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ARTICLE

ABSTRACT In 2018, the Turkish economy suffered one of the most severe finan-
cial speculations in its 38-year open economy era. Some have tried to explain 
the causes of the financial turbulence solely by linking it to the deterioration 
in the macroeconomic indicators, such as the inflation rate and current ac-
count deficit. However, this approach cannot help us to understand the fun-
damental causes of the financial turbulence. This paper argues that internal 
and external shocks ranging from the coup attempt in 2016 to geopolitical 
risks hindered the designing and implementation process of the second-gen-
eration reforms Turkey needed to escape from its middle-income trap. As the 
reform process slowed down and the severity of shocks increased; uncertain-
ties over economic performance and policies mounted. This uncertain envi-
ronment paved the way for financial turbulence by providing opportunities 
for speculators to mislead the markets in line with their own interests.
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Introduction

In 2018, the Turkish economy underwent one of the most severe financial 
speculations of its history. The U.S. dollar/Turkish lira exchange rate climbed 
from 3.75 to 4.90 in the first five months of 2018, the lion’s share of the in-

crease coming in May. The lira faced an even harsher depreciation in August 
as the exchange rate peaked at 7.22, before decreasing gradually below 6.00. 

Although many posited that the currency shock emanated mainly from high 
levels of current account deficit and inflation, this “economic” explanation is 
clearly not enough, particularly for a country such as Turkey with its consider-
able economic strength and the level of its financial depth.1 In order to explain 
the sudden and severe volatility in the exchange rate, the following factors 
should also be taken into account: the constant crisis-mongering to create a 
perception that economic governance would be disrupted after Turkey’s tran-
sition to a presidential system, the manipulations with regard to foreign ex-
change markets, the banking sector, and the financial speculations fed by the 
then strained relations between Turkey, and the United States (U.S.).2 
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Turkey is not unfamiliar with ex-
change rate shocks and financial 
crises. The 2000-2001 economic 
crisis, which emanated mainly from 
the flawed economic policies of in-
competent coalition governments 
along with the political and finan-
cial hangover of the “post-modern 
coup” of February 28, 1997, in the 
Turkish economy, as well as un-
controlled globalization, still has a 
prominent place in people’s mem-
ories. The Turkish economy weath-
ered the destructive effects of this 
crisis and made significant progress 
thanks to the political stability fol-

lowing the 2002 elections and resulting economic/financial reforms. The GDP 
per capita has more than tripled to around $10,000 and public debt as a per-
centage of GDP declined markedly from around 70 to 28 percent. Inflation 
rate retreated to single-digit levels sustainably after 34 years of very high rates, 
while exports skyrocketed from $36 billion to more than $168 billion. The 
Turkish industry sector has also expanded dramatically. Between 2002 and 
2017, the industry sector grew by 163 percent, significantly surpassing overall 
economic growth, which stood at 131 percent. The share of the industry sector 
in the economy increased from 17.7 to 20.1 percent.3 Moreover, the banking 
sector has grown substantially as the credit volume to GDP ratio, which aver-
aged 18 percent between 1980 and 2002, expanded forcefully from 13.3 per-
cent in 2002 to 45.3 percent in 2010, and 64.7 percent as of 2018.4 As a result of 
these developments, the finance industry grew by 287 percent and its share in 
the GDP widened from 2.6 to 4.2 percent between 2002 and 2018.5 Alongside 
the financial deepening, the banking sector has also grown significantly stron-
ger on many key indicators, including capital adequacy ratio, non-performing 
loan ratio, the level of credit portfolio diversification and profitability. Note 
that in this period the research and development spending to GDP ratio has 
more than doubled and poverty has almost been eliminated thanks to high 
growth performance and higher levels of social spending.6 

While the Turkish economy has been on a markedly rising trend since 2002, 
Turkey encountered a series of severe internal and external shocks. The 2008-
2009 global financial crisis, the long-lasting shockwaves in the aftermath of the 
so-called Arab Spring (particularly the Syrian civil war), the Gezi Park events, 
the December 17-25 “judicial coup” attempt, the PKK and Daesh-led terrorist 
attacks, most prominent being the July 15 military coup attempt in 2016, and 
finally the financial attacks in 2017 and 2018 have all had markedly adverse 

Although many posited that 
the currency shock emanated 
mainly from high levels of 
current account deficit and 
inflation, this “economic” 
explanation is clearly not 
enough, particularly for a 
country such as Turkey with 
its considerable economic 
strength and the level of its 
financial depth
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effects on the Turkish economy. Despite all of these and to the astonishment 
of many, Turkey remained the third fastest growing country behind China and 
India among the G20 between 2013 and 2018.7

This article aims to analyze the financial turbulence that Turkey experienced 
in 2018 from a political economy perspective. The second section briefly sum-
marizes the course of the Turkish economy from the 2000-2001 economic 
crisis to the 2008-2009 global financial crisis, in order to better understand 
the financial and economic pillars that the Turkish economy has been built 
on, particularly with the help of the first and second-generation reforms. The 
third section discusses how, and in what ways, Turkey tried to achieve a new 
success story by implementing second generation reforms after the 2008-2009 
global financial crisis, only to be hampered markedly by politically motivated 
internal and external shocks since 2013. The fourth section focuses on the de-
velopments before and after the financial turbulence in 2018. The fifth section 
discusses economic and financial vulnerabilities Turkey needs to eliminate, or 
mitigate, in order to have a stronger economic base and financial structure and 
to be able to withstand possible financial turbulences in the future. The sixth 
section concludes with a general assessment.

Turkey’s Economy from the 2000-2001 Crisis to the Global Financial 
Crisis

In the 1990s, political instabilities and bureaucratic incapacity resulted in re-
current political and economic crises in Turkey. The rapid and uncontrolled 
financial liberalization without a solid regulatory framework, the siphon-
ing-off of the public resources by unregulated banks and many others, and 
the “post-modern coup” of February 28, 1997, severely damaged the Turkish 
economy and triggered the 2000-2001 economic crisis.8 This macroeconomic 
predicament resulted in yet another Turkey-IMF deal. 

