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The latest FOMC meeting came in a period of renewed fears over the finance
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Whole market attention was focused on June 25™ FOMC meeting that would be

Email: research@fortis.com.tr the first one over a long break since April 30" meeting. These two months have
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the growth fears which were the key concern in the first quarter have been shifted
towards inflation, as a result of the elevated energy and food prices. In fact, the
conditions were quite suitable for the Bank to finalize the rate easing process,
that had started in September 2007 and has reached 325 bps cut.

Fed’s decision to leave the interest rate unchanged ended the aggressive rate
easing process, which was first initiated to combat the housing slump and to
abate the economic consequences of the credit crunch. FOMC statement left the
door open for rate hikes via upgrading the emphasis on inflation through the
following words: “Although downside risks to growth remain, they appear to have
diminished somewhat, and the upside risks to inflation and inflation expectations
have increased.” More importantly, one of the FOMC members preferred an
increase in the target for the federal funds rate and that was taken as a clear
evidence for the Committee’s bias towards tightening. After the meeting, market
was pricing 25 bps rate hike as a done deal for September and around 50 to 75
bps rate hike was priced until year-end. Nevertheless, we do not see Fed in a
rush for increase, while the new data flow will likely be more important than ever.
As long as the core inflation outlook remains benign, Fed may prefer extending
the wait-and-see period. We see the current outlook as stock market-negative,
while after an initial hit, there may be positive reflections on the bond market. In
the meantime, EUR/US$ will unlikely change much. On the other hand, the
monetary policies in emerging markets may be under tightening pressure as rate
easing process comes to an end in the U.S., leading to higher bond yields and
stronger currencies in those countries.

It should also be noted that the monetary policy decisions at the cross-roads bear
important uncertainties which would alone be sufficient to keep the market stress
alive. Moreover, recently the economic outlook started to be blurred again, due
especially to the weakening in the leading economic activity indicators. This in
turn may inflate the odds of long-lasting slowdown scenarios, rather than quick
recovery.
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The global economy will likely be in the current backdrop for some time
and it is not possible to presume any improvement in the risk appetite
going forward, at least not a broad based one. Nevertheless, there would
always be investors seeking high risk/high return in the global financial system
and sometimes we may see that their portfolio flows are building up short-term
trends. This is in essence an important assessment to explain TRY’s abrupt
strength. Turkey’s financial indicators as of today have been deteriorated to the
weakest levels observed in the mid-2006 turbulence. None of the stock market,
bond yields, Eurobond spreads and CDS can be ruled out from this collective
deterioration, with the exception of TRY.

Although TRY is still devalued year-to-date, the depreciation of the currency
basket eased from the vicinity of 20% in April to somewhere around 8%. The
turning point for the TRY coincides with the rebounding risk appetite in the
aftermath of the Fed’s aggressive rate cuts, accompanied by the rate hike
signals form the Turkish Central Bank. Since then, the money markets have
been an attractive choice for the foreign investors. While foreign investors’ bond
and equity portfolio keep squeezing since the global credit crunch started in
August 2007, they have preferred to direct their funds to the money market rather
than exiting the TRY funds, in particular from April onwards. Even though these
flows cannot be fully monitored, unlike the bond and equity markets, two
channels can partially be used for this purpose.

The first one is the “Currency and Deposit of the Foreign Banks and
Non-residents” entry in the capital account of the Central Bank’s balance of
payments statistics. This financing item rose by US$2.8bn in February-April
term, with the US$1.5bn portion being registered in April alone. Accordingly, the
hefty outflow of US$3.3bn from the bond and equity market in over the same
period did not result in excessive F/X demand.

The second one is the weekly BRSA data for the Banking Sector Foreign
Exchange Position. This data help us to monitor more recent
developments. As is known, since Turkey shifted to floating exchange rate
regime, the banking sector’s net open F/X position has been close to zero, while
the latest data even suggests a minor surplus. On the other hand, banks are
offsetting their US$12.3bn worth of balance sheet open position by taking long
positions via off-balance sheet transactions at similar amounts. Swaps with
foreign residents are known to be covering the majority (73%) of the off-balance
sheet transactions. The weekly data suggests that the most notable jump in this
item came in April by nearly US$5.5bn. After an additional increase by US$1.3bn
from end-April to the beginning of June, this type of transactions seems to have
paused in recent weeks. Normally we would not be worried if this expansion were
linked to long term swaps that are used to hedge long term housing loans at
home, similar to the 2005-06 term. However, considering the recent weakness in
the credit developments at home, the increase seems to be rather the result of
short term transactions to take advantage of the high TRY return. Separately,
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these transactions are also linked to expansion in deposits, the first channel
mentioned above, since swap transactions lead changes in deposits. That in turn
gives us the chance for double-check.

Banking Sector F/X Position Developments (US$mn)
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Turkey is not familiar with TRY’s strengthening in a period of simultaneous
deterioration elsewhere. Note that our analysis has a certain margin of error,
since the data is indirectly implying the increase in fund inflows to the money
market. Nevertheless, it is a valuable exercise to understand the recent trends. It
is still possible to see a flow back into bond and equity markets as their worst
performances since 2006 offer some attractive deals. Nonetheless, if further
deterioration in the risk appetite or increase in Turkey’s risk premium prevents
such a return, the direction of the short-term flows would be even more blurred.

In short, the cease of Fed’s aggressive rate easing process and the signals for
rate hikes launched a problematic period for the emerging markets. In such an
environment, it seems difficult for the risk appetite to get stronger, while only
investors of a specific profile would be willing to invest in these markets. In the
recent term, exactly the mentioned type of foreign fund inflows have supported
TRY and let it move in an opposite direction with other financial indicators.









