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TURKEY’S POST-ELECTION CHALLENGE:
ENDORSING A CREDIBLE ECONOMIC POLICY

This month’s election in Turkey’s has
removed several near-term uncertainties
regarding domestic political instability and
the looming risk of a sovereign downgrade.
Before the election, concerns about the
prospect of protracted coalition talks—or
even a third parliamentary election—cast a
shadow over domestic growth prospects
and government policies, in particular public
finances. But after the Justice and Develop-
ment Party (AKP) won nearly 50% percent
of the vote (Display 1) and a solid majority in
parliament, rating agencies are already
gaining confidence in Turkey’s fiscal outlook.

Rating agencies have highlighted for some
time that Turkey’s resilient fiscal profile is a
key strength and is the swing factor for a
change in its sovereign rating (Display 2).
Moody’s is scheduled to review its Baa3
long-term foreign currency debt rating
(with a “negative” outlook) on December 4
and has already stated that the AKP’s
reelection “is good for the economy.”
Despite a recent 30% increase in Turkey’s
minimum wage, we don’t expect the
agency to act on its negative outlook. And
Moody’s is likely to maintain Turkey’s
investment grade status, although it
probably won’t upgrade its outlook to

“stable”. Fitch, which affirmed its “stable”
outlook on its BBB– rating in September,
also continues to highlight Turkey’s fiscal
strength as an important anchor. Against
this backdrop, we think Fitch is very likely
to maintain its “stable” outlook at its next
review in February/March, assuming there
is no tangible fiscal deterioration before
then.

Who Will Run the Economy?
In this context, with the parliamentary polls
out of the way, the appointment of the
government’s economics team will be a key
factor in determining Turkey’s policy
direction over the coming quarters.
President Recep Tayyip Erdogan has made
no secret of his desire to maintain influence
over the economic policy agenda and
wants to promote his son-in-law Berat
Albayrak to a key role in the next cabinet.
Yet such an appointment could raise
concerns over a more politicized economic
policy path that could lead to more populist
measures in the future.

That said, there are still several credible,
orthodox policymakers amongst the AKP’s
ranks. Nominations of Ali Babacan and
Mehmet Simsek as economy and finance
ministers, respectively, would point towards

Fears of political and economic instability in Turkey were eased after
the AKP’s surprisingly strong victory in elections on November 1. While
the threat of a ratings downgrade has also declined in the near term,
we believe a credible economic policy team is vital for the country to
improve market sentiment and address pressing structural challenges.
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an ongoing orthodox policy mix, in particular
regarding structural reforms and relative
fiscal prudence. Combined with prospects of
greater political stability, we believe that a
credible economic policy team would go a
long way toward improving market senti-
ment in the near term and would potentially
lead to a stabilization—and perhaps even
some reversal—of the sharp capital outflows
seen during the second and third quarters of
2015 (Display 3).

But the cabinet appointment is only the
beginning as Turkey will have to grapple with
important policy and structural challenges.
These include: (1) constitutional change and
improving domestic security; (2) monetary
policy independence; and (3) ongoing large
external vulnerabilities. While none of these
factors is likely to trigger a large-scale crisis,
they will probably continue to pose
headwinds to market performance in 2016,
in particular amid a global environment of
rising core yields and a stronger US dollar.

Constitutional Change on the Agenda
The constitutional change agenda will be
dominated over the coming year by
Erdogan’s ambitions for an executive
presidency. Yet since the AKP only com-
mands 317 seats in the 550-seat parlia-
ment, it will need to build consensus with
other parties to pursue its objective. This will
impose some policy constraints, at least over
the near term, in our view.

