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It was inspiring to see that the Treasury’s cash based budget produced a primary
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In fact, it turns to be very misleading to focus on the Finance Ministry’s raw
figures rather than the IMF-adjusted balances. That is because, in order to
calculate the PS based on the IMF definition, one-off revenues, such as the
privatization proceeds, dividends from state-owned banks, etc., must be ignored
from the revenues, since otherwise the underlying fiscal performance would be
distorted. Looking that way, we do not detect any deterioration vs. last year in
terms of the IMF-defined PS. Compared to the temporary revenues of the first
five months of the year, such as TRY5.9bn from privatization of Turk Telekom,
TRYO0.9bn from Central Bank profit transfer and TRY1.5bn dividend transfers
from state owned banks, this year’s similar one-off proceeds were limited by
TRY1.5bn dividend transfer from state owned Ziraat Bank. The gap between the
IMF-defined performance and the Finance Ministry’s raw data is mostly a result
of the mentioned temporary revenue items.

Central Government Budget Realizations

% %

TRY mn 2007 2008 2007 2008 share share
Jan.-May  Jan.-May Realization Approp. 2007 2008

Expenditures 83,493 86,023 203,501 222,553 41.0 38.7
Non-interest expend. 59,828 66,425 154,769 166,553 38.7 39.9
Personnel 18,388 20,522 43,555 48,672 422 422
Gov. Prem. to Soc. Sec. Ins. 2,291 2,568 5,801 6,405 39.5 40.1
Purch. of goods - serv. 7,021 7,426 22,154 22,905 31.7 324
Current Transfers 26,351 30,289 63,249 69,207 41.7 43.8
Capital Expenditures 3,193 2,960 12,915 11,775 24.7 251
Capital Transfers 1,237 796 3,543 2,084 349 38.2
Lending 1,346 1,864 3,552 3,934 37.9 47.4
Reserve Appropriations 0.0 0.0 0.0 1,571 - 0.0
Interest Expenditures 23,665 19,598 48,732 56,000 48.6 35.0
Revenues 80,150 83,962 189,617 204,556 42.3 41.0
Tax Revenues 59,224 70,060 152,832 171,206 38.8 40.9
Non-Tax Revenues 20,926 13,902 36,786 33,350 56.9 41.7
Budget Balance -3,344 -2,060 -13,883 -17,997 241 11.4
Primary Balance 20,321 17,538 34,848 38,003 58.3 46.1

Source: Ministry of Finance
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Accordingly, the program defined PS has been larger than last year both in
May and year-to-date, indicating that fiscal performance has been better
than last year in absolute terms, while it has also been in line with the
year-end targets in percent of GDP.

We reckon that the IMF-defined PS of the CGB rose to TRY14.5bn in
January-May term, from TRY10.1bn of the same term of last year. Yet in 2006,
the fiscal performance was much better, speaking for the same term, as the
IMF-defined PS was as high as TRY15.8bn. Since the Treasury has not yet
disclosed the consolidated government sector (CGS) balance for May, we have
been deriving a proxy number. Treasury’s data for SEE balances is available until
February and for other non-budgetary institutions’ balances as of March.
Assuming that their performance will be similar to the respective months in 2007,
we reckon that the 12-month rolling consolidated government sector (CGS) PS to
GNP ratio remained flat at 3.6% as of May. This is, in turn, is consistent with this
year’s 3.5% target. However, fiscal performance may remain under
significant pressure going forward, once the revenues start being squeezed
(a greater share of the tax revenues will be spared to municipalities) and
expenditures start climbing as a result of recent government reforms.
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Another reason for being cautious about budget performance is related to
the possible adverse impact of the decelerating domestic demand on tax
revenues. If the household consumption expenditures cut pace, this may
possibly put the tax revenue targets on domestic goods and services at
considerable risk. Recall that the domestic demand had enjoyed a partial
recovery in the after-math of the general elections last July. As a proxy we had
monitored the trends through the CNBC-e’s Consumption Index, whose annual
increase had stabilized at around 12% during that recovery term. This in turn had
given some air to the budget through helping the tax proceeds on goods and
services (VAT and Special Consumption Tax).

Consumption Index and Domestic Taxes on Goods and Services (*) (Annual Change)
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However, the annual expansion in the CNBC-e’s Consumption Index decelerated
to 6% in May from around 11% registered in the 1Q, as well as in April. The
seasonally adjusted figures shrank by 1.2% m/m and affirmed the weakness. The
severe slump in the consumer confidence continued to be reflected on the
domestic demand, yet at a slower pace. If this weakening prevails going forward,
then the close association between consumption and tax collection, as depicted
in the graph above, suggests that this would be a significant risk for the fiscal
performance.

