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Last week it was quite striking that three major central banks (FED, ECB and

H. Erkin Isik, CFA (Manager) BoE) made moves to curb the intensified rate hike expectations. CBRT tried to
Tel: +212318 34 05 follow these banks as well, through giving signals indicating the likely cease of
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Nilufer Sezgin (Assistant Manager) proved to be partially beneficial in abating the worries over the aggressive

Tel: +212 318 37 90 monetary tightening due to the inflationary environment linked to the elevation in
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. ) However, we reckon that these expressions can not be seen as a commitment,
52;:61:2:'3253";;°:9@:;ms'Com'tr instead they are linked to specific conditions (no further increase in the oil prices
Fax: +212 275 44 05 and the continuation of the favorable outlook in the core inflation) and also they
will not be enough to overcome the uncertainties regarding the interest rates
going forward.

In this context, the first step was taken by ECB and Trichet's comments aimed to
anchor the market expectations for only one (25 bps in July) rate hike. Whereas
Fed did not announce its stance in such open way, instead the authorities talked
to the major newspapers such as Wall Street Journal and FT and tried to curb the
rate hike expectation in August. They can be seen as successful; as looking at
the Fed funds futures, the odds of rate hike for the FOMC meeting due August
had been priced as 90% a short time ago, yet it tumbled to the vicinity of 40%
nowadays. Moreover, BoE had been required to write an open letter to the
government due to the surge in inflation to 3.3% (the target is at 2%) but the
Bank highlighted a case that if they tried o decrease the inflation to the target
level within 12 months, this would hit the output and employment. Thus with this
emphasis, the Bank let down the rate hike expectations in the markets.

Nonetheless, even tough the short term expectations for tighter monetary policy
waned, the futures due year-end and 2009 point that the developed countries’
central banks will be in a rate hike process. Lately, the Fed funds rate is seen to
end this year at 2.75% and the following year at 3.50-3.75%. In contrast,
according to 3-month EURIBOR contracts, ECB is seen to raise the rates by 25
bps till September and by a further 25 bps till year-end, though the second hike is
not for certain. However, the market expects no rate increase in 2009, while 25
bps rate easing has been priced in for the last quarter of the year. Thus we can
say that the interest rate differential tends to be in favor of US$ currency.
Nonetheless, to see more obvious reflections on the market, the long term bond
rates should be reflecting these expectations, as well. Separately, as the
monetary policies are at a turning point now and the uncertainties over the
economic outlook still prevails, there is a high likelihood that the interest rate
forecasts for the period ahead to face major changes.
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On the other hand, it is significant to note that the Central Banks’ aim in rate
hikes is to avoid further deterioration in inflation expectations, instead to
restraining domestic demand. The banks, which succeeded in taming the core
inflation, would have the luxury to raise the rates only slightly as a signal of
commitment to the inflation targets. Unfortunately, the same is not valid in
Turkey. Considering the ongoing upward risks on inflation and the continuation of
the deterioration in the inflation expectations, a premature end to the rate hikes
would deepen the confidence gap and be the worst case scenario for the
markets.

We need to explain the reason why we mention this risk although the Bank does
not yet definitely signal an end to the rate hikes. The Central Bank’s recent
reaction to the deterioration in inflation outlook was to revise the inflation targets
upwards (2009, 2010, 2011 targets are 7.5% 6.5% and 5.5% now, up from 4%)
and increase the interest rates by 100 bps in the last 2 months. However the
market players seem to have doubts yet about the Bank’s commitment to lead
the inflation to lower single digit levels as the target adjustments bring in mind the
underlying inclination towards a looser monetary policy. In its latest MPC
meeting, the Bank underlined the favorable developments in the unprocessed
food prices, while it seems that it still maintains its optimistic mood over the
second-round effects of the sharp increase in the oil prices. Separately, the
developments in the inflation outlook and other related variables have been
posting a performance close to one stated in the pessimistic scenario since the
first signal of rate hike in the inflation report but the Bank seems to make a
special effort to prevent the market from perceiving the monetary tightening
process as a continuous rate hikes. Even tough the pessimist scenario in the last
Inflation Report takes into account a measured rate hike process till year-end, the
given signals regarding the continuation or end of the rate hikes in every MPC
meeting may be considered as mixed signals about the Bank’s stance and
preclude managing the expectations as desired.

