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suggesting that reaching a deal would not be as smooth as thought. The media

Nilufer Sezgin (Assistant Manager) sources claim that there is a general consensus established between the
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fiscal measures (cutting expenditures and boosting revenues) unlike

Email: research@fortis.com.tr frequently quoted in the media. On the other hand, in a statement regarding

Tel: +212 272 79 98 the talks with Turkey, IMF said that “IMF team and the authorities will

Fax: +212 27544 05 continue their dialogue with a view to finalizing the remaining issues
pertaining, in particular, to the medium-term structural fiscal reform
agenda,” giving the impression that the disagreements are involved more
with longer term issues. Supporting our view was a Reuters news, where “fiscal
rule” and structural reforms in the “public sector other than the central
government” were claimed to be the two key areas that lie at the heart of the
disputes. We had shared our views about the fiscal rule and its design in our
weekly Macro Scope dated 29 October 2007. After that, in another weekly dated
26 November 2007 we had also mentioned about IMF’s suggestions for the fiscal
rule in the new term, quoting from a staff report written for Turkey. The Fund’s
suggestion for the fiscal anchor (*) that would replace the primary surplus target
(PS) arose as an expenditure rule combined with a debt target. Aside from the
complications associated with designing a fiscal rule, a more challenging
issue would be the establishment of a legal framework that would ensure
the government’s commitment to the rule. To put it differently, a framework
must be developed in advance that would describe how to amend the possible
deviations from the rule and the associated sanctions. In the absence of such a
strictly defined legal structure and of a transparent monitoring mechanism, such a
rule would be no different than the PS target set over the last two years. The
same Reuters news claims that another remaining issue to be solved is about the
structural reforms in the public sector other than the central government. Even
though there is no detail about what these structural reforms are, among them
may be strengthening fiscal position of SEEs and maintaining transparency in
fiscal performances of municipal administrations.

That said, the markets do not seem to care much about the sources of
dispute. Instead, they are pretty confident that one way or the other, the
sides will agree on a program with the deal size fulfilling Turkey’s external
financing need. Will the deal be launched before the local elections? We believe
the answer to this question would not make a big difference from that point
onwards and would not alter the perceptions much, either. Even if the program
becomes effective in a short time, there would unlikely be any significant
implications for the economic contraction expected in the first half of the year. A
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more critical parameter for that matter would be the external outlook and the
timing of attaining the bottom in especially the U.S. economy. Amidst the
severest recession in the post-WWII, growth projections have been continually
revised downwards. Yet, struggling in this extraordinary environment, the
governments and the central banks of the developed universe have responded
back with extraordinary measures. In our earlier reports, we frequently
underlined that U.S. President Obama’s plans would be very critical for the
outlook in the first quarter. In that sense, the approval of the package in the
subcommittees of the U.S. Congress is a positive development. While, this
paved the way for the full Senate to begin debating on the package, the size of
package was expanded to US$887bn. Before the bill becomes law, two bodies of
the Congress must approve it. Beside, the growing expectations that Obama will
launch a rescue package for the finance system, including the establishment of a
“pbad bank” to purchase toxic assets are supporting especially the banking
shares. Meanwhile, Fed left the interest rate between the range of 0% - 0.25%,
as expected, while they also underscored deepening slowdown in the economic
activity and “some risks that inflation could persist for a time below rates that best
foster economic growth and price stability in the longer term.” The silver lining
in the statement was the phrase pointing to the improvement in some
financial markets and Fed’s projection of a gradual recovery in the
economic activity later this year. Fed also said that they are prepared to
purchase longer-term Treasury securities if such transactions would be effective
in improving conditions in private credit markets.
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Therefore, the appeal of the attractive valuations spurred by extensive
sell-offs in many markets throughout January, as well as the tentative signs
that deterioration has stabilized in January data (the Eurozone PMIs and the
Consumer Confidence in the external arena, the Real Sector Confidence
Index at home) may be encouraging investors to bet on the “worst is over”
scenario. As a matter of fact, we do not see any other meaningful
explanation for the recent recovery in the risk appetite. However, as we had
emphasized before, in order to sustain this as a permanent uptrend, new data
flow must ensure that the economic outlook does not worsen further, i.e. the new
trajectory is achieving some stability, followed by clues of slight rebound. If this
scenario fails to be true, then the major risk for Turkey would be the failure to
achieve an IMF deal. In that case, the recession at home would deepen going
forward. On the contrary, if an early recovery scenario becomes valid for the
external outlook, the adverse repercussions of the lack of an IMF deal would be
more limited, since the improved financing flows would have downgraded such a
need.

All'in all, while the markets have been discounting that an IMF program will
eventually be launched with a deal size fulfilling the external financing need, they
do not pay much attention to the sources of dispute among the sides. We believe
that lack of consensus on areas associated with long term fiscal outlook signify
more fundamental problems, which would unlikely be easily solved. Even if the
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program becomes effective in a short time, there would hardly be any significant
implications for the economic contraction expected in the first half of the year. A
more critical parameter for that matter would be the external outlook and the
timing of a trough in especially the U.S. economy.

