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Haluk Burumcekci (Managing Director) Have a Drlnkl NeWS |S Not Good
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Email: haluk.burumcekci@fortis.com.tr After the first few data disclosures of the new year, a possible U.S. recession

H. Erkin Isik, CFA (Manager) have been upgraded by.the. market to 'the baseline scenario, rat'her than the less

Tel: +212 318 34 05 likely worst case scenarios in the previous term. It was no surprise that, the

Email: erkin.isik@fortis.com.tr markets started to revise the valuations to reflect this substantial change of the
outlook, with the bourses being hit the most. Accordingly, the S&P500 Index

Nilufer Yildiz (Assistant Manager) tumbled by a severe 9.2% year to date, while the ISE100 index lost some 13.2%,
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Email: nilufer yildiz@fortis.comtr following the gloomy external outlook. The Fed’s prospective rate cuts, which

used to boost the markets before, started to yield fears and panic this time and

Email: research@fortis.com.tr that has turned to be the most distinctive feature of these days. Recall our words

Tel: +212 27279 98 in the September edition of our Glocal Strategy for Turkey, where we tried to

Fax: +212 27544 05 mention of such a difference: “However, if the figures in the period ahead confirm
those concerns (over growth), this time the rate reduction will unlikely generate a
similar impact, and different valuations may be seen in especially the stock
markets.” In fact, the rate cut hopes for the December 30" FOMC meeting
climbed to 75 bps while even rumors that Fed could hold an emergency meeting
to cut rate came to the agenda. Nevertheless, the lack of any revival in the
markets implies that even this aggressive rate cut outlook is not seen to trigger
acceleration in the economic activity in the foreseeable future. In essence, this
tendency shows that the weakening in the risk appetite, which started in July last
year, continues at an accelerated pace and hints that what has been experienced
for some time is not just a market turbulence, but rather a permanent trend
reversal.

U.S. and Turkish Bourses In the Aftermath of Global Credit Crunch
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As we had stated in our latest monthly strategy report released within the week,
the most understandable move in this period has been the decline in the bourses
in sympathy with the hampered growth tendencies. However, the non-cyclical
sectors, such as health and non-durable goods may be expected to be more
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resilient, as opposed to the cyclical sectors such as automotive, finance and
housing, which are likely to get more damage due to their greater correlation with
the business cycles. In the meantime, a likely U.S recession would be felt in
Turkey in proportion to the extent of the damage on the Eurozone economy,
which is the main export destination. On the contrary, countries of Latin America
and Asia, may suffer more extensively, as the U.S. is a more important export
partner to those countries. In that context, there may be sector-based and
region-based diversifications in the period ahead. Regarding the bond market,
the slowdown in the job growth, or even its downtrend that is supposed to
weigh on demand, which would ease upward pressure on inflation and
eventually facilitate rate cuts, may yield a more favorable reaction. On the
other hand, the F/X rates have remained resilient to both the heightened risk
perceptions, as well as to the reversal of the fund inflows in the recent term. The
expectation that the developing countries would be less affected by a U.S.
slowdown, thanks to their improved internal dynamics in the recent years, played
an important role in that picture. Moreover, we think that the promising outlook of
Turkey in the post election term and the expectations for reforms which
contributed to the bullish bets on Turkey helped TRY to over-perform its rivals till
today. However, once the impact is seen to be widespread which would hit
the global growth more severely, then there may be disruptive reflections
on the emerging market F/X rates. Even if the damage on global growth can be
weathered by a limited slowdown, non-U.S. countries will unlikely stay immune
and they may not be able to run away from a stressful period, considering that
the financial linkages between the countries have become more important than
the trade linkages in the recent years, thanks to the growing financial integration.
The most obvious place to witness such a relation is the stock market. In the last
one-month period, the correlation between the ISE and the S&P climbed to 90%,
while that ratio continues to be above 80% when the sample period is extended
to 2 months or 3 months. This outlook in the bourses, which is one of the best
leading indicators for the investor confidence, will likely keep weighing on forward
looking expectations. Whether this dismal effect would be deepened more may
very much depend on the future performance of the S&P.
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The U.S. bourses are known to have suffered their worst performances in the
recession terms. The latest two official U.S. recession years are known to be
1991 and 2001. Those recession terms coincide with the middle of the Fed'’s
latest two biggest rate-cut cycles which lasted for four years each. The first of
those lasted from the beginning of 1989 to the end of 1992, when the Fed rate
was reduced to 3% from 9.75%, while the latter had lasted from the beginning of
2000 to the end of 2003, with the Fed rate declining to 1% from 6.50%. The S&P
index had lost around 20%, with the greatest part of the losses registered in the
last two quarters of 1990. Afterwards, the index turned back to the main upward
trend. Coming to the 2001 crisis, which is fresher in our memories, it had brought
forward a downscale from September 2000 onwards to May 2003 and the overall
loss was slightly over 45%. In that context, it will be of critical importance
which of the examples the recent turbulence will look alike most. Since the
current downfall has been built upon the sharp uptrend enjoyed in the
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previous years, the current experience is more similar to the starting days
of the 2001 crisis. We still hope that our appraisal would turn incorrect. Yet,
in case this is true, then we may start considering the long term support
levels of the ISE index (30,000 — 35,000 interval). Otherwise, the fall may be
limited by the interval of 40,000 and 45,000.

The developments would inevitably affect all of the countries, in one way or the
other. However, the reflections of the financial indicators to the real economy
may remain muted. In essence, what really matters is the ability to suppress
those effects to the minimum, yet there exist no magical formula for this. We
think that Turkey may succeed this via proceeding with the second
generation reforms, while securing a strong outlook on the main policies at
the same time.

The year ahead will be a challenging one, where the reflections of the credit
crunch will continue shaping the general outlook. It has become more evident
now, that Turkey has been heading into this new year by a weaker guard against
possible shocks. This is obvious through both the current equilibrium in the
economy and signs of weakness going forward. Moreover, the government will
unlikely find much support from the economic outlook, as before. Their
emergency action plan has failed to prompt the desired dynamism and that
unemployment rate surged visibly after moving in sideways for long time, while
the government’s decisions continue raising doubts about their conflicting nature
with the Central Bank. Add this, their attempts of undertaking very
comprehensive administrative regulations (Constitutional Law and public
administration reform) and the economy would be further zoomed out of the
focus.

In short, Fed'’s rate cuts, which had positive impacts previously, yield in
heightened worries and panic now. This implies that the weakening trend of risk
appetite that had started in July has accelerated and lets us think that the current
episode is not a financial turmoil but rather a permanent trend reversal. While the
most severely hit market will be the bourses in this process, the degree of the
similarities with the 2001 crisis will determine the extent of the crash in the ISE. In
essence, Turkey has already a to-do-list that would help preventing the possible
deterioration of the financial indicators from weighing on the real economy.