The constituents’ anger towards the politicians caused a tectonic shift in Turk-
ish politics with the 2002 general elections, as unprecedentedly all political 
parties that had been in the parliament before the elections could not pass the 
10-percent threshold and were left out. As the winner of the elections with 
a clear majority in the parliament, the then one-year old AK Party formed a 
single-party government in 2002. The AK Party had taken over an economic 
wreck of chronic inflation, massive public debt, and an eviscerated banking 
sector with a malfunctioning and underperforming real economy, not to men-
tion high levels of poverty and income inequality.9

As a result of the first-generation economic reforms made by the AK Party, 
along with the favorable global conditions in terms of risk appetite and liquid-
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ity, the Turkish economy success-
fully bounced back from the crisis 
and recovered rapidly. It moved 
even considerably further with the 
elimination of important long-term 
structural problems such as chronic 
inflation, under-regulated banking 
systems, and high levels of public 
debt thanks to the reconstruction of 
the banking sector, tight monetary 
and fiscal policies, and various eco-
nomic reforms.10 

Turkey had suffered from very high 
inflation rates (more than 50 percent 
on average), from the 1970s to the 

2000s because of a vicious cycle consisting of fiscal profligacy, monetization of 
the government debt to a high degree, and very high interest rates that increased 
the debt burden even further. After this cycle had been shattered in 1997 by the 
elimination of monetization through a protocol signed between the Turkish 
Treasury and the Turkish Central Bank (TCMB), it was greatly reduced thanks 
to the fiscal discipline achieved under the AK Party rule during the 2000s.11 
Furthermore, the TCMB adopted an inflation-targeting regime with a firm, and 
sometimes excessive, commitment to price stability and low inflation rates in 
2002. As a result of these developments, inflation rates in Turkey decreased to 
one-digit levels, averaging 8.2 percent between 2004 and 2017.

While the Turkish government pursued a tight fiscal policy and achieved fiscal 
discipline as part of the IMF deal, it also increased social spending considerably 
in almost all areas, particularly health and education, resulting in a much-ex-
panded and deepened social policy base.12 This situation differentiated Turkey 
as a success story among countries who had signed stand-by agreements with 
the IMF. This positive dissociation was completely meaningful, because while 
the IMF prescribed that the Turkish government should cut down spending 
in almost all areas, the government took the other way and expanded social 
spending decisively. To put it another way, Turkey achieved economic stability 
and inclusive growth at the same time by implementing market-friendly poli-
cies, countercyclical Keynesian economic policies, and social policies.13

Alongside the marked amelioration of the macroeconomic outlook, the steps 
taken along the EU membership process and the democratization of the public 
sphere caused a significant improvement in foreign investors’ confidence in 
Turkey.14 The Turkish economy, capitalizing on the favorable global liquidity 
conditions, successfully attracted foreign investments at record levels. Along 

As Turkey was trying to 
upgrade its economic structure 
and potential, the financial 
crisis that erupted in the U.S. 
spread all over the world in 
a relatively short time with 
devastating results making 
the 2008-2009 global financial 
crisis (GFC), by far the worst 
one since the global economic 
crisis of 1929
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with this, TCMB’s extremely tight monetary policy and the strong inflow of 
foreign capital resulted in a significantly overvalued lira. Despite this, Turkish 
exports rose tremendously thanks to the strong emphasis and financial sup-
port for exports in various dimensions by the government as well as a proactive 
foreign policy approach with a view to find new markets around the globe.15

On the other hand, when this economic/financial transformation was hap-
pening, the AK Party had to engage in a political struggle as the elected-gov-
ernment with undemocratic forces in the judiciary and military, where bu-
reaucratic and military tutelage was still strong, and held the conviction that 
they were “ruling the roost.” The “e-memorandum” submitted by the military 
against the government, the high-court decision (famously known as the “367 
crisis”) to prevent the parliament from electing the president, and ultimately 
the closure case of the AK Party (it avoided being banned by just one vote in 
the Supreme Court), were the most important attempts to keep the govern-
ment from functioning, even to eliminate it, and let the continuation of the 
bureaucratic and military tutelage.

From the Global Financial Crisis to Financial Turbulence

In the first five years of the AK Party rule, the Turkish economy bounced back 
from the “lost decade” of the 1990s and the 2000-2001 crisis with impressive 
growth rates thanks to political and financial stability achieved, significant 
improvements in the ease of doing business, first-generation economic re-
forms, marked productivity increases via FDIs and nascent SMEs and export 
incentives.

In order to steadily grow, avoid the middle-income trap, and take its place 
among the league of developed countries, Turkey had to achieve much more 
than what had been done so far.16 In other words, Turkey had to write a new 
economic success story that would trigger long-run sustainable economic 
growth. Strategies and targets such as the implementation of selective indus-
trial and agricultural policies, the shift towards high-tech manufacturing, di-
versification of export markets, and financial deepening form the basis of this 
new story.17

As Turkey was trying to upgrade its economic structure and potential, the 
financial crisis that erupted in the U.S. spread all over the world in a relatively 
short time with devastating results making the 2008-2009 global financial 
crisis (GFC), by far the worst one since the global economic crisis of 1929.18 
Deeply integrated into the global economy, the Turkish economy was also 
negatively affected by this crisis. It first came to a near standstill in 2008 with a 
growth rate of just 0.7 percent and contracted by 4.7 percent in 2009. However, 
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Turkey managed to bounce back impressively and rapidly in the following two 
years with the result that the Turkish economy was among the best perform-
ers in the world in 2010 and 2011. This good performance was mainly due 
to financial reforms made right after the 2000-2001 financial crisis. Having 
learnt a hard lesson just a few years previously, the Turkish banking sector 
became considerably well regulated, prudent, and also resistant to external 
shocks. Moreover, that the weight of the financial sector in the economy had 
not been as high as developed countries back then turned out to be an advan-
tage for Turkey in this period. This is why the GFC had its negative effects on 
the Turkish economy via mostly foreign trade, whereby the credit channel was 
not very influential. 

