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Some Answers, More Questions...

The week ahead will be one of the busiest one we have ever had for a long time
and it is overloaded, so to speak, with many critical events. To begin with, part of
the uncertainties in the domestic political scene will most likely vanish, as the
Constitutional Court will start deliberating on the AKP closure case on July 28"
Monday, while the Court plans to meet each and every day until the verdict is
finalized. There is now a greater chance that the decision may be announced as
early as next week, considering that the Court seemed to go quickly on this case,
scheduling the meetings for an earlier than expected date. In essence, recently,
there has been a growing confidence in the markets that the ruling AKP will not
be closed, or even if it is closed, the successor would be a single-party
government formed by the same party members. Over the last couple of weeks,
this scenario improved the sentiment and helped the Turkish markets to recoup
some of the previous underperformance suffered since the beginning of the year.
This week will also be a good test to see whether the market players are really
convinced for such a benign scenario. However, AKP closure case is not the sole
event on the political agenda. Today, Istanbul High Criminal Court decided to
accept a separate case, named “Ergenekon,” where the defendants are charged
with, among other things, forming or being a member of a terrorist organization,
inciting public unrest and encouraging the military to disobedience with the aim of
toppling the government. Finally, Supreme Military Court will meet between
August 1%t and 4", adding to the importance of the week’s calendar. Even though
these are not directly related to the AKP closure case, the scenarios and
speculations regarding the political outlook have nevertheless been recently
extended and enriched with them.

Before proceeding with the week’s critical foreign agenda, there is one more
major local event left to mention. The Central Bank will disclose the quarterly
Inflation Report on Monday. The outlook has changed a lot since the Bank had
raised the year-end CPI forecast for 2008 up to 9.3% in April report. To begin
with, compared to 19% year-to-date elevation in the F/X basket

(1US$/TRY+ 1EUR/TRY) back then, this year-to-date increase has eased to 7%
nowadays. Moreover, even though the annual increase in the overall food prices
remained mostly unchanged since then, the annual rise in the unprocessed food
prices slumped to 2.6% in June, from the March reading at 11.5%. This drop may
help softening the annual inflation of the processed food component, which
reached as high as 25.8% in June. On the negative side, even though oil prices
have eased to US$125 recently after climbing an all time high at US$150, they
are still some 19% higher than US$105 assumed in the Central Bank’s
projections in April. Eventually, we reckon that the oil prices alone will likely add
around 0.8 pp to the CPI expectations. However, the decline in the F/X rates may
lead to a similar fall. While these developments offset each other, the Bank may
nevertheless revise the end-year CPI forecast up to 10.0% -10.5% from the
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previous 9.3%, due to the second round effects of elevated oil prices on
electricity fees, as well as the second round effects on catering and
transportation prices. We believe that the Bank should continue signaling that the
tightening process will end soon, yet the chance for further rate hikes should not
be fully eliminated to prevent the expected increase in annual CPI in the following
months (we reckon that the CPI may climb above 12% in the next couple of
months) from jeopardizing the inflation expectations. If the Bank sounds more
dovish, for example by giving a stronger signal that the end of the rate hikes is
soon or by undermining the risks on medium term inflation outlook, there may be
a credibility loss in combating inflation, making it more difficult to manage the
expectations. However, if the Bank’s approach disregards these concerns, the
markets, which may welcome this news at first, may turn more pessimistic later
on once the annual CPI comes close to 12% in July, in line with our forecast for
0.3% monthly change.
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Glancing at the foreign agenda, we will be watching whether the non-farm
payrolls due Friday will fall by 65K, similar to the previous month. The same day,
ISM and PMI manufacturing indices in the U.S. and Eurozone, respectively, as
well as the 2Q U.S. growth will be of critical importance. The flash PMls and
other business climate indicators in the Eurozone indicated a substantial
slowdown in the economic activity and downgraded the odds of any good news
from that side.

Eurozone PMIs
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It would not be easy to make a healthy assessment of the bulk of fresh news and
disclosures at the very first instance. Accordingly, the market reaction may
remain subdued until investors digest the data or the perceptions and responses
may even change in time, as the market players give a second thought. In Turkey
for example the market impact of a possible verdict to dissolve AKP may be
mixed. Most recent election polls show that the vote shares of the ruling AKP, as
well as the opposing CHP and MHP are not much different from the last election
in July 2007. This picture gives a reasonable motivation to believe that the
current structure of the Parliament may be resumed after the elections, even if
AKP is closed, limiting any adverse reaction to the decision. The average voting
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shares in the most recent polls by Genar, A&G and Metropol, were 44.8%, 19.3%
and 12.9% (undecided votes are re-distributed) for AKP, CHP and MHP,
respectively, and they are not much different compared to 46.6%, 20.9% and
14.3%, which was the distribution of votes back in July 2007 election. However,
every step that would follow the party’s closure (establishment of the new party,
call for a general election, elections) would create further uncertainties. On the
other hand, even if the Court decides not to dissolve the party, there is still no
guarantee for an improvement of the economic outlook, such as an acceleration
of the reform program, eliminating the vulnerabilities or introduction of a new
anchor like IMF-program. In essence, considering the rising oil prices with an
accompanying expansion in the current account deficit, as well as tightening
credit conditions in the global financial system, it is a matter of time to see
Turkey’s key vulnerabilities, which seem to be of secondary importance for the
time being, once again taking a front seat in the agenda. Such a risk would be
underscored if especially the data disclosures support the scenario that the U.S.
economic downturn is widening to other regions, in particular to the Eurozone.

