


Executive Summary

Turkey’s economy is in the midst of a strong upturn due to a
USD60bn government backed credit guarantee fund (CGF), fiscal
stimulus and robust external demand. Real GDP growth is projected
to rise to 6.8% in 2017 as 80% of the CGF was utilised and moderate
thereafter to 5.4% in 2018 and 5.3% in 2019 as stimulus measures are

partly scaled back.

While external demand should be supportive of exports, imports
could rise faster due to stronger domestic demand and higher oil
prices. As a result, we project the current account deficit to widen
slightly from 5.6% of GDP in 2017 to 5.9% in 2018 and 2019.

High inflation in 2017 was reflective of oil price gains, a weaker lira
(TRY) and strong domestic demand due to stimulus measures.
Inflation should gradually ease from 11.9% at end-2017 to 8.5% by
end-2019 as the lira declines by less than it did in 2017 and as oil and
other commodity prices are not expected to increase as much.

The Central Bank of the Republic of Turkey (CBRT) tightened policy
in 2017 to prevent future rises in inflation. We expect rates to remain

stable, which will push up real rates and further curtail inflation.

Banking sector growth is expected to remain robust on the back of
the high lending growth from the CGF. Asset quality will continue to
improve with non-performing loans expected to decline from 2.9% in
2017 to 2.8% by 2019. Profitability and capitalisation are expected to
remain strong, the former reached a four-year high in 2017, with
return on equity over 20% and the capital adequacy ratio rose to over
16% in 2017.

Table 1: Macroeconomic data and forecasts
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Table 2: Banking sector data and forecasts

2016 2017e 2018f 2019f ‘

Real GDP Growth (%) 3.2 6.8 5.4 5.3 Asset Growth (%)

CPI (%, end of period) 8.5 11.9 915 8.5 Loan Growth (%)
USD:TRY (avg) 3.0 3.6 3.9 4.0 Deposit Growth (%)
Current account

(% of GDP) -3.8 -5.6 -5.9 -5.9 Loan-to-deposit ratio
Fiscal balance Non-performing loans
(% of GDP) -1.3 -1.5 -2.0 -2.0 (% of total loans)

2016  2017e 2018f 2019f ‘

11.8 19.3 15.3 15.2
16.7 20.8 16.1 15.1
16.7 17.7 14.6 14.3

120 123 124 126

3.2 2.9 2.8 2.8

Source: CBRT, Turkish Statistical Institute (TurkStat), Haver
Analytics, QNB Economics

Source: CBRT, Haver Analytics, QNB Economics
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USD60bn credit

guarantee fund drove

growth up from 3.2% in
2016 to a projected 6.8%

in2017

Credit stimulus to be
scaled back, but fiscal

policy will continue to be

expansionary and

external demand should

keep growth high in
2018-19

Chart 1: Real GDP

year-over-year, %

Growth to be driven by government stimulus

Background: A USD60bn government backed credit stimulus is the
main driver of a surge in real GDP growth from 3.2% in 2016 to a
projected 6.8% in 2017. The economy has also been helped by robust
external demand, especially from the Euro Area, and a weaker lira
supporting exports of goods and tourism, as well as by other fiscally
supportive measures such as higher capital spending and reduced
taxes on durable goods and property. The credit stimulus is part of
the credit guarantee fund (CGF), through which the government
guarantees loans to the private sector, creating a strong incentive for
both borrowers and lenders to participate in the programme. By the
end of 2017, 80% of the CGF had been utilised and loan growth
reached 20.8% at end 2017.

Outlook: Reduced credit stimulus is expected to cause growth to
moderate but remain strong at 5.4% in 2018 and 5.3% in 2019. Most
of the remaining 20% of the CGF is likely to be disbursed in 2018.
Meanwhile, the loans made under the CGF in 2017 are expected to be
rolled over. Hence, credit conditions should remain accommodative,
but less so compared to 2017, and, therefore, growth should
moderate. We expect the authorities to keep fiscal stimulus in place
in 2018 and beyond. External demand should remain strong on the
back of continued strength in the Euro Area, supporting tourism,

exports and growth.

Chart 2: Fiscal Deficit
% of GDP
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Current account deficit
to widen and Lira to

gradually drop against
UsD

Inflation to peak in 2017
then gradually decrease
on softer declines in the
lira and slower growth
in oil prices

Chart 3: Current account & Lira
% of GDP & annual average per USD

Lira to weaken gradually on current account deficit

Background: TRY weakened due to elevated political risk in H2 2016,
which prompted some capital outflows, and a widening current
account deficit on account of strong import demand arising from the
CGF. While the effect is gradually fading and capital inflows into
Turkey strengthened in 2017, downward pressure on the lira from a
higher current account deficit remains.