The predicament of the EU countries and the severe contraction of their econ-
omies in the wake of the GFC affected Turkey negatively since almost half of 
Turkish exports were going to EU countries. Thus, the demand for Turkish 
goods and services shrank considerably in this period and Turkey started to 
exert more effort in trying to diversify its export markets. As a result, the Turk-
ish exports to Asia, the Middle East, and Russia increased significantly, despite 
a 22 percent decrease in overall exports. In the following years, Turkish ex-
ports shot up thanks partly to the increased diversification effort.19 Along with 
this, the dynamism of the real sector and strong domestic demand, paved the 
way for a strong growth performance in 2010 and 2011, in which the Turkish 
economy grew by 9.8 percent on average annually, overcoming the negative 
effects of the GFC much faster compared to other countries.
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the Borsa Istanbul 
SA stock exchange 

on January 1, 
2019 in Istanbul, 

Turkey.

AHMET BOLAT /  
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In the aftermath of the GFC, the Fed, i.e., the U.S. central bank, pursued rather 
an expansionary monetary policy in an effort to invigorate the U.S. economy. 
Other major central banks such as the European Central Bank (ECB), Bank of 
Japan (BoJ), and Bank of England (BoE) followed the Fed in that regard and 
implemented considerably loose monetary policies. Thus, in this period, the 
liquidity injected into the national and regional economies found their way 
to developing countries such as Turkey, considerably in the search for higher 
yields. Foreign capital, which flowed to Turkey in abundance in this period,20 
had a considerable share in the high economic growth rates achieved in those 
years.

However, a rather positive outlook in the Turkish economy was increasingly 
overshadowed by various political developments. The judicial processes of 
the Ergenekon and Balyoz cases forced the government to divert a significant 
amount of its attention and energy to this area after 2010. In addition, an im-
portant referendum in regards to changes in the constitution took place in 
2010 and was accepted with a “yes” vote of approximately 58 percent of the vot-
ers. The constitutional transformation, which took place on the 30th anniver-
sary of the 1980 coup and removed an important chunk of the undemocratic 
components installed by putschists from the constitution, marked a watershed 
moment in Turkey. The changes in the constitution, which was reached by a 
strong societal consensus, helped form the conviction, in the society at large, 
that the construction of a “new Turkey” with all of its positive connotations 
was on the way.

This significant step on the way of democratization gave hope to Turkey for the 
second-generation reforms to be implemented for further economic develop-
ment, a possible continuation of the first-generation reforms, which resulted in 
macroeconomic stability and considerable economic progress after the 2000-
2001 economic crisis. However, the government was growingly distracted and 
the political process in Turkey was considerably distorted by various undem-
ocratic interventions, including the Gezi Park events, the “judicial” coup at-
tempt of December 17-25, 2013, the attacks of terrorist organizations such as 
the PKK and Daesh, the coup attempt of July 15, 2016, and financial attacks 
against the Turkish economy since 2016, not to mention the harsh anti-Tur-
key stance of the West at large. These interventions kept Turkey considerably 

The immediate aftermath of the coup attempt 
was a significant test for the Turkish economy. 
Turkey managed to overcome the difficulties 
with incredibly little damage as both the 
government and the business world stood firm
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away from engaging in the “structural” second-generation reforms necessary 
for further economic progress.21

The outlook of the Turkish economy was rather good in the first months of 
2013, which was reflected in the historically low interest rates of around 4.6 
percent. The Turkish stock market index also boomed to historically high lev-
els of about 93,000. Moreover, another historical moment in May 2013, Turkey 
cleared its debt to the IMF totally by paying the last installment of the loan 
taken from the IMF as part of the stand-by agreement of 2005. However, this 
positive outlook was significantly clouded by the Gezi Park events in June and 
the “judicial” coup attempt in December 17-25.

The Gezi Park events started as an environmental protest against the recon-
struction of a historical building as an effort to save the park and the trees in 
it. However, these events quickly devolved into a revolt against the govern-
ment as extremist groups in the park started to become predominant in the 
protests. In the beginning it was an innocent movement, but it soon became 
a highly non-democratic, anarchic, and even violent movement that no gov-
ernment could tolerate. Even one of the poster boys of the Gezi Park events 
declared openly that the real issue was not about trees, clearly implying that it 
was about toppling the government.22 In an effort to come to a possible com-
mon understanding, the then government, arranged a meeting and listened to 
the demands of the protesters. However, the demands of the protesters went 
considerably beyond what was rational: they demanded the cancellation of 
mega projects such as the “third bridge,” “third airport,” and “Canal İstanbul,” 
which were and are of utmost importance for the Turkish economy.23 The gen-
eral public opinion in regard to the events increasingly soured and eventually 
turned into outright contempt with these indefensible demands alongside the 
violence and anarchy in the Gezi Park. As a result of the rapidly deteriorating 
public opinion and from the strong stance of the then government, these pro-
tests gradually waned and eventually died out without any tangible result.24 
However, the Gezi Park events took their toll on the Turkish economy, as the 
Turkish stock market index in terms of the U.S. dollar declined by 40 percent 
in value and interest rates (government bonds) skyrocketed from 4.6 to around 
8 percent within just 15 days.25

Then came the December 17-25 “judicial” coup attempt, in which FETÖ 
(Gülenist Terrorist Organization) tried to discredit the then government by 
allegations of corruption via its members that had infiltrated the judiciary and 
the police. With this coup attempt, not only the government but also the public 
in general came to understand that the so-called “Hizmet movement” was not 
a peaceful religious organization, but an illegitimate sect with a secret political 
agenda, hence, a threat to national security. It became evident in those days 
that FETÖ, which had been infiltrating the state for more than 30 years, was 
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expecting to assume power when 
the time came. 

