
Introduction 

Historically equipped with political and economic baggage, Turkey’s economic performance in the last 

decade was of an exemplary one leading to increased employment and income. With a population of 83 

million and GDP of 761 billion USD, it was one of the fastest growing economies in manufacturing and 

agricultural sectors in the MENA. In recent years, the country shifted its focus to the service sector namely 

tourism, transport, and communication. While growing economic and political vulnerabilities threatened to 

weaken such accomplishments turkey’s dependency on foreign currency debt increased.  

As a result, excessive borrowing resulted in increased twin deficit (CA and fiscal deficit), exposure to 

Foreign currency debt and shortage in reserves. This multifaceted economic and financial crisis was 

aggravated by mismanaged expansionary fiscal and monetary policies. The least to say is that this year was 

severe on the Turkish economy. A global pandemic accompanied by distortions on supply and demand 

sides, mounting political uncertainties, tensions with the US and Europe, compounded with the aggressive 

interference of President Recep Tayyip Erdogan in various regional conflicts will only aggravate the 

negative economic backdrop. 

 

Current Economic profile 

Looking at Turkey’s 2020 economic outlook in a glance, GDP recorded a contraction of 1.5% with a 

projection of further 3.8% contraction, a current account deterioration of around $24 billion, or 3.5% of 

GDP to finance the drop in exports and rise in imports, a decline  in tourists’ activity and in demand and 

consumption due to the pandemic,  a contraction in investments and exports, a decline in both industrial and 

services production (WB data).  Most importantly, a slump in the lira to 8.2 per dollar which corresponds to 

almost 28% drop and an increase in inflation estimated to 12.1% (Bloomberg). Such indicators will only 

increase expected poverty and unemployment rates. 

The response to the currency crisis came as a fiscal policy expansion and a monetary policy loosening or 

what is known as “quantitative easing”, aiming at reducing interest rates, in order to encourage investment 

and borrowing in the hope of reviving the economic wheel and  creating jobs.  

On the financial front, the monetary loosening did not come at no cost. To maintain the lira from sliding 

further, the central bank not only used its reserves but also those of the commercial banks’ deposits. This 

put further pressure on the FX position, creating more borrowing needs and resulting in debt/GDP ratio of 

27% . Furthermore, the need for foreign imports, due to decrease in exports put additional pressure on the 

reserves hence on the lira.  

Despite the central banks failed attempts to hold back the currency from spiking by injecting few USD 

millions, Turkish net foreign reserve are rapidly depleting with Turkish banks highly exposed to 

government debt. Subject to external macroeconomic vulnerabilities and aggravated by Erdogan’s non-



credible political and economic stance, investors are fleeing their capital away from Turkey as a result of 

fear and lack of confidence. Such a behavior contributed to currency depreciation and higher inflation in a 

loop circle. It is not until recently that the Central bank started tightening its monetary policy. 

Background 

How did Turkey go from a rapidly growing high to middle income economy to a model of repressive 

populism? And what is next for Turkey? 

The story started with President Erdogan’s thirst to revive his past powers both internally and regionally. In 

2018, He appointed his son in law as a minister of finance and a non-independent central bank governor to 

consolidate his grip of power not only over political matters but also over close implications on economic 

policies.  

First his foreign policy regarding warring parties in the neighboring region raised the alarm for turkey’s 

economic allies especially Europe, who happens to be the main outlet for Turkey’s exports.  Such 

geopolitical tensions emerged at a time where the country is already plunging in a world pandemic and in a 

global economic slowdown, which severely affected Turkey’s exports, tourism, demand and consumption. 

The lira began its free fall in mid-2018, amid foreign investors retreat due to the mistrust and growing 

concerns about Turkey’s deteriorating political and economic institutions. Not withstand the credit rating 

agencies’ revision that further fed on the lack of confidence. Commercial banks allowed capital outflows 

and domestic depositors dollarized their deposits which in turn led to the dollarization of the government 

debt. 

On the economic front, Erdogan’s unorthodox policy to hinder the economic meltdown was to fuel an 

unsustainable short-term growth with cheap and unrestrained credit at low interest rates hence exposing 

commercial banks and Central Bank to foreign currency debt. Basically, a large share of Turkey’s fiscal 

deficit is currently being financed in foreign currency by the domestic banking system. Add to that the 

excessive public sector expenditure on mega-projects such as a new airport and a bridge and the like also 

financed by commercial banks foreign currency deposits. Such investments, in turn, crowded out any long-

term private investments.  

 

 

  

This resulted in excessive personal and corporate borrowings fueling both inflation and the twin deficit. To 

date, businesses, commercial banks, and the government alike are exposed to higher external debt burdens 

with the lira value substantially falling. The president's "unconventional economic policies" to save the 

economy from sinking, however, stimulated a sustained rise in foreign currency loans by around 50% and 

created a whole in the foreign reserves position. A correction has only become possible through 



fundamental economic factors that will lead to increased production, tourism, and exports, rather than 

depletion of the reserves.  

Exit scenarios: 

One possible scenario is that Turkish authorities continue with their unorthodox policies of keeping interest 

rate low and rendering cheap credit. This will create financial instability, unsustainable debt and inevitable 

depletion of reserves. The only solution in such scenario is to fully allow to currency to depreciate inducing 

more competitive exports.  

Under the above scenario, another way of reducing the current account deficit and replenishing dwindling 

reserves is by attracting cheap FDIs, especially that many investment projects related to energy rail and 

education were already approved. Such investments can only see the light if Turkey puts in place economic 

and political reforms aiming at accelerating recovery post COVID. As a result, confidence is rebuilt at the 

investors, international community and neighboring countries level alike.   

Turkey may yet be able to overcome this challenging period if its authorities transition to a tight monetary 

policy with targeted capital controls that aim at raising interest rates reducing credit and stopping the capital 

flee. Such policy would stabilize prices and the demand for reserves and ensure sustainable long-term 

growth. With the right reforms, Turkey can boost social gains from real production in the textile and other 

manufactured goods and can also revive its trade relations as well as touristic activities with its neighboring 

countries namely the Arab countries.  

Turkey is a resourceful country with a geopolitical importance. A positively neutral political stance would 

enhance its role as a strategic ally for both the GCC and NATO countries. Such a stable political 

environment would revive mutually beneficial cooperation with the Arab countries and attract tourists, 

investments and trade leading to substantial job creation.  
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