TRANSITION REPORT
2019-20
BETTER GOVERNANCE,
BETTER ECONOMIES

TURKEY

COUNTRY ASSESSMENTS: TURKEY

01

Highlights

• The economy entered recession in 2018 but a stimulus has led to a return of growth in
2019. The recession was primarily driven by a currency depreciation in summer 2018, caused by
significant macroeconomic imbalances, along with the policy tightening implemented to address
these imbalances. Various forms of stimulus lifted private consumption and helped the economy
exit recession at the beginning of 2019. Similar stimulus measures continue to be applied in the
face of weak domestic sentiment and the deteriorating external environment.
• The economy has seen a rebalancing of the external account. Within the space of a year the
current account has moved from a large deficit to a balance. However, this has been a cyclical
phenomenon, the result of import compression associated with the economic slowdown and a
pickup in exports due to the depreciation of the currency.
• The past year has seen limited progress in structural reforms. A prolonged election
period and a challenging macroeconomic environment have absorbed much of the authorities’
attention. However, the approval of the 11th Development Plan in mid-2019 was a positive step.

Key priorities for 2020

• Efforts to return the economy to growth need to be balanced with containing fiscal and
external risks. Improving confidence and macroeconomic stability need to be prioritised without
allowing slippage from fiscal targets. The credibility of the central bank needs to be preserved to
increase the effectiveness of monetary policy.
• Rules for the recognition of non-performing loans (NPLs) should be tightened. Lending by
private banks is being inhibited by asset quality problems, most notably in the energy, real estate
and construction sectors.
• Structural reforms need to be enacted to ensure a genuine rebalancing of the economy.
The low real exchange rate and an election-free period of four years create an opportunity
to enact reforms to improve workforce skills, firm-level innovation and global value chain
integration.

Main macroeconomic indicators %
2015

2016

2017

2018

2019
proj.

GDP growth

6.1

3.2

7.4

2.8

-0.2

Inflation (average)

7.7

7.8

11.1

16.3

15.7

Government balance/GDP

-1.0

-1.3

-1.5

-1.9

-3.0

Current account balance/GDP

-3.7

-3.8

-5.6

-3.5

-1.0

Net FDI/GDP [neg. sign = inflows]

-1.6

-1.3

-1.0

-1.2

-1.2

External debt/GDP

46.4

47.4

53.4

57.1

n.a.

Gross reserves/GDP

13.1

12.3

12.6

11.8

n.a.

Credit to private sector/GDP

66.8

69.9

70.9

68.5

n.a.
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Macroeconomic performance

The economy experienced a sharp slowdown. Tight monetary policy, currency depreciation and a
credit crunch took their toll on growth in 2018, with the economy growing by 2.8 per cent in the year
as whole but declining in the second half of the year by 0.3 per cent year-on-year. Fiscal stimulus
measures and state bank-driven credit growth helped the economy exit recession in the first quarter
of 2019 but ongoing private sector deleveraging indicates that recovery will be slow.
The slowdown resulted in a rebalancing of the external account. The 12-month current account
balance has turned from a deficit of US$ 58 billion in May 2018 to a surplus of US$ 5 billion in
August 2019, driven by a sharp contraction of imports and a pickup in exports as a result of currency
depreciation and declining domestic demand. However, this has been a cyclical adjustment driven
by the downturn, and, in the absence of structural reforms, the deficit will likely reappear when
growth picks up again.
Inflation is declining but there are concerns about the independence of the central bank.
After peaking at 25.2 per cent in October 2018, inflation has been declining due to high policy rates,
the negative output gap and base effects. However, the sacking of the governor of the central bank
in July 2019 and subsequent policy rate cuts amounting to 1,000 basis points fuelled concerns
about the independence of the central bank. Although there is scope to reduce nominal rates as
inflation falls, Turkey needs to ensure real rates remain high relative to its peers in order to anchor
inflation expectations and avoid capital outflows in the uncertain global environment, particularly
given the authorities’ reliance on unorthodox economic policies.
Fiscal policy has been loosened, leading the government to seek alternative sources of
funding to meet budget targets. As a result of pre-election government spending and temporary
tax cuts on durable consumer goods and real estate transactions, after six months the budget
deficit had almost exceeded the original annual target, resulting in a substantial revision of the
year-end deficit target. The government is tapping into the reserve fund of the central bank (and is
planning to revise the borrowing limits) in order to close the funding gap.
Economic activity is expected to remain subdued in the second half of 2019, and recovery
is likely to be slow. Despite some tailwind provided by the reversal of monetary tightening in the
developed economies, a return to the high growth rates of recent years is unlikely in the short term
due to constraints on bank lending and weakening external demand. A contraction of 0.2 per cent is
expected for 2019, followed by 2.5 per cent growth in 2020. The main risk to the outlook is another
round of currency depreciation related either to geopolitical risks or to policy measures that are
perceived by investors to support growth at the expense of macroeconomic stability.
Assessment of transition qualities (1-10)
Competitive
10
8

Integrated

6

Turkey
EBRD

Well-governed

4
2
1

Resilient

Green

Inclusive
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Major structural reform developments

The 11th Development Plan was approved in July 2019 and is a blueprint for reform. The
main goal of the plan is to help Turkey transition from a consumption- and debt-driven economy to a
production- and export-driven one, financed by domestic savings. In order to achieve this, the plan
aims at boosting competitiveness through innovation, upgrading workforce skills and promoting
inclusion, redesigning the tax and social security system, promoting renewable energy use and
increasing transparency and predictability in policymaking.
The authorities continue to take steps to improve the business environment. Reforms have
been undertaken to streamline processes, time frames and costs for small and medium-sized
enterprise operations. An amendment to the value added tax code was introduced in order to
exempt certain capital investments, and the authorities took steps to facilitate property registration.
These steps have helped Turkey improve its ranking in the World Bank Doing Business 2020 report
by 10 places to 33rd out of 190 countries.
There has been backsliding in the past year as regards governance and policymaking.
The authorities have increasingly resorted to unorthodox policies, including frequent interventions in
the market mechanism, which have resulted in concern among investors and Turkish citizens. This
has resulted in increased dollarisation and volatility of capital flows with more than 50 per cent of
domestic savings with banks now held in foreign currency. An increasingly centralised approach to
policymaking saw the removal (as noted above) of the governor of the central bank from his post by
the President on the grounds of disagreements over monetary policy.
Positive steps were taken to improve the financial sector’s resilience, but rising corporate
NPLs in certain sectors remained unaddressed. In January 2019, the government established a
Financial Stability and Development Committee consisting of the representatives from government
agencies and financial institutions. Amendments to the banking law facilitated the use of a
framework for out-of-court restructuring of loans to troubled firms deemed capable of repayment.
However, plans to address NPLs in the energy, real estate and construction sectors have yet to be
finalised.
There has been an increase in restrictions to trading across borders. Import tariffs on a
wide variety of products, including textiles industry inputs, were raised in January 2019, while the
duty exemption for small quantity goods imported via e-commerce was removed in May 2019. In
the same month, the United States of America removed Turkey from the Generalized System of
Preferences, which had allowed for limited tariff-free access to the US market.
Reforms were made in the fields of waste reduction and renewable energy generation. Net
metering was introduced in May 2019 to unlicensed solar energy producers, allowing for surplus
electricity from residential and commercial rooftop solar energy systems to be sold back to the
grid. In July 2019 the government passed a waste reduction regulation, mandating public and large
private buildings to obtain “zero waste” certificates. Meanwhile, a charge for the retail use of plastic
shopping bags was introduced at the beginning of 2019.