The “judicial” coup attempt took its 
toll on the Turkish economy, too. In 
the aftermath of this attempt, the to-
tal value of companies listed in the 
Turkish stock exchange market de-
clined by $49.3 billion, and the net 
outflow of foreign capital amounted 
to $238 million.26 The TCMB tight-
ened its monetary policy to a great 
extent and increased the policy in-
terest rate from 4.5 to 10 percent in 
just one move as a result of the political turmoil Turkey was experiencing.27 
Although the policy interest was gradually reduced to 7.5 percent, the tight 
monetary policy caused the Turkish economy to operate below its potential for 
a considerable time.28 In the wake of the political turmoil, the local elections 
held in March 2014 and the subsequent presidential election in August 2014 
clearly showed that the public in general sided with political stability under 
the then government. Moreover, terrorist organizations such as the PKK and 
Daesh intensified their attacks in Turkey from 2015 onwards. Between July 20, 
2015 and December 31, 2016, the PKK conducted no less than 817 attacks in 
Turkey,29 while between March 2014 and October 2016 Daesh conducted 14 
major terrorist attacks, causing 304 deaths and 1,338 people wounded.30 The 
terrorist attacks and growing instability in Syria at that time also took its toll 
in the Turkish economy as they marred economic activity, diminished tourism 
revenues, and decreased exports.31 In a nutshell, the Gezi Park events, Decem-
ber 17-25 “judicial” coup attempt and terrorist attacks kept Turkey consider-
ably from focusing on the economic reforms it needed to in order to increase 
efficiency and productivity.32 It also needs to be remarked that the Fed’s an-
nouncement in 2013 regarding a gradual tightening of monetary policy after 
years of an extremely loose and “unconventional” one drove investors away 
from developing countries such as Turkey to an extent.33 Over the years, this 
worsening of investors’ mood towards emerging markets had negative effects 
on the Turkish economy.

Meanwhile, feeling uncomfortable with the ambivalent attitude and policies of 
the West in general towards terrorism, Turkey adopted a different foreign pol-
icy stance and distanced itself from its traditional allies to an extent. However, 
this partial switch should be evaluated not as an axis shift in foreign policy 
as argued by some circles but as an attempt to create a rational, pragmatic 
and results-oriented strategy that can reasonably culminate in alternative col-
laborations and partnerships with non-Western states, since Turkey has di-

Internal and external political 
developments such as the coup 
attempt, terrorist attacks and 
growing geopolitical risks have 
had the inescapable effect of 
diverting Turkey’s attention 
considerably away from 
second-generation economic 
reforms
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rectly been affected by the most 
important global developments and 
should come to terms not just with 
Western countries such as the US, 
Germany or France, but also with 
Eastern countries such as Russia, 
Iran, Saudi Arabia, Azerbaijan or 
China.34

After infiltrating intensively almost 
all the bureaucratic mechanisms of 
the state, including the judiciary, 
the police, and the army, FETÖ 
attempted a military coup on the 
night of July 15, 2016, to wrest con-

trol of the country. This attempt was thwarted first and foremost by the people 
of Turkey, who did not hesitate to take to the streets in large numbers to con-
front and fight the Gülenist junta on that night. The firm stance of President 
Recep Tayyip Erdoğan and other political figures was also instrumental in the 
prevention of the coup attempt.35

The coup attempt was also a serious challenge for the Turkish economy, since 
coups or coup attempts can be regarded among the biggest political risks a 
country can ever face. Therefore, the immediate aftermath of the coup attempt 
was a significant test for the Turkish economy. Turkey managed to overcome 
the difficulties with incredibly little damage as both the government and the 
business world stood firm; the former strove to mitigate the possible negative 
effects of the coup attempt in the economy by various expansionary economic 
policies and the latter tried to operate as usual. The economic stance of the 
public was also critical in this successful performance, as they did not panic 
or significantly cut down on their expenditures in the immediate aftermath of 
the coup attempt.36 The stimulus packages offered by the government to the 
real sector and the tax deductions provided to households contributed posi-
tively to both the GDP and employment. Moreover, with the aim of supporting 
the real sector’s access to finance, the government expanded the scope of the 
Credit Guarantee Fund (CGF) in 2017. To avert the possible negative effects 
of the coup attempt on the economy, the government tried to support the real 
sector by greasing the wheels of the credit market. Revitalizing the CGF was 
perhaps the most important step in this context. Easing access to finance for 
SMEs through the CGF was initially an immediate move to avoid a potential 
economic slowdown, rather than being part of a long-term strategy. But after 
a while, the government announced that the CGF would be used as a strategic 
policy tool to finance firms and sectors that are promising in term of increas-
ing high-value added products and exports.37

In the absence of an economy-
based explanation, it must have 
been political factors, i.e. the 
political tensions between the 
U.S. and Turkey over issues like 
FETÖ, the Syrian war, the S-400 
agreement, and the Brunson 
case, that were behind the 
financial attacks and hence the 
severe depreciation of the lira
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It should be noted that the credit rating agencies S&P and Moody’s hastily 
downgraded Turkey’s rating right after the coup attempt,38 although Turkey 
showed a strong resistance against the coup attempt both politically and eco-
nomically, which would result in a positive economic performance and out-
look in 2017. Conflating political issues with economic and financial dynamics 
to such an extent raised suspicions regarding the objectivity of ratings given 
and of assessments made by the international credit rating agencies. Interna-
tional media outlets based in the U.S. and Europe were not exempt from this 
suspicion as they increasingly adopted a bitter anti-Turkey stance in recent 
years.39 

The Turkish economy grew by 7.4 percent in 2017, despite regional and global 
instabilities, such as the extended civil war in Syria, the independence refer-
endum brought up by the Kurdistan Regional Government (KRG) in Iraq, the 
Qatar crisis that upset the balance of the Gulf, and the political instability in 
the Saudi royal family, alongside, of course, the coup attempt in the previous 
year. Moreover, the increasingly tense relations of Turkey, with particularly the 
U.S. and also the EU, put the country in a constant state of crisis management.40 
The disagreements between Turkey and the U.S., such as the FETÖ case, the 
U.S. support to the PYD-YPG in Syria, the Zarrab case, the visa crisis, the U.S. 
decision to recognize Jerusalem as Israel’s capital, and the Pastor Brunson case, 
played their parts in the deteriorating relations between the two countries. The 
financial attacks against Turkey in 2017 and 2018 were direct ramifications of 
these tense relations.

