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Haluk Burumcekci (Managing Director) Can’t Eat The Cake and Have |t TOO
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Email: haluk burumeekci@fortis.com.tr At the beginning of this year, our greatest concern, other than the apparent
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Tel: +212 318 34 05 simultaneous deterioration of inflation and growth outlook. At that time we had

Email: erkin.isik@fortis.com.tr warned that such an outlook would limit the Central Bank’s ability to react by
easing rates, when combined with the loss of credibility on missed inflation

Nilufer Sezgin (Assistant Manager) targets in the previous two years. Thus, we were worried that the price would
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Email: nilufer s@fortis.com.tr eventually be paid by the growth performance. Unfortunately, the developments

have moved the outlook to a much worse point than we had presumed. In

Email: research@fortis.com.tr addition to the rising headline inflation since September, the improvement in the
Tel: 21227279 98 core indicators first decelerated, before they started to ascend shortly after. In the
Fax: +212275 44 05 meantime, neither food nor energy prices tended to decline. On the contrary,

there were even signals that the price elevation of these groups would be long
lasting due to the contagion to the processed food prices. Moreover, as a country
of high exchange rate pass-through, Turkey suffered an exchange rate shock by
around 20% based on the currency basket of equally weighted US$/TRY and
EUR/TRY. Back in May 2006 turbulence, the exchange rate shock had peaked in
3 %2 months, with total depreciation reaching 32.5%. Part of this was curbed in
the following few months and the F/X rates had stabilized around 15% higher.
Back then, the Central Bank’s research team calculated that the 20% of the
exchange rate shock would be reflected to the CPI in 5 months. Accounting for
also the lagged effects, the Bank reckoned the total pass-through for 2006 CPI at
3.5 pps. This time however, the exchange rate shocks have been spread through
time, which seems neither to end nor reversed any time soon. Hence the
situation may give the Central Bank a much harder time in this case. Since
we do not believe that the Central Bank will be able to fix the outlook in
short term, it is better if the Bank concentrates on expectations
management. The Bank has already taken the first step at MPC’s statement.

Year-end Target Consistent Inflation Path, Uncertainty Band and Expectations
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Source: TURKSTAT, CBRT, Fortis Economic Research and Strategy
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The Central Bank left the interest rate unchanged, in line with the forecasts, but
adopted a more cautious stance, which was not a surprise to us, either. The
Bank stuck to the assessment that total demand conditions remain supportive of
the disinflation process, yet in order to avoid the risk that the deterioration of
inflation expectations may be reflected to pricing behaviors, the Bank said they
will be more alert to bad news than good news, leaving the door open for
rate hikes, if necessary. Accordingly, the inflation expectations, which will
mostly depend on F/X rates, together with the energy and food price
developments, will be very important for the rate decisions going forward. The
Central Bank’s more hawkish stance, with a rate hike bias, was already reflected
to the prices, as seen in the recent elevation of the benchmark bond yield. We do
not presume any rate change for the rest of this year, assuming that the
Central Bank may revise the 2008/2009 inflation targets in the period ahead.
However, if the Bank does not introduce such a revision till Inflation Report
due end of this month, then the chance for a rate hike would be
strengthened.

As we had stated in our monthly Glocal Strategy Report published in the week
behind, the increase in F/X rates turned more pronounced in March,
accompanied by deteriorating core CPI indicators disclosed in the beginning of
April and a significant elevation in inflation expectations, all of which boosted
concerns over the domestic outlook, sending the expectations out of control. As
a matter of fact, the visible deterioration in expectations (lowers real policy
interest rate) which may last longer going forward, as well as the results of
our Taylor based model, point to the necessity of a rate hike. As is known,
according to the Taylor Rule, the monetary policy rates are specified as a
function of the output gap and divergences of inflation expectations from the
target inflation. The estimated level of the policy rate in April based on this model
appeared at 15.75% that would have necessitated 50 bps rate hike.

Estimated Central Bank Policy Rate Based on Taylor Rule
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Source: CBRT, Fortis Economic Research and Strategy

However, this shall not urge for an immediate policy response, if the short
term developments make sure that the worst is behind in terms of the
deterioration of the inflation outlook and there will not be further
deterioration going forward. The most appropriate policy reaction of the
Central Bank under these circumstances would be to revise the 2008 CPI
target up to 6% and the 2009 target to 5%, in a scenario of constant interest
rates until the end of this year. Herein, we shall note that this is not the first
time we make this assessment. We had raised similar arguments at our weekly
Macro Scope titled as “On the Target of Changing the Target?” almost a month
ago. If this strategy is adopted and the inflation expectations remain anchored,
the Central Bank’s credibility gap would contract and no rate hike would be
needed. However, there has been no signal yet that changing the target, which
would be a joint decision of the Central Bank and the government, is seen as an
alternative strategy. There is no such hint at the MPC statement, either.
Nevertheless, in order to be sure, we need to wait for the Central Bank’s Inflation
Report, Open Letter and the detailed MPC meeting summary due April 30" On
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the other hand, inflation forecasts for end-2008 and end-2009 will certainly be
revised up at this report, from their previous readings at 5.5% and 3.7% (medium
points) in January report.

