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* The CBRT MPC has raised the O/N late liquidity rate to 12.25% from
11.75%, thus surprising the markets, which had a consensus expectation
of no change (other rates were unchanged as expected).

* We deem the decision positive, boosting the inflation-fighting credentials
of the CBRT as medium-term inflation expectations have further de-
anchored and inflation will hover at above 12% in the near future.

*  The rebound in economic activity seems to have lowered the bar for the
Bank to raise rates. Stability of the TL had been behind the consensus
expectation of no change in rates, despite a deteriorating inflation
outlook. We believe, the most important factor that must have led to a
rate hike was the deteriorating inflation

* However, food prices are still on a rising path as signaled by capital city
Ankara's cost of living index, and inflation may surprise on the upside
going forward given a probably narrower than expected output gap and
lags in cost-driven inflation. This would still mean a below 0 real policy
rate against a backdrop of solid M3 growth. Hence, pressure on TL may
not subside immediately, despite a more hawkish CBRT reaction curve.

* In the accompanying note the phrase “a significant rise in inflation is
expected to continue in the short term due to lagged pass-through and
the base effect in food prices” was replaced with “although recent
improvement in risk appetite contains some of the upside pressures from
cost factors, currently elevated levels of inflation pose risk to pricing
behavior”.

* The elimination of lagged pass-through and the base effect in food prices
was surprising, as the aforementioned risks are ongoing. Instead, the
Bank seemed to be more concerned with the effects on pricing behavior.
We believe we are likely to see higher food prices due to higher fruit
prices in April which saw unseasonably cold weather this year. We could
have another spike in the food inflation momentum in April from an
already high level in 1Q17 (see chart below).

Why we are concerned?

* Given the supply&demand dynamics and weakened transmission
mechanism, coupled with deterioration in pricing behavior, we expect
inflation to continue picking up going forward. Especially, food prices are
of concern of late, given sequentially rising prices and an exceptionally
low base from last year in the remainder of the year.

+  Given very strong export growth and robust domestic demand, surveys
point to notably higher capacity utilization in manufacturing sector as
anecdotal information from durable goods manufacturers points to
capacity constraints.
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Lagged effects of cost-push inflation (% change in annual PPI being near
high-teens) will continue to spill over to consumer prices, and we believe

that elimination of the aforementioned risks from the accompanying note
was unwarranted.

Ex-post real policy rates continue to be non-existent or risk being
negative. In fact, recent TL-denominated SME loans with a 3-year-
maturity extended by banks within state credit guarantee scheme
(TRY140bn in volume) vyielded as low as 14%, even below marginal
deposit rates, as reported by the Press.

We believe, upcoming inflation data releases for April and May, will
remain more critical for FX&FI pricing than MPC decisions given they
are mostly of reactive natlre and incremental in effect.
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