External Shocks Paving the Way for Financial Turbulence

The criticisms that Turkey distanced itself from the growth- and develop-
ment-friendly economic reforms and the EU norms41 are weak as they lack 
a political economy perspective both at the national and international level. 
Internal and external political developments such as the coup attempt, ter-
rorist attacks, and growing geopolitical risks have had the inescapable effect 
of diverting Turkey’s attention considerably away from second-generation 
economic reforms such as forming a comprehensive, visionary, and perfor-
mance-based incentive system for the real sector, improving the education sys-
tem, deepening financial sector, and strengthening the capital markets further.

Moreover, the stagnation of Turkey’s EU accession process stemmed mainly 
from the EU and the increase in populism in Europe along the lines of the far 
right in the aftermath of the GFC. EU countries and institutions continuously 
disappointed Turkey when it came to issues such as the Cyprus referendum, 
Syrian refugees, the PKK, and FETÖ. Many European politicians embraced 
an “EU without Turkey” attitude with an excessively confrontational stance 
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against Turkey usually for short-
term political gains. Meanwhile, 
Turkey’s enthusiasm for entering 
the EU diminished markedly as 
the viability of the EU project after 
the GFC has been damaged signifi-
cantly by the Greek crisis, Brexit, 
and the rise of the far right in Eu-
rope, alongside the EU’s existing 
drawbacks such as an aging popu-
lation and the stagnating economy.

Having overcome a number of obstacles, Turkey grabbed the opportunity to 
initiate needed political and economic reforms through a better-organized and 
visionary presidential system after the April 2017 referendum and the June 
2018 snap elections. However, the deep financial attacks against Turkey be-
came the main challenge with which the government had to deal. In other 
words, short-term challenges once again trumped long-term issues in Turkey. 

Between May and August 2018, Turkey suffered one of the most severe ex-
change-rate fluctuations in its history. Turkey had experienced three major 
speculative attacks in 2016 and 2017 (the first in November 2016, the second in 
January 2017, and the third in October-November 2017). Yet, even these ear-
lier attacks pale significantly in comparison to the speculative attacks in 2018.42 
The U.S. dollar/Turkish lira exchange rate skyrocketed from 3.75 in December 
2017 to an incredible 7.22 in August 2018.

The Turkish economy and public finances were not in such a bad shape as to 
trigger such a severe fluctuation in the exchange-rate markets. Nor did the 
government discard fiscal discipline because of the elections, unlike some 
international analysts argued as a possible cause of soaring volatility. On the 
contrary, the general economic framework in Turkey has remained consider-
ably good. Fiscal discipline has always been maintained during AK Party gov-
ernments, even in the election years. Actually, the government succeeded in 
preserving fiscal discipline despite having endured serious political challenges 
including a coup attempt and having experienced seven elections since 2013. 
As a result of this stern stance, Turkish public debt to GDP ratio has been one 
of the lowest in the world.

Moreover, contrary to what was posited by some observers, the transformation 
of the political system did not result in a deviation from free-market norms in 
Turkey. Despite some concerns that the Central Bank would lose its indepen-
dence after the elections, it did not refrain from aggressively increasing interest 
rates when it deemed necessary. It is thus difficult to attribute the sudden and 
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sharp fluctuations in the currency market to solely the concerns about mone-
tary and fiscal policy.43 

In fact, as a result of the highly fluctuating global economy and finance over 
the past decade, many countries such as Turkey have faced certain macroeco-
nomic problems, which included high levels of current account deficit and the 
reemergence of double-digit inflation rates after a long time. After the stagger-
ing events of 2016, the Turkish economy grew more than its potential in 2017, 
causing the current account deficit to rise. As Turkey is considerably depen-
dent on external sources for energy and intermediate goods, it experiences a 
rise in current account deficit during the periods of high economic growth. 
Hence, the rising cost of imported intermediate goods due to depreciation of 
the lira as well as some of the structural problems in agriculture and food sup-
ply chains caused a mild increase in inflation in 2017.

However, neither the worsening of the current account deficit nor increases in 
the inflation rate can explain such a jump in volatility in the exchange rate in 
such a short period of time. Within this framework, it is not easy to explain 
the depreciation of the lira in 2018 in economic terms.44 In the absence of an 
economy-based explanation, it must have been political factors, i.e. the polit-
ical tensions between the U.S. and Turkey over issues like FETÖ, the Syrian 
war, the S-400 agreement, and the Brunson case, that were behind the financial 
attacks and hence the severe depreciation of the lira.45 In such a sensitive en-
vironment, tensions between the U.S. and Turkey and the strengthening of an 
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anti-Turkey stance of Western media outlets at large in tandem, unsettled for-
eign investors regarding Turkey. Particularly a tweet posted by the U.S. Pres-
ident Donald Trump on August 10 attacking the lira directly, alongside the 
distortion by some media outlets of President Erdoğan’s August 12 statement 
regarding financial markets in such a way that, foreign currencies in Turkey 
would mandatorily be converted to the lira when such a move was clearly out 
of the question, played into the hands of speculators. Taking advantage of the 
opportunity created by such an atmosphere of rising uncertainty and anxiety, 
financial speculators tried to increase their gains by betting against the lira. 

It is well known that the U.S. has been using its economic and financial power 
as a weapon against many countries in recent years, including China, Russia, 
Mexico, Canada, Turkey, and Iran, in the form of protectionist measures46, eco-
nomic/financial sanctions, and attacks against national economies and even 
national currencies. This has often been conducted through tweets posted by 
Trump himself, such as the one attacking the lira directly, causing anxiety in 
financial markets, and triggering capital outflows and the devaluation of the 
lira. 