Tax collection on imports is another channel that the pace of economic activity is
connected with the budget revenues. Since there is yet a limited slowdown in
economic activity and the exports have continued to expand at a robust pace,
imports also remained elevated, boosting the VAT collection on imports. This tax
item climbed by 26% y/y to a record high TRY2.9bn in May, accounting alone for
17% of the total tax revenues. So the budget revenues would be vulnerable to
the pace of economic activity through this channel as well. However, one should
also note that the sustained increase in oil prices and the high energy share in
total imports approaching to 25% would soothe the contraction here.

On the other hand, the primary expenditures are depicting a worse picture
year-to-date compared to last year, even before we start to face setbacks
from the expenditure-boosting decisions of the government. In 2007, the
government had used 38.7% of the year’s appropriations as of May, while the
ratio rose by 1.2 pp to 39.9% this year, with purchases of goods and services, as
well as current transfers, playing the key role in the deterioration.

In conclusion, unlike the common perception in the market, we believe that
year-to-date PS has been in line with the 2008 target. However, this by no means
guarantees that a similar performance will also be secured in the rest of the year.
We see a significant chance that the year-end targets being missed at a notable
margin due to both the expenditure-boosting decisions of the government and the
risk that weakening of domestic and external demand could weigh on tax
revenues. Moreover, we continue to believe that the revenues and a PS
consistent with 3.5% target are not the sole and sufficient criteria for a successful
fiscal performance and that there is still need for controlling primary expenditures.
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Economic and Political Agenda

= The Central Bank’s interest rate decision will be the key event this week. We
expect 50 bps rate hike, similar to the consensus. However, the market interest
rate has been hovering more than 400 bps above the funding rate recently and
this increases the chance of the Bank sounding more hawkish. Meanwhile, the
inflation forecasts at the Central Bank Expectations Survey for the second term of
June will be important for the future pace of the policy rate.

* In the external arena, the housing data, Philly Fed and PPI will be among the
major data in the U.S. Yet, the attention will likely be more on 2Q balance sheet
disclosures by Lehman Brothers, Goldman Sachs and Morgan Stanley, to be
disclosed in the first three days of the week in that order.

Data issuances at Home

Importance Indicator Unit Date of issuance Fortis Consensus
forecast

High MPC Rate Decision, June %  June 16", 16:00 GMT  16.25 16.25

Weak Unemployment, Mar. % June 16", 7:00 GMT - -

Medium Consumer Confidence, May - June 16", 7:00 GMT - -

High CB's Expectation Survey, June || - June 20" - -

Weak Cent. Gov. Debt Stock, May ~ YTL mn June 20™, 14:30 GMT - -

Data issuances Abroad

Importance Country Indicator Unit Date of Issuance Consensus
Weak u.s. Net Foreign Purchases, Apr. US$bn  June 16", 13:00 GMT -
Medium Germany ZEW Index, June - June 17", 9:00 GMT -37.0
High us. Building Permits, May mn  June 17", 12:30 GMT 0.96
High u.s. Housing Starts, May mn  June 17", 12:30 GMT 0.98
High uU.S. Core PPl & PPI, May %, m/m  June 17" 12:30 GMT 0.3&0.8
Medium U.sS. Capacity Use, May % June 17", 13:15 GMT 79.7
Medium u.s. Industrial Production, May %, m/m  June 17", 13:15 GMT 0.1
Medium U.S.Philadelphia Fed Mnf. Index, June - June 19", 14:00 GMT -12.0

Macro-Economic and Financial Forecasts

Macro Economic Outlook of 2006-2009

2007 2008f 2009f 2010f
GDP (TRY - mn) 856.4 953.1 1,056.8 1,154.0
GDP (US$ - bn) 658.8 756.4 812.9 880.9
GDP Growth (yly % chg) 4.5% 4.5% 5.0% 5.0%
PPI (yly % chg) 5.9 13.0 5.0 5.0
CPI (yly % chg) 8.4 11.0 8.2 7.3
Trade Balance (US$ - mn) -62.8 -72.8 -83.6 -91.5
Exports (FOB, excl. luggage trade) 107.2 136.4 152.6 170.3
Imports (CIF, incl. gold) 170.1 209.2 236.2 257.5
Current Account Balance (US$ - mn) -37.6 -44.0 -48.3 -49.3
Current Account Balance / GDP (%) -5.7 -5.8 -5.9 -5.6
Financial Indicators Forecasts
June 13" 1™ 3M 6M 12M 2008 2009
USS$/TRY 1.2505 1.2500 1.2700 1.2950 1.3054 1.2950  1.3100
EUR/TRY 1.9290 1.9440 1.9560 1.9425 1.8800 1.9430 1.8400
FX Basket 3.1795 3.1940 3.2260 3.2375 3.1854 3.2380  3.1500
EUR/US$ 1.5426 1.5552 1.5402 1.5000 1.4402 1.5004 1.4046
OIN 15.75%  16.75% 17.50% 17.50% 17.50% 17.50% 16.75%

Benchmark Bond 21.80% 21.50% 21.00% 20.00% 19.50% 20.00% 19.50%
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