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Haluk Burumcekei (Managing Director) Hard Core or Soft Core'?
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Email: haluk.burumcekci@fortis.com.tr The second half of January will likely be dominated by inflation and monetary

H. Erkin Isik, CFA (Manager) p0|l(:‘.y developments, so that thg general perceptions regardlng the 2908 outlook,

Tel: +212 318 34 05 particularly the interest rate estimates, would be reconsidered. We think that two

Email: erkin.isik@fortis.com.tr critical decisions and two important reports will be influential. The first decision
will be of the Monetary Policy Committee’s (MPC) on interest rate due January

Nilufer Yildiz (Assistant Manager) 17" and the second will be the interest rate decision of the FOMC meeting on

Tel: +212 318 37 90

th . e . .
Email: nilufer.yildiz@fortis.com.tr January 307 As to the reports, the initial one will be the Open Letter that will be

written by the CBRT to the government, in order to explain the reasons behind

Email: research@fortis.com.tr breaching the end-2007 inflation target, while the second release will be of the
Tel: +212 27279 98 Bank’s Inflation Report. However, considering the timing of those disclosures and
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meeting at the end of the month and the CBRT’s report due January 31% may be
of secondary importance. That is to say, the December CPI release in the U.S.
on January 16™ and the MPC decision the day after would be more prominent.
As we had emphasized before, the fact that 50 bps rate cut is the most likely
scenario for the Fed’'s move this month provides the Central Bank the flexibility of
maintaining their current stance. Therefore, unless the annual core CPI in the
U.S. that is expected to edge up to 2.4% from 2.3% surprises on the upside, the
outlook would remain intact and the attention would be diverted to the MPC
meeting. That meeting will not be an ordinary one due mostly to its timing,
which overlaps a period right before the Open Letter explains the Bank’s
reasons for overshooting the target again after one year and the associated
measures taken to assure a back-to-target convergence. This situation
gives the Bank an important opportunity to review the estimates, as well as
the monetary stance (the likely interest rate path the CBRT presumed to
follow).
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How, then, the CBRT will use this chance? As is known, the last time inflation
projections and monetary policy stance were revised was October 2007, when
the latest Inflation Report was released. According to that report, based on the
assumption that policy rates would be gradually reduced in the first couple of
months of 2008 and then remain flat for some time, inflation was forecasted, with
70 percent probability, to be between 2.5 and 5.7 % (midpoint 4.1) at the end of
2008, and between 1.7 and 5.5 % (midpoint 3.6) at the end of the third quarter of
2009. While making those projections, the electricity price hikes and upward
adjustments in other administered prices had been taken into account, although
the schedule of those hikes appeared to be slightly different than the Bank’s
assumptions. The developments after the report was released made it obvious
that annual inflation would keep surfacing above 8%, contrary to the CBRT's
below 8% projection for a period capturing the end-2007 and the initial months of
2008. That was conceivably the biggest difference to the Bank’s scenarios. We
believe that this unexpected picture would urge for around 0.4 - 0.5 pp
upward revision in the end-2008 projections. While the forecast horizon will
also be extended by a quarter, the end-2009 estimate may be kept close to
the third quarter estimate.

Nevertheless, we believe that those developments would not urge the
CBRT to change their current stance. After all, the Bank had already claimed
that there will be a pause for an undetermined period, following the rate cuts of
the initial months (which should be read as the first 2 months, or 3 months the
most). Accordingly, instead of easing the magnitude of the rate cuts, the
Bank would more likely signal that the end of the easing stage of the
mentioned path approaches (either at this meeting or the next). Needless to
say, the CBRT's appraisals over the underlying trend of inflation would be the
most influential input in the Bank’s decision process. It has been a year since the
Bank made it publicly known that they monitor the main inflation trends through
service sector prices and H-index, the latter being also disclosed by the
TURKSTAT. However, it was the first time when they mentioned about a brand
new core index in October Inflation Report. The index excludes items that are
out of the control of monetary policy, such as food, energy, alcoholic
beverages and tobacco and the Bank hopes it will start hovering at the
vicinity of 4.0% by the end of first quarter in 2008. Further clues came by the
MPC summaries, Bank’s technical notes on inflation and 2008 Monetary Policy
Report, which claimed that the CBRT have developed such an index and have
been monitoring it closely. For example, in the summary of the December 13"
MPC meeting, the Bank noted that “Adverse developments in food prices due to
drought and global factors have put an upward pressure on core inflation
indicators via higher prices of processed food and catering services. Yet, the
Committee assessed that readings on inflation do not present an unfavorable
outlook when food-related items and administered prices are excluded.” By this
statement, the content of the index was made clearer.
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