Reducing Economic Fragilities in Rough Seas

In the aftermath of the GFC, a significant portion of the liquidity (amounting 
nearly to $13 trillion)47 that was injected into the financial markets by the four 
central banks (i.e., the Fed, ECB, BoJ, and BoE) flowed to developing countries, 
including Turkey, in search of high returns. In an environment where global 
liquidity was abundant and global interest rates were considerably low, and 
where lira-nominated fund-pool was relatively shallow and borrowing costs 
were relatively high, Turkish companies were inclined to borrow in foreign 
currencies such as the U.S. dollar and euro. While net short-term position of 
Turkish firms in general in terms of foreign currency exposure has remained 
positive, historically low interest rates encouraged some firms to borrow in 
foreign currencies excessively as they ignored exchange rate risk and dimin-
ished the stamina of the Turkish economy to external shocks.

At this point, one should underscore that around 2014 the overall monetary 
policy stance of the AK Party government changed significantly, from a highly 
welcoming and accommodating approach to foreign capital, to a more or less 
balanced one.48 From that time on, the government has adopted a monetary 
policy understanding that is friendlier to the real sector, exporters, and house-
holds in general, and tried to limit the massive influence of financial markets 
on the TCMB, which had already been implementing a more balanced mon-
etary policy since 2010. In earlier years, when global liquidity used to abound 
for the most part, the government had not tried to regulate and limit the in-
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flowing foreign capital to Turkey. Par-
ticularly in 2010 and 2011, when mas-
sive amounts of foreign capital were 
flowing into Turkey, this no-action 
attitude resulted in record-breaking 
current account deficits. Moreover, 
the government had a total hands-off 
approach to the extremely strict mone-
tary policy implemented by the TCMB. 
Particularly between 2004 and 2008, 
the TCMB pursued an incredibly strict 
monetary policy with policy interest 
rates averaging 21.3 percent when av-
erage inflation rate was just 9.1 percent 
(note that this was happening during 
global abundance of liquidity). General monetary policy stance was no differ-
ent in the whole 2002-2009 period with high levels of real interest rate. 

This overall excessively welcoming and accommodating approach to foreign 
capital between 2002 and 2014 resulted in the overvaluation of the lira to the 
order of 60 percent and massive expansions in current account deficit. Had the 
government tried to limit the inflow of foreign capital and sterilized a good 
portion of the incoming U.S. dollars during this period, Turkey would have 
been in a better position today, both economically and politically. First, the 
lira would not have been overvalued that much, if not overvalued at all, and 
the Turkish manufacturing sector would have grown bigger. Second, Turkish 
exports would have increased more and the current account deficit would not 
have expanded as much. Thirdly, Turkey would have been much more resilient 
against the financial attacks it has endured in recent years. 

Turkey has also been criticized on the grounds that it invested considerably in 
sectors with relatively low productivity and few export opportunities, such as 
energy and construction/transportation during the period of abundant and 
cheap liquidity.49 While having some merits from a short-term standpoint, this 
criticism fails to acknowledge the positive externalities and indirect productiv-
ity increases resulting from infrastructure improvements in sectors such as en-
ergy and real estate. This point is particularly relevant for Turkey, since it had to 
focus more on energy and infrastructure investments, because of considerably 
insufficient and lackluster performance in these fundamental sectors, which 
constitute the “physical base” of economic development. These investments, 
which should have been started in the 1960s and spread out over forty years, 
had to be squeezed into a short period, resulting in directing an important part 
of the financial resources towards these sectors in the 2000s.A good portion 
of the national savings went to the construction sector in the 2000s, because 
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of its high yields and the dearth of other 
investment opportunities, a situation 
which is a logical extension of the in-
frastructural necessity. It should also be 
noted that rapid expansion, high returns, 
and rising prices in the construction sec-
tor did not amount to a real estate bub-
ble, but a markedly delayed correction, 
which resulted in the maturation of the 
Turkish construction industry.

The era of global liquidity abundance more or less came to an end as the Fed 
changed its monetary policy stance slowly but surely, and started to raise pol-
icy interest rates at varying intervals after 2014, before tentatively increasing 
it to an extent in 2019 as economic concerns start to accumulate. In addition, 
international investment appetite for developing countries declined sharply 
because of the global uncertainties fueled by trade wars and geopolitical risks. 
This meant that the party was over as capital inflows to emerging economies 
slowed down considerably, local currencies depreciated markedly against the 
U.S. dollar, and borrowing costs in foreign currencies increased to an extent.50 
Companies engaging in long-term investments by piling up debts in foreign 
currencies and without foreign-currency revenues through exports saw their 
balance sheets deteriorate more or less with the turn in the tide of global risk 
appetite. 

While it is obvious that fiscal discipline is critical for macroeconomic stabil-
ity, a debt level as low as 28 percent could be regarded as ultraconservative 
as it significantly falls below 60 percent of the relevant Maastricht criterion. 
Therefore, it could have been better for the Turkish government to borrow 
somewhat more and raise the debt level to around, say, 40 percent during the 
“good times” of abundant liquidity and ultra-low interest rates to put that extra 
liquidity into good use in “rainy days,” when the cost of borrowing is high, and 
the real sector was having difficulty paying their debts. In this way, the gov-
ernment could have been in a better position to relieve the markets in times of 
financial turbulence.

On the other hand, in an effort to mitigate exchange-rate risks, the government 
could have prevented companies with no or insufficient foreign-currency reve-
nues from taking on (excessive) debts in foreign-currencies in a timelier man-
ner, just as it stepped in to protect households and the financial system itself in 
2007 and hindered banks from extending mortgage loans in foreign curren-
cies. The idea of such a regulation began to emerge only in 2016. Moreover, 
more selective and restrictive regulations with regards to capital inflows could 
have been implemented and the U.S. dollar could have been sterilized, hence 
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the overvaluation of lira could have been averted in the period of global liquid-
ity abundance. In addition, the (remaining) foreign capital flowing to Turkey 
could have been channeled towards sectors with higher potential in terms of 
productivity gains and export revenues through selective industrial policies, 
especially between 2010 and 2014.