Interestingly, the AKP’s ambitions for
constitutional change could actually lead to
some reconciliation in tense relations
between the AKP and the Kurds. That’s
partly because the AKP needs at least 330
votes in parliament to call a referendum on
constitutional revisions or 367 votes to
make outright changes. The pro-Kurdish
People’s Democratic Party (HDP)—now
commanding 59 seats in parliament—could
provide some of these missing votes and
might therefore prompt the AKP to rekindle
its pre-election cooperation with the HDP.
In order to improve domestic security, the
AKP also needs to reestablish the ceasefire
with the Kurdistan Workers’ Party (PKK)
and find a more coherent strategy to
address the threat posed by the Islamic
State of Iraq and Syria (ISIS).

Questions on Monetary Policy
No matter how these issues play out, the
Central Bank of the Republic of Turkey’s
(CBRT) monetary policy will be a focal point
for the economy over the coming year. We

will pay particular attention to the CBRT’s
new policy framework and a potential
increase in political influence over the CBRT,
especially within the context of the appoint-
ment of a new CBRT governor next April.

In August 2015, the CBRT promised a move
towards a more orthodox monetary policy
framework. But it has yet to announce any
details on the time frame and the structure
of the future policy rate and interest-rate
corridor. Against lower foreign exchange
volatility, there is no immediate pressure to
tighten the monetary policy stance, as the
CBRT’s average funding costs remain above
the policy rate, with overnight interbank
lending rates continuing to hover against the
upper band of the interest-rate corridor. That
said, the economy is still coping with sticky
core inflation and structural shortcomings,
such as an ongoing low domestic savings
rate. Recent fiscal stimulus, such as a 30%
hike in the minimum wage, has also added
concerns. All of these factors favor a tighter
monetary policy through 2016, in our view.
The low savings rate will also remain an
important consideration in Turkey’s ongoing
current account deficit.

The potential appointment of a new central
bank governor at the start of the second
quarter will likely introduce additional
uncertainty over policy direction. Current
governor Erdem Basci has brought
enormous technical competence to the
table. However, even under his governorship,
the CBRT hasn’t fully managed to escape
the influence of the political elite, in
particular President Erdogan. Needless to
say, if Basci decided against serving an
additional term, a successor with perceived
greater political affiliation to the AKP would
likely have a negative impact on macroeco-
nomic stability and market sentiment. This is
mainly because credible and orthodox
monetary policy will constitute an important
policy anchor in an economy with significant
structural vulnerabilities.

Dealing with the External Deficit
The biggest weaknesses include Turkey’s
large current account deficit and ongoing
high external financing requirements. These
continue to set Turkey apart from other
emerging markets. Of course, Turkey’s
current account deficit has decreased
noticeably during the second half of 2015,
driven by lower oil prices, more sluggish
domestic growth and favorable seasonal
effects. These dynamics will likely take the

Display 3
Political Crisis Spurs Capital Outflows
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Savings Rate Remains Low
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Turkey’s Foreign Obligations Have
Not Declined Meaningfully
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full-year 2015 deficit to around 5% of GDP
or slightly below that, down from 8% just
two years ago. However, the oil-induced
adjustment is likely to weaken going
forward, and Turkey will likely find it difficult
to reduce the shortfall more sustainably
without necessary reforms.

Encouraging higher domestic savings will be
an important part of this process. Turkey
continues to post very low domestic savings
as a percentage of GDP (Display 4, previous
page). Only countries that have seen an

increase in their savings—such as Hungary
and Poland—have enjoyed more tangible
improvements in their current account
balances.

Last but not least, the current account deficit
is a relatively small part of Turkey’s overall
external financing requirements over the
coming years. And there are few signs of
tangible improvements. As shown in Display
5 (previous page), a relatively large stockpile
of external short-term and maturing medium-
and long-term debt still represents the bulk.

These well-known problems will continue to
make the economy vulnerable to a rise in
external funding costs and potential further
depreciation in foreign exchange rates. But
they’re unlikely to trigger a ratings change in
the near term, especially if Turkey’s new
government can install an economic team
that is clearly committed to keeping the
country on the right track toward fiscal
stability. n
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