meeting seems low
under current environment while lira volatility is likely to remain until April 15th.
According to latest BRSA data, we monitored local retail investors FX deposits
dropped around $9.0bio during the market turmoil caused by foreign investor exodus
as can be seen for take profit action whereas further de-dollarization could be
achieved by higher TRY deposit pricing. While we observed recently some upside
adjustment from local banks around 100bps level and also noted government action
for prolonged withholding tax incentive until 31st May as another positive
development on that front, we think the maintenance of net positive real returns will
be crucial factor to support de-dollarization trend gradually to help lira stability for
upcoming months.
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Disclaimer
This document has been prepared by MUFG Bank, Ltd. (the “Bank”) for general distribution. It is only available for distribution under such circumstances as may be permitted by applicable law and is not intended for use by any person in any jurisdiction which restricts the distribution
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All views in this document (including any statements and forecasts) are subject to change without notice and none of the Bank, its head office, branches, subsidiaries and affiliates is under any obligation to update this document.
The information contained in this document has been obtained from sources the Bank believed to be reliable but the Bank does not make any representation or warranty nor accepts any responsibility or liability as to its accuracy, timeliness, suitability, completeness or correctness.
The Bank, its head office, branches, subsidiaries and affiliates and the information providers accept no liability whatsoever for any loss or damage of any kind arising out of the use of or reliance upon all or any part of this document.
The Bank retains copyright to this document and no part of this document may be reproduced or re-distributed without the written permission of the Bank. The Bank expressly prohibits the distribution or re-distribution of this document to private or retail clients, via the Internet or
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MUFG Bank, Ltd. (“MUFG Bank”) is a limited liability stock company incorporated in Japan and registered in the Tokyo Legal Affairs Bureau (company no. 0100-01-008846). MUFG Bank’s head office is at 7-1 Marunouchi 2-Chome, Chiyoda-Ku, Tokyo 100-8388, Japan. MUFG
Bank’s London branch is registered as a UK establishment in the UK register of companies (registered no. BR002013). MUFG Bank is authorised and regulated by the Japanese Financial Services Agency. MUFG Bank’s London branch is authorised by the Prudential Regulation
Authority (FCA/PRA no. 139189) and subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of MUFG Bank London branch’s regulation by the Prudential Regulation Authority are available from
us on request.
This Presentation has been prepared by MUFG Bank. This Presentation is not intended for Retail Clients within the meaning of the United Kingdom PRA/FCA rules and should not be distributed to Retail Clients. This Presentation has been prepared for information purposes only
and for the avoidance of doubt, nothing express or implied in this Presentation constitutes any commitment by MUFG Bank or any of its subsidiaries or affiliates to arrange and/or provide any party with any services and/or financing. This Presentation does not constitute legal, tax,
accounting or investment advice.
MUFG Bank retains copyright to this Presentation and no part of this Presentation may be reproduced or redistributed without the prior written permission of MUFG Bank. MUFG Bank and its subsidiaries and affiliates accept no liability whatsoever to any third parties resulting from
any unauthorised distribution. MUFG Bank and its subsidiaries, affiliates, directors and employees accept no liability whatsoever for any reliance on the information contained in the Presentation and make no representation or warranty as to its accuracy and completeness.
This Presentation is based on information from sources deemed by MUFG Bank to be reliable but is not guaranteed to be accurate and should not be regarded as a substitute for the exercise of the recipient’s own judgement.
The views contained in this Presentation (including any statements and forecasts) are solely those of MUFG Bank and are subject to change without notice. MUFG Bank is under no obligation to correct any inaccuracies in the Presentation or update the information contained
therein.
The provision of the service described in this Presentation is or will be subject to an agreement constituting terms of business (“the Agreement”). In the event of a conflict between information in this Presentation and the Agreement, the latter shall prevail.
The MUFG Bank Presentation and all claims arising in connection with it are governed by, and to be construed in accordance with, English law.
The Bank’s DIFC branch - Dubai is part of the Mitsubishi UFJ Financial Group and is located at Level 3, East Wing, The Gate, Dubai International Financial Centre, Dubai, UAE. The Bank’s Dubai branch is regulated by the Dubai Financial Services Authority (DFSA) (License
number: F000470) and the Japanese Financial Services Agency.
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