Amidst these risks, we reckon that there has been a strong inflow of foreign funds
recently, thanks to the better-than-expected June CPI, lack of any problems
during the Treasury’s hefty redemption on July 16", as well as the attractiveness
of the low prices reached due to political risks. July 16™ has become a turning
point for that matter and foreigners’ bond portfolio expanded by US$1.5bn during
July 16" and 18", when the benchmark bond yield dropped by 1.1 pp. While the
residents sold US$0.3bn of Turkish bonds during the same period, there was
US$0.8bn decline in the banks’ positions. Similar to the bond market, foreigners
started to increase their equity portfolio. We estimate that they added US$0.9bn
between July 1% and 24™.
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In conclusion, foreign investors are once again building up their positions ahead
of the critical events bearing a risk in line with their scenario, while they will be
either keeping or reducing their positions depending on the outcome of the event.
On the other hand, we continue to believe that the key determinant of the
medium term market performance would be the global outlook, while neither the
banking sector news nor the macroeconomic data have given much hope in the
recent term. A new sell-off wave would not be surprising, especially if this week’s
data suggest a deep contraction in economic activity abroad, with additional
drags from the finance sector and inflation outlook.
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Economic and Political Agenda

= The local agenda is loaded with critical events this week, with the Central
Bank’s Inflation Report to be released on Monday and the AKP’s closure case
that will be discussed by the Court every day from Monday onwards until the
verdict is finalized. Separately, the Istanbul Chamber of Commerce (ICC) Price
Index due Friday may affect the forecast for the CPI to be announced in the
following week.

= In the external arena, the agenda is also loaded with the leading indicators for
the manufacturing sector, as well as U.S. GDP and non-farm payrolls, which
would be crucial for the outlook.

= The Treasury will redeem TRY748mn domestic debt, yet there will not be any
auction.

Data issuances at Home

Importance Indicator Unit Date of issuance Consensus (Fortis)
High Imports, June  Mn US$ July 31%, 14:00 GMT 19,088 (19,000)
High Exports, June  Mn US$ July 31%, 14:00 GMT 12,310 (12,300)
Medium TEA’s Prelim. Exports, July ~ Mn US$ Aug. 1% (12,100)
High ICC CPI, July % m/m  Aug. 1%, 9:00 GMT (-1.4)

Data issuances Abroad

Importance  Country Indicator Unit Date of Issuance Consensus

(Fortis)
High U.S. C. Schiller Hous. Price Ind., May. % yly  July 29", 13:00 GMT -16.2 (-15.6)
High U.S. Consumer Confidence Index, Jul. - July 29" 14:00 GMT  50.0 (51.0)
Medium u.s. ADP Employment, Jul. K July 30", 12:15 GMT -55.0
High u.s. Growth, 2Q % saar  July 31", 12:30 GMT 1.9 (3.4)
Medium Eurozone Manufacturing PMI, Jul. - Aug. 1%, 8:00 GMT  47.5 (48.0)
High uUs. Non-farm Payrolls, Jul. K Aug. 1%, 12:30 GMT -65.0 (-57.0)
High u.s. Unemployment Rate, Jul. % Aug. 1%, 12:30 GMT 5.6 (5.5)
High u.s. Manufacturing ISM, Jul. - Aug. 1%, 14:00 GMT  49.8 (50.0)

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 -78.6 -92.2 -99.0
Exports (FOB, excl. luggage trade) 107.2 138.5 154.7 1724
Imports (CIF, incl. gold) 170.1 2171 246.9 271.3
Current Account Balance (US$ - mn) -37.6 -49.0 -56.3 -59.9
Current Account Balance / GDP (%) -5.7 -6.4 -6.9 -6.8
Financial Indicators Forecasts
July 25" 1M 3M 6M 12M 2008 2009
US$/TRY 1.1979 1.2200 1.2500 1.2900 1.3050 1.2800 1.3100
EUR/TRY 1.8772 1.9000 1.9100 1.9200 1.8900 1.9200  1.9000
FX Basket 3.0751 3.1200 3.1600 3.2100 3.1960 3.2000 3.2100
EUR/US$ 1.5671 1.5600 1.5300 1.4900 1.4500 1.5000 1.4500
OIN 16.75% 17.00% 17.25% 17.25% 17.25% 17.25% 16.75%

Benchmark Bond 20.54% 21.00% 20.00% 19.50% 19.50% 19.50% 18.50%
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