Although Turkey was able to successfully deal with many of its macroeconomic 
problems after the 2000-2001 crisis, it has not been able to find a definitive 
solution to the dollarization problem, which took root in the high-inflation 
era between 1971 and 2004 and reflected the scarcity of different investment 
opportunities. Although dollarization decreased considerably during the last 
decade as a direct result of relatively low levels of inflation rate and macroeco-
nomic/financial stability, it first trended upwards and then accelerated thanks 
to the exchange rate shock in May-August 2018 as domestic investors increased 
their foreign currency demand significantly. Although the lira appreciated con-
siderably against the U.S. dollar and recouped a large part of the earlier losses 
and volatility in the exchange rate markets declined considerably after October 
2018, dollarization intensified further, reflecting worries of the domestic inves-
tors regarding the exchange rate markets. Moreover, as highly unconventional 
as it may sound, scaremongers in the social media regarding the future value of 
the exchange rate also contributed to the dollarization in Turkey.

Turkey needs to reduce dollarization considerably for the monetary transmis-
sion mechanism to function properly. To do this, on top of everything else, 
inflation rate should be decreased to a reasonable level and macroeconomic/
financial stability should be achieved. Secondly, regulating the selling, renting, 
and leasing of transactions denominated in foreign currencies will also help in 
the mitigation of dollarization. Thirdly, increasing the number of investment 
opportunities may help lessen the appeal of dollarization, since the dollariza-
tion tendency emanates mostly not from common people but big corporates 
and investors in Turkey, as is the case in many other countries.

After the currency shock the New Economic Approach and New Economic 
Package (NEP), announced by Treasury and Finance Minister Berat Albayrak, 
put forward the medium-term priorities and aims of economic governance 
and fiscal policy.51 As outlined in the NEP, the main goal of the economy man-
agement until 2020 is to rebalance the economy by repairing the partial dam-
age and to achieve macroeconomic stability, first and foremost by reducing 
inflation rate and current account deficit to reasonable levels.52 The NEP is 
a medium-term dynamic program based on the three principles of “balance, 
discipline, and change” with realistic targets. The NEP, on the one hand, de-
clares that fiscal discipline, which is instrumental in the way of decreasing 
inflation rate and current account deficit and of economic rebalancing, will 
be maintained as before. On the other hand, it aims at planting the seeds of 
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the structural transformation needed by the Turkish economy through vision-
ary, highly selective/effective and target-based economic policies53 that will 
strongly support strategic and high value-added industries.

To rebalance the economy by slowing down inflation and the current account 
deficit, the government has decided to implement a more stringent fiscal policy 
than in the previous years. In this regard, increasing the coordination of fiscal 
policy with monetary policy, reducing waste and indispensable public expen-
diture items, and reforming the tax system are prioritized. It should be under-
lined that switching to a tight fiscal stance does not mean that the public sector 
will be out of the economic equation. Considering the current strong public 
finance figures Turkey does not need to implement strict austerity measures, as 
the Southern European countries did during the global financial crisis.54 It just 
needs to reduce redundant government expenditures, cap off non-effective tax 
exceptions and other incentives, and reinforce justice of taxation. 

The Turkish economy and the banking sector have been relatively well-
equipped to weather the difficulties that emanated from the deterioration in 
the global financial atmosphere. Thanks to an incessant commitment to fiscal 
discipline, the general government gross debt-to-GDP ratio has plummeted 
from 72 to just 28 percent between 2002 and 2017. This level is considerably 
lower than that of most industrialized and developing countries, making Tur-
key one of the least indebted states in the whole world.55 To compare, the ratio 
is 64 percent for Germany, 88 percent for the United Kingdom, 97 percent for 
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France, and 98 percent for Spain. The average of this ratio for the Euro area 
is more than three times that of Turkey’s. A similar, albeit less pronounced, 
picture emerges when we look at the developing countries. Here, some of the 
ratios are 83 percent in Brazil, 71 percent in India, 54 percent in Malaysia, and 
47 percent in China. Turkey has fiscal space to support promising firms and 
industries, while maintaining fiscal discipline.

Turkey’s external debt level of is also quite manageable, though it is not as low 
as its public debt level. It should be noted that the external debt level is not to 
be minimized, but to be optimized, since its level shows both the extent of in-
vestors’ interest in the country and of the capacity of the country to pay off its 
debt. Therefore, the vitality and growth performance of the country should be 
taken into account when assessing the sustainability of the external debt load. 
When these points are considered, it becomes apparent that the external debt 
level is certainly sustainable. The gross external debt-to-GDP ratio for Turkey 
stood at 56.7 percent as of 2018. While this ratio declined steeply, from 54.8 
to 38.0 percent between 2002 and 2006, it averaged 38.4 percent with little 
fluctuation between 2006 and 2013, thanks to a strong economic growth per-
formance along with a strict monetary policy and global liquidity abundance 
(hence the overvalued lira), which together caused the denominator (GDP in 
dollars) of the ratio to rise much faster than the numerator (external debt in 
dollars). During this period, the gross external debt stock increased from 208.0 
to 392.8 billion dollars. However, between 2013 and 2018, this ratio increased 
sharply from 41.3 to 56.7 percent thanks to the reversion of the earlier trend, 
though gross external debt stock increased only from $392.8 to $444.9 bil-
lion.56 In this period, Turkish lira lost a great deal of value against the U.S. 
dollar, decreasing the denominator of the ratio to a great extent, despite strong 
growth performance (except in 2018) and strict monetary policy. This ratio is 
considerably higher in most industrialized countries than in Turkey. For ex-
ample, the ratio is 143 percent for Germany57, 216 percent for France58 and 307 
percent for the United Kingdom.59 On the other hand, while there are some 
developing countries with higher gross external debt ratios than Turkey, this 
ratio is somewhat lower in many developing countries. For example, the ratio 
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is 36 percent for Brazil,60 37 percent 
for Indonesia, 38 percent for Mex-
ico, 56 percent for Argentina,61 and 
65 percent for Malaysia.62 