In the last MPC meeting the change in the Bank’s statement is alarming for
the risk we mentioned above. In the May summary notes, the Bank’s sentence
of “the Committee will consider the possibility of a further measured rate hike in
the next meeting” was changed to “the Central Bank will consider a further
measured rate hike when needed” in the last meeting. It is quite significant to
figure out whether this alteration is just a simple change to improve expression or
a signal indicating the cease of the rate hikes at an earlier date. Despite this risk,
taking into account the severe deterioration in the expectations, the inflation
outlook, the positive slope of the yield curve and the continuation of the
unfavorable global backdrop, we think that the risk that the Bank’s ‘measured’
approach could not achieve to convince the markets about its commitment to
combat against inflation continues. Therefore, we stick to our above-consensus
policy rate hike expectation of 125 bps in the next 3 meetings.
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Going forward, the interest rates would be very sensitive to inflation
developments, the pace of oil and food price increases and the Central Bank’s
monetary stance. In order to revert the bond yield curve the Bank may need to be
more hawkish than it currently sounds. Thus, a premature end to the rate hikes
would be the worst case scenario of the bond market. In that case, the
confidence on the CBT’s commitment to fight against inflation would deteriorate,
which would necessitate short term interest rates to be increased further later on

anyway.

In short, owing to the decrease in the risks over the growth and the boosted
inflation risks the monetary stances of the central banks have been changing all
over the world. In the primary phase, central banks that have succeeded to
manage the underlying inflation trend would have the luxury to hike rates by
small amounts or avoid further deterioration in the inflation expectations by
changing their monetary stance. As for Turkey, the same strategy will be very
risky, with the high level of existing credibility gap of the Central Bank.
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Economic and Political Agenda

= At home, this week the summary statement of the June 16th MPC meeting to
be unveiled on Thursday will be important to gauge some hints regarding the
monetary stance of the Bank. Separately, the real sector confidence index will
be eyed to figure out whether the weakening in the economic activity is
maintained.

= This week eyes will be on the Fed'’s rate decision due Wednesday. The Bank
is seen to stay on hold, following the 25 bps rate cut at the FOMC meeting in
April. On the other hand, the U.S. housing data, 1Q growth and core PCE will be
influential in setting the tones of the markets, as well. Separately, the Ifo index,
an important economic activity indicator in Germany, together with the flash PMI
indices in the Eurozone will also be quite important.

Data issuances at Home

Importance Indicator Unit Date of issuance Fortis Consensus
forecast

Medium Real Sec. Confid. Index, June - June 24" 14:00 GMT - -

Data issuances Abroad

Importance  Country Indicator Unit Date of Issuance Consensus
High Germany Ifo Index, June - June 23", 8:00 GMT 102.3
High Euro Zone Flash Services PMI, June - June 23", 8:00 GMT 50.4
High Euro Zone Flash Manufacturing PMI, June - June 23", 8:00 GMT 50.4
High U.S.C. Schiller Hous. Price Ind., Apr. % m/m  June 24™ 13:00 GMT 2.0
Medium u.s. Cons. Conf. Index, June - June 24™ 14:00 GMT 57.0
Medium U.S. Durable Ord. (ex-transp.), May % m/m  June 25", 12:30 GMT 0.0
Medium us. New Home Sales, May Mn  June 25", 14:00 GMT 0.51
High us. Fed's Rate Decision %  June 25", 19:15 GMT 2.0
High u.s. Growth (rev.), 1Q % q/q  June 26", 12:30 GMT 1.0
Medium u.s. Existing Home Sales, May mn  June 26", 14:00 GMT 4.88
High us. Core PCE Inflation, May % m/m  June 27", 12:30 GMT 0.2
Medium U.S. Michigan Sentiment Ind., June - June 27", 13:55 GMT 57.5

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 20" 1M 3M 6M 12M 2008 2009
USS$/TRY 1.2240 1.2500 1.2700 1.2950 1.3054 1.2950  1.3100
EUR/TRY 1.8981 1.9440 1.9560 1.9425 1.8800 1.9430  1.8400
FX Basket 3.1221 3.1940 3.2260 3.2375 3.1854 3.2380  3.1500
EUR/US$ 1.5508 1.5552 1.5402 1.5000 1.4402 1.5004  1.4046
O/N 16.25%  16.75% 17.50% 17.50% 17.50% 17.50% 16.75%

Benchmark Bond 21.89% 21.50% 21.00% 20.00%  19.50%  20.00% 19.50%
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