Outlook: The current account deficit is projected to widen from 5.6%
of GDP in 2017 to 5.9% in 2018 and 2019 as high import demand is
likely to continue reflecting strong growth and higher oil prices,
although this will be partly offset by strong export growth. As a
result we expect the lira to weaken as well, declining from an
average of 3.6 per USD in 2017 to 3.8 and 4.0 in 2018 and 2019.

Inflation to ease over the medium-term

Background: In 2017, inflation rose to 11.9% at end-2018, an increase
from 8.5% at end-2016. The acceleration reflected weakness in the
lira, higher oil and global food prices and a strong upturn in growth
raising domestic demand-side inflationary pressures.

Outlook: We expect inflation to ease in 2018-19 for a number of
reasons. First, the lira is expected to depreciate less in 2018-19 than it
did in 2017 as oil and other commodity prices are not expected to
increase as much as they rose in the past year. Second, as less credit
stimulus is expected, domestic demand should moderate, resulting in
less upward pressure on prices. Finally, the CBRT has been
increasingly hawkish and is likely to keep monetary policy tight in
order to curb inflation (see below). Consequently, we project that
inflation will decline to 9.5% at end-2018 and 8.5% at end-2019.

Chart 4: Inflation

year-over-year, %, end of period
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Monetary policy
tightened
unconventionally to
support the lira while
minimising the impact
on growth

Rates expected to remain

unchanged, but this will
be a tightening of policy
inreal terms

Chart 4: Central bank interest rates

%

CBRT has tightened policy using unconventional measures

Background: The CBRT has adopted an unorthodox approach to
monetary policy since 2014 in an effort to support the lira while
minimising the impact of tighter policy on economic growth. The
CBRT adopted a policy of using multiple interest rates in order to
attract foreign depositors, draw liquidity into the banking system
and shore up the lira. This began in 2014 when the CBRT started to
provide some liquidity through its overnight lending rate (previously
a ceiling for interest rates) in addition to the one-week repo rate, the
official policy rate. The lending rate was 200 basis points (bps) above
the repo rate at the time. This raised the overnight interbank rate,
which increased the cost of shorting the lira as this involves
borrowing the currency overnight and helped support the TRY.
Nonetheless, the bulk of funding was still provided through the
lower one-week repo channel keeping the average cost of funding for
domestic loans down and supporting growth. The CBRT changed
policy again in January 2017 when it restricted access to the lending
rate, resulting in banks exclusively seeking funding at the late
liquidity window (LLW), which was formerly a penalty rate. The
LLW was 175 bps higher than the lending rate when this change
came into effect. The CBRT went on to hike the LLW rate by 300 bps
during 2017. By restricting access to funding channels rather than
simply raising rates, the CBRT has tried to support the lira while

delaying the exposure of residents to higher interest rates for credit.

Outlook: We expect the CBRT to keep the LLW as its main policy
rate, but to keep it on hold during 2018-19. Given that inflation is
expected to decline, this will tighten policy by pushing up real rates.
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Loan and deposit growth
soared in 2017 due to the
credit guarantee
programme and its
positive growth impact

The banking sector has
been strong with falling
NPLs, high profitability
and capital adequacy.
Banks have effectively
managed against FX
risks

Chart 5: Credit, deposits and liquidity

%, loan-to-deposit ratio reflects liquidity

Banking sector to be supported by credit guarantee programme
Background: Turkey’s banking sector remains robust due to the CGF.
The CGF has spurred high loan growth, which reached 20.8% at end-
2017. Meanwhile, deposit growth has also risen reaching 17.7% in
2017 due to high nominal GDP growth. Overall, the banking sector is
healthy. Non-performing loans have been on a declining trend in
2017, falling from 3.2% at end-2016 to 2.9% in November.
Profitability reached a four-year high in 2017 with return on equity
of 20.5% in Q2 and the capital adequacy ratio has risen from 15.6% at
the end of 2016 to 16.4% in November 2017. Additionally, short-term
foreign currency debt has remained stable, despite widening current
and fiscal account deficits, as higher domestic deposit growth has
displaced some foreign borrowing and international creditors have
been encouraged by higher-than-expected growth, offering longer

maturities on loans.

Outlook: As utilisation of the CGF is expected to be lower in 2018 and
lower again in 2019, loan growth should slow progressively to 16.1%
and 15.1%. However, as loans made under the CGF are likely to be
rolled over, loan growth should still be relatively high. Deposit
growth is expected to slow in line with lower nominal GDP growth to
a still robust 14.6% in 2018 and 14.3% in 2019. As loan growth is
forecast to be slightly higher than deposit growth, the loan-to-
deposit ratio should rise from 123 in 2017 to 125 by end 2019.

Chart 6: Short-term foreign currency debt

USD billion, four quarter moving average
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