One critical factor for a country re-
garding gross external debt is the 
capacity of that country to pay off 
its short-term external debt. This 

capacity is particularly high for Turkey, since nonfinancial firms’ foreign ex-
change assets ($94.2 billion) exceed their short-term foreign exchange liabil-
ities ($89.2 billion) by $5 billion as of January 2019.63 Moreover, the Turk-
ish financial industry is in rather a good position and well-hedged in terms 
of foreign exchange position, such that the Turkish financial industry has 
around 5 billion lira surplus of net foreign exchange position as of December 
2018, according to the Turkish Banking Regulation and Supervision Agency 
(BDDK).64

Economic policies of early AK Party governments achieved significant suc-
cesses in strengthening the public finance and restructuring the banking sys-
tem. Thanks to the strictly-implemented comprehensive reforms on public 
finance and financial system, the Turkish economy overcame the GCF with 
relatively little damage and bounced back rapidly. However, the highly lib-
eral and finance-centric economic policy approach produced some important 
side effects such as premature deindustrialization. Due to reasons mentioned 
above, in the wake of the GFC, Turkey failed to implement real sector-oriented 
long-term structural reforms to reduce its external dependence on intermedi-
ate goods and energy. This external dependence, in turn, has disrupted current 
account balance considerably and rendered the real sector less resilient to the 
external shocks. Moreover, an excessively overvalued lira and a non-selective, 
ineffective, and inadequate incentive system as part of an industrial policy, has 
hindered the development of high value-added products.

For the last few years, on the other hand, AK Party governments have made 
considerable strides in industrial policy and accelerated incentives and invest-
ments in order to avoid premature deindustrialization, boost high value-added 
domestic production, and deepen and diversify domestic energy resources. 
There are two main reasons behind Turkey’s transition to a more developmen-
talist approach in terms of economic policy. First, in the post-GFC period, the 
axis of the global economic order has been shifting, slowly but surely, from a 
liberal to a more protectionist one. This paradigm shift has produced a friend-
lier environment for developmental policies within which domestic industries 
are protected and supported. Second, the Turkish economy needs a structural 
transformation centered on manufacturing to avoid the middle-income trap 
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and eliminate the current account deficit problem. Within this framework, a 
developmentalist approach is highly promising in terms of responding to Tur-
key’s long-term economic needs, though there are some policy distortions to 
be resolved and policy experiences to be gained along the way.

Conclusion 

Turkey is a country that has on average not yet been able to fully achieve its 
economic potential. While the Turkish economy performed close to its po-
tential in times of political stability, it fell considerably short of its potential 
during the periods of political instabilities emanating from intermittent mil-
itary coups, which considerably disrupted politics and the very fabric of the 
society, coalition governments with markedly weak governing capacities, and 
internal crises, which paralyzed politics and bureaucracy. In the aftermath of 
the 2000-2001 financial crisis, the Turkish economy thrived and expanded tre-
mendously towing much to the continuous political stability achieved after the 
2002 general elections, especially until 2013.

The year 2013 was a critical turning point for Turkey. Internal and external 
shocks such as the Gezi Park events, the December 17-25 “judiciary” coup at-
tempt, the deepening Syrian war, terrorist attacks particularly by the PKK and 
Daesh, financial attacks and economic manipulations, the markedly strained 
relations with the Western countries, and most importantly, the military coup 
attempt of July 15, 2016, all diverted Turkey’s time and energy away from the 
structural reforms needed to break the middle-income trap. In addition, the 
diminution of the global risk appetite towards developing countries such as 
Turkey had adverse effects on the Turkish economy. All these developments 
forced the Turkish government to involuntarily postpone the resolution of var-
ious structural problems such as the low share of high-tech products in the 
manufacturing industry, high dependence on intermediate goods for imports, 
a high level of current account deficit, and around 10 percent of long-term un-
employment rate. They also slowed down long-term productive investments 
by increasing uncertainties and reducing investors’ confidence.

As a response to the external and internal shocks suffered, the government 
implemented a countercyclical fiscal policy and exerted considerable effort to 
keep the economy on track via stimulus packages and various supports to the 
real sector after 2013, without sacrificing budget discipline. Thanks partly to 
these efforts, but most importantly due to the dynamism of the real sector, the 
Turkish economy has been able to maintain its strength and vigor.

In 2018, the Turkish economy suffered a severe financial attack, accompanied 
by an increasingly hostile approach by Western media outlets., This resulted 
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in a severe depreciation of the Turkish lira, 
significantly higher inflation and interest 
rates, and economic stagnation in Turkey. As 
a response to these economic challenges, the 
government focused firstly on decreasing in-
flation rate and keeping budget discipline in 
an effort to achieve macroeconomic stability.

To render the Turkish economy more resil-
ient to internal and external shocks, Turkey 
needs to enact real sector reforms, such as 
strengthening the risk management mecha-

nisms of the real sector, developing financial alternatives that enable SMEs to 
move more towards capital markets rather than the banking system for access 
to finance, and reducing the reliance on medium- and high-tech imported in-
termediate goods in manufacturing. This necessity will presumably be more 
and more relevant in the short and long term thanks to intensifying geopoliti-
cal risks, trade wars and political uncertainties in the world at large, along with 
the probable slowing-down of the global economy.

Last but not least, for the Turkish economy to write a new success story, Turkey 
needs to implement smart industrial policies that prioritize high-value added 
product groups and sectors with greater export potential through a deep bu-
reaucratic capacity that pursues coherent, predictable and flexible policies, 
along with bold entrepreneurs and investors, who want to have a share in the 
development of the country. 
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