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The Turkish economy suffered a significant currency crisis in 2018. From January until mid-
August, the Turkish lira lost 40% of its value relative to the U.S. dollar. In the first two weeks of
August alone, the lira depreciated by about 25%. Through the course of 2018, major companies
such as Yildiz Holding and Turk Telecom went into bankruptcy or required major debt
restructuring. Alongside them, hundreds of smaller companies defaulted on their debt and
declared bankruptcy. How should Turkish institutions respond to this shock and what caused it?

Preparing the Stage for the Looming Crisis

The year 2017 was great for the Turkish' economy. Real GDP increased by 7.4% relative to the
prior year. In the third quarter, growth exceeded 11% year-on-year, outperforming all major
economies. (See Figure 1). After the failed coup attempt of 2016, the security situation improved
markedly. As the probability of internal conflict decreased, tourists started to return to Turkey.
Tourism revenue in 2017 roughly recovered to 2015 levels. In line with the increase in output,
unemployment dropped to less than 11% and inflation increased to 12%. (See Figure 2). Reasons
behind the economic expansion included tax cuts and a government loan program to small and
medium-sized enterprises. Corporate borrowing increased sharply, including borrowing in
foreign-denominated currency. (See Figures 4, 5 and 6). Turkey’s current account deficit stood
at 6.7% of GDP, exceeding that of all 34 other OECD members in 2017, most of this financed via
liquid (net) portfolio flows rather than (net) FDI. (See Figure 3).

The outlook for 2018 was generally positive. For example, BBVA Research projected a real GDP
growth rate of 4.5%. The Turkish economy was expected to benefit from a better growth outlook
for the global economy as a whole.
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The Currency Crisis as It Happened

The year 2018 began with unfavorable external conditions for Turkey and other emerging
markets. For one, the U.S. Federal Reserve engaged in contractionary monetary policy. The
short-term lending rate gradually increased from 1.4% to 2.2% over the course of the year with
the first hike in March 2018. Meanwhile, U.S. government bond yield also trended upwards.

In February 2018, the IMF published a statement recommending that the Turkish central bank
increase interest rates. They wrote:

“Reining in inflation remains the most important challenge for monetary policy...In staff’s
view, as part of a recalibrated policy package, a front-loaded monetary tightening is called
for to secure the credibility of the central bank’s inflation forecasts and to move closer, over
time, to its 5 percent inflation target.”

This recommendation was not well received in Turkey. Shortly after the IMF report, Cemil Ertem,
the senior economic adviser to President Erdogan, published an opinion piece and wrote the
following in response: “Not only Turkey, but all developing countries should do the opposite of
what the IMF preaches.” In other words, he advocated a reduction of interest rates. Ertem
explained his views in a follow-up opinion piece in June. He wrote:

“..this understanding sees inflation as a monetary phenomenon, and accordingly, monetary
tightening with high interest is the only remedy of inflation...Years of experience have shown
that monetary tightening-driven steps alone do not provide a lasting solution to inflation...”

Growing inflationary pressure and the lack of monetary response were named as key reasons
for the downgrades that Turkish government bonds received by rating agencies. Moody’s
downgraded Turkish government.debt in March 2018, citing “faltering institutional strength”
due to the erosion of checks and balances under the leadership of Recep Erdogan, Turkey’s
president, and the failure to contain inflation. The concern about spiraling inflation was justified.
From March to April, for example, the Consumer Price Index increased by 1.87%, and from May
to June jumped by 2.67%. In May, the rating agency Standard & Poor’s further downgraded
Turkish government debt. It wrote in a statement:

“The downgrade reflects our concerns over a deteriorating inflation outlook and the long-
term depreciation and volatility of Turkey’s exchange rate...The rating action also reflects our
concerns over Turkey’s deteriorating external position and rising distress in the externally
leveraged private sector.”

While campaigning for reelection, President Erdogan also shared his views on monetary
economics in a speech he delivered in May: “If my people say continue on this path in the
elections, | say | will emerge with victory in the fight against this curse of interest rates...Because
my belief is that interest rates are the mother and father of all evil.”

Indeed, and following the belief voiced by Erdogan and his economic advisor Ertem, interest
rates remained flat until May. (See Figures 6 and 8) After his reelection, he strengthened his
influence on economic policy. For example, Erdogan appointed his son-in-law as Minister of
Treasury and Finance.
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By mid-July, the Turkish lira had lost more than 25% of its value relative to the dollar since the
beginning of the year. Many companies who had either borrowed in foreign currency or imported
raw materials experienced severe pressure as a result of the depreciation. On August 10, Erdogan
commented on the depreciation in a speech:

“If there is anyone who has dollars, euros or gold under their pillow, he should go and convert
this at the bank...This is a national, domestic battle. This will be my people’s response to
those who have waged an economic war against us...Turkey will not surrender to economic
hitmen.”

On the same day, briefly after Erdogan’s speech, U.S. President Donald Trump announced a 50%
tariff on Turkish steel and a 20% tariff on Turkish aluminum. The result of these two events was
a sharp increase in capital outflows and a dramatic fall in the Turkish lira, which-lost 14.3% of its
value relative to the dollar over the course of the day.

Central Bank Action and the Recovery of the Lira

The Turkish central bank responded to the currency onslaught with a series of measures
intended to support the lira. The main one was to change bank regulations, making it much
harder for Turkish commercial banks to lend lira to “short-sellers.” These measures effectively
doubled the annualized borrowing cost for short sellers, causing them to retreat and the lira to
rise. The most significant step came on September 13, when the central bank increased the
interest rate by five percentage points. This unexpected rate hike eventually led to an exchange
rate of around 6.1 lira per U.S. dollar, aftera low of 6.955 lira per U.S. dollar on August 14.

Was the Worst Over, or Yet to Come?

As capital outflow stopped and the lira stabilized, the key question was whether the worst was
over. As a natural consequence of the sharp depreciation, the current account balance improved
as import prices increased and exports became relatively cheaper. In fact, Turkey’s current
account turned positive in August. However, other consequences of higher import costs were
increased production costs, a drop in the real GDP and higher inflation. Yet another cause for
concern was the country’s external debt position. Turkey’s gross external debt to foreign reserve
ratio stood at 150%, placing it highest among major developing economies, including Argentina.
(See Figure 7). Turkish commercial banks had heavily borrowed in foreign currency, with most
of their assets being naturally priced in lira. Would banks be able to meet their foreign currency
obligations?

Going forward, and more generally, what will be the attitude of Turkish institutions, particularly
the central bank, towards conventionally accepted monetary policy? The answer to this question
will determine the outcome of subsequent adverse economic shocks. How will Turkey’s central
bank respond to future inflationary pressures?
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