(*) However, a new anchor for fiscal policy will be needed. We suggest consideration of a
fiscal rule (such as a formal limit on spending growth or on the overall deficit). Setting an
explicit limit on spending would not only help keep debt low, but also create space for
growth-enhancing tax reforms, such as cutting the high tax burden on employment and
bank transactions. To be effective, any formal fiscal rule would need to be supported by
ongoing improvements in public financial management and fiscal transparency, as well as
measures, notably civil service and social security reform, to contain nondiscretionary
spending. (Article IV Consultation, IMF)

PS: Please ask for our earlier weekly MacroScope reports mentioned here, if interested.
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Economic and Political Agenda

= The eyes will be on the January inflation at home. Separately, Treasury’s
auctions may come to the forefront, as well, as the heftiest auction of the year will
be held in February. Treasury projected TRY22.9bn domestic debt service in
February. We reckon that TRY20.0bn of this amount will be destined to the
market, with TRY14.2bn portion paid back on February 4" The Treasury had
also forecasted US$1.0bn external debt service in February.

= Glancing at external arena, the non-farm payrolls due Friday is the most
critical item on this week’s agenda. Meanwhile, PMIs and interest rate decisions
in Europe will be eyed.

Data issuances at Home

Importance Indicator Unit Date of issuance  Fortis (Consensus)
Medium TEA's Preliminary Exports, Jan. US$ mn Feb. 1%- 2™ 6,900
Medium CBNC-e Cons. Confid. Index, Jan. - Feb. 2", 7:00 GMT -
High CPl,Jan. %m/m  Feb. 3% 15:00 GMT 0.2 (0.13)
High PPI, Jan. %m/m  Feb. 3 ,15:00 GMT 1.3 (0.00)
Importance Country Indicator Unit Date of Issuance Consensus
High Eurozone Manufacturing PMI, Jan. - Feb. 2", 8:58 GMT 34.5
High uU.s. Core PCE, Dec. % m/m Feb. 2", 13:30 GMT 0.0
High U.S. Manufacturing ISM, Jan. - Feb. 2", 15:00 GMT 32.0
Medium us. Pending Home Sales, Dec. % m/m Feb. 3", 15:00 GMT 0.0
High Eurozone Services PMI, Jan. - Feb. 4", 8:58 GMT 425
Medium U.S. ADP Employment, Jan. K Feb. 4", 13:15 GMT -510
High U.S. Non-manufacturing ISM, Jan. - Feb.4"™ 15:00 GMT 39.3
High UK. BoE Rate Decision bps  Feb.5", 12:00 GMT -50
High Eurozone ECB Rate Decision bps Feb. 5", 12:45 GMT no chg.
Weak u.s. Unit Labor Cost & Prod., 4Q % alq Feb. 5", 13:30 GMT 3.0&0.9
High u.s. Non-farm Payrolls, Jan. K Feb.6" 13:30 GMT -500
High us. Unemployment Rate, Jan. % Feb. 6", 13:30 GMT 74
Macro-Economic and Financial Forecasts
Macro Economic Outlook of 2007-2010
2007 2008f 2009f 2010f
GDP (TRY - mn) 853.7 971.7 981.6 1,076.9
GDP (US$ - bn) 658.8 747.5 609.7 694.8
GDP Growth (yly % chg) 4.6 1.0 -1.0 4.0
PPI (yly % chg) 5.9 8.1 6.0 5.0
CPI (yly % chg) 8.4 10.1 6.5 6.0
Trade Balance (US$ - mn) -62.8 -69.6 -36.2 -45.4
Exports (FOB, excl. luggage trade) 107.3 131.5 118.4 130.2
Imports (CIF, incl. gold) 170.1 201.1 154.6 175.6
Current Account Balance (US$ - mn) -38.2 -42.1 -10.1 -17.2
Current Account Balance / GDP (%) -5.8 -5.6 -1.7 -2.5
Financial Indicators Forecasts
Jan. 30" 1M 3M 6M 12M 2009 2010
US$/TRY 1.6107 1.7000 1.6500 1.6000 1.6000 1.6000 1.5000
EUR/TRY 2.1084 2.2100 2.1500 2.1000 2.1000 2.1000 1.9500
FX Basket 3.7191 3.9100 3.8000 3.7000 3.7000 3.7000 3.4500
EUR/US$ 1.3090 1.3000 1.3000 1.3100 1.3100 1.3100 1.3000
OIN 13.00% 12.50% 12.00% 12.00% 12.50% 12.00% 14.00%
Benchmark Bond 15.10% 15.20% 14.70% 14.25% 14.31% 13.70% 16.00%
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