However, the interest rate pattern to be described at the report will be more
cruical. If the Bank chooses not to revise the inflation targets, then the scenario
would inevitably be based on measured rate hikes.
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We believe it would be of value to introduce the most likely candidates for the
scenario to be developed on April 30", together with the associated probabilities.
Those are based on the assumption that the current outlook will remain intact
until that time.

1) Inflation targets remain unaltered, measured rate hikes assumed. — Since
the inflation target would be seen too ambitious in such a case, the market would
expect 150 -200 bps increase in policy rate for the rest of the year. (40%)

2) Inflation targets are revised, policy rate is assumed to be constant for a
long time. — The need for an urgent rate hike disappears in this case. However
the outlook would be data-sensitive prompting some 50-75 bps rate hike
expectation for the rest of the year. (45%)

3) Inflation targets are revised, measured rate hikes assumed. — Less
ambitious targets limit the market expectation for rate hikes, still about 100 bps of
hikes would be expected. (15%)
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Economic and Political Agenda

= The Central Bank’s Expectations Survey due Tuesday will be one of the key
events of the week, as the monetary policy implications of a possible
deterioration in the inflation forecasts will be crucial. Meanwhile, the Real Sector
Confidence Index is among the first preliminary indicators to gauge the pace of
the economic activity. On April 23" Turkish markets will be closed due to public
holiday.

= In the relatively light foreign agenda, the flash PMI indices in the Eurozone
due 8:00 GMT on Wednesday will be quite important.

Data issuances at Home

Importance Indicator Unit Date of issuance Fortis Consensus
forecast

Weak Cent. Gov. Debt Stock, Mar. YTLmn  Apr. 21%, 14:30 GMT - -

High CB’s Expec. Survey, Apr. Il - Apr. 22™ - -

High Real Sec. Confid. Index, Apr. Apr. 24" 14:00 GMT - -

Data issuances Abroad

Importance  Country Indicator Unit Date of Issuance Consensus
High us. Existing Home Sales, Mar. mn  Apr. 22", 14:00 GMT 4.96
Medium Euro Zone Flash Services PMI, Apr. - Apr. 23", 11:00 GMT 51.6
Medium Euro Zone Flash Manufacturing PMI, Apr. - Apr. 23, 11:00 GMT 51.4
Medium Germany Ifo Index, Apr. - Apr. 24™ 08:00 GMT 104.4
Medium U.S. Durable Ord. (ex-transp.), Mar. % m/m  Apr. 24" 12:30 GMT 0.1 & -0.1
High u.s. New Home Sales, Mar. mn  Apr. 24", 14:00 GMT 0.6

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) 658.8 727.5 794.6 842.3
GDP Growth (yly % chg) 4.5% 4.5% 5.0% 5.0%
PPI (yly % chg) 5.9 10.0 6.5 3.0
CPI (yly % chg) 8.4 8.5 6.2 4.0
Trade Balance (US$ - mn) -62.8 -68.0 -66.7 -65.4
Exports (FOB, excl. luggage trade) 107.2 121.9 138.1 155.8
Imports (CIF, incl. gold) 170.1 189.9 204.8 221.2
Current Account Balance (US$ - mn) -37.4 -42.9 -40.1 -37.5
Current Account Balance / GDP (%) -5.7% -5.9% -5.0% -4.4%
Financial Indicators Forecasts
Apr. 18" ™M 3M 6M 12M 2008 2009
USS$/TRY 1.3230 1.3500 1.3700 1.3500 1.3300 1.3300  1.3400
EUR/TRY 2.1085 2.1060 2.1100 2.0400 1.9440 2.0000 1.8800
FX Basket 3.4315 3.4560 3.4800 3.3900 3.2740 3.3300  3.2200
EUR/US$ 1.5937 1.5600 1.5401 1.5111 1.4617 1.5038  1.4030
O/N 15.25% 15.25% 15.25% 15.25% 15.25%  15.25% 13.75%

Benchmark Bond 18.89% 18.50% 18.50% 18.00% 16.20% 17.50% 14.75%







