Changes in Turkey

Ankara’s “Economic
Miracle” Collapses
by David P. Goldman

T

urkey’s high-flying economy, which expanded at a 10 percent annual rate of
gross domestic product growth during the first half of 2011,1 will crash-land in
2012. Prime Minister Recep Tayyip Erdoðan’s “economic miracle,” to use the
Daily Telegraph’s admiring words,2 depended on a 40 percent annual rate of bank
credit expansion, which in turn produced a balance of payments deficit as wide as that
of southern Europe’s crisis countries. Markets have already anticipated a sudden turnaround in the Turkish economy. The Turkish lira (TRY) fell by a quarter between November 2010 and September 2011, making it the world’s worst performing emerging
market currency.3 The stock market has fallen in dollar terms by 40 percent, making
Turkey the worst performer after Egypt among all the markets in the MSCI Tradable
Index during 2011. (See Graph 1 for Turkey vs. emerging markets, page 26.) And most
analysts now expect that the cyclical slowdown will uncover deep deficiencies in Turkey’s
labor force and infrastructure, leading to a prolonged structural slump rather than a
passing recession.
The suddenness and size of this economic setback will in most likelihood erode the
ruling Justice and Development Party’s (Adalet ve Kalkønma Partisi, AKP) capacity to
govern on the strength of pragmatic success rather than Islamist ideology; will undercut its
ability to use economic incentives to defuse
Kurdish separatism and contain domestic
opposition; and will weaken Ankara’s claim
THE CREDIT BUBBLE
to a leading regional role.
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Turkey’s predicament follows a well-known
pattern of Third World economic crises driven by
external imbalances. The impetus behind the
country’s recent economic growth has been a
stunning rate of credit expansion, which reached
30 percent for households and 40 percent for business in 2011. By contrast, inflation-adjusted con1 The Wall Street Journal, Sept. 12, 2011.
2 The Telegraph (London), June 12, 2011.
3 The Wall Street Journal, June 30, 2011.
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Graph 1: Turkish Stock Market vs.
Emerging Market Index, Dec. 2010-Sept. 2011
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goods for industry, by
contrast, actually fell from
the 2008 peak. Turkey, in
sumer credit growth in the United States from 1984 short, is running a current account deficit equal
to 2008 peaked at just 12 percent in 1995.
to 11 percent of GDP to promote a consumer buyThe banks aligned with the AKP, that is ing spree while cutting imports of capital goods
the four Shari‘a-compliant banks (or participa- that would contribute to future productivity.
tion banks) have increased their consumer
Not only are the size and content of this
loans at a much faster rate than the conven- current account deficit problematic, but it is
tional banks.4 In the year through September shakily financed as well. Only 15 percent of it is
16, 2011, consumer loans by the Islamic banks funded by foreign direct investment. The rest
rose by 53 percent, according to the Central comes from portfolio flows,6 which made their

4 One of these four banks, Bank Asya, is controlled by the
Fethullah Gülen movement.

5 Financial Times (London), Sept. 11, 2011.
6 Jonathan Wheatley, “Turkey blows it,” ibid., Aug. 4, 2011.
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Current Account Deficit
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kets in search of higher
yields when recession
hit Western economies
in 2009. Short-term liradenominated debt held
by banks and hedge
funds finances most of
this enormous deficit.
Until the end of 2010,
high-yielding foreign
deposits in the Turkish
lira accounted for virtually all of the debt. As
the country’s currency
began to depreciate,
though, foreign investors reduced lira deposits, forcing Turkey to finance its current account deficit in dollars. The country’s
overall debt levels remain low compared to the weaker European external debt of Greece stands at 137 percent of
countries, but the growth rate is alarming. To GDP while Portugal’s is 217 percent of GDP—
correct it will require a severe retrenchment of and it will have no foreseeable problems serdomestic consumption. The market is worried vicing it. Nevertheless, Turkey is ill prepared
about Italy, whose debt has an average matu- to recover from a major economic shock. It lacks
rity of seven years. Turkey’s foreign debt has the natural resources that have buoyed the exshort maturities and has doubled in the last ports of Argentina and other Latin American
year and a half.
countries. It is a net importer of food.
In some respects, Erdoðan’s bubble reMoreover, some of Turkey’s most imporcalls the experiences of Argentina in 2000 and tant export markets are in sharp decline. Between
Mexico in 1994 where surging external debt 2002 and 2010, the share of the country’s exproduced short-lived bubbles of prosperity, ports taken by the Middle East and North Africa
followed by currency devaluations and deep doubled to 26 percent from 13 percent. The ecoslumps. Both Latin American governments nomic decline associated with this year’s instabought popularity by providing cheap con- bility in the Arab world will constrict Turkish
sumer credit as did Erdoðan in the months lead- exports. Although Turkey has reduced its trade
ing up to the June 2011 national election. Ar- dependence on Europe from 56 percent of total
gentina defaulted on its $132 billion public exports in 2005 to 46 percent in 2010, Europe’s
debt, and its economy contracted by 10 per- economic problems will still weigh heavily on
cent in real terms in 2002. Mexico ran a current Turkey’s recovery. By contrast, Ankara exports
account deficit equal to 8 percent of GDP in very little to Asia or Latin America, the fastest1993, framing the 1994 peso devaluation and a growing parts of the world economy.
subsequent 10 percent decline in consumption.
Given its fragile export profile, Turkey’s
At roughly 40 percent of GDP, Turkey’s current account deficit can be forcibly naroverall external debt is comparatively low—the rowed only through economic contraction. 7
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A reduction of Turkey’s current account deficit
from 11 percent of GDP to a manageable 3 percent
would require a reduction in imports equal to 8
percent of GDP. This, in turn, implies severe retrenchment of domestic consumption and, possibly, a deep recession. Turkey’s central bank attempted to staunch the bleeding in the current
account earlier this year by reducing interest
rates.8 Lower interest rates depressed the Turkish lira by discouraging capital inflows. A weaker
lira is intended to make Turkey’s exports more
competitive, but with imports running at nearly
twice the level of exports, the effect is rather to
force up the price of imports and increase domestic inflation as well as the current account deficit.
Although the central bank raised reserve requirements with the aim of restraining credit growth,
consumer credit was still expanding at a 35 percent annual rate during the three months through
August 2011.
As economist Murat Üçer of Koç University
recently wrote,
A serious and probably quite painful “adjustment” is inevitable in the short-term, in order
to bring current account deficit to more “normal” levels. … This can’t happen with a weaker
currency alone; growth will also have to slow
visibly. Second, an excessive CAD level points
to a structural weakness in the economy. It
simply attests to our inability as a nation, to
put forth enough of a presence in the global
supply chain of goods and services. Put differently, it implies that our average dollar-based
income—per capita as well as per worker,
which runs around $10,000 and $30,000, respectively—is simply too high, compared to
our average productivity levels. By this interpretation, the current account deficit represents nothing but a structural deficit in our
skills and institutions.9

On October 3, 2011, Goldman Sachs equity
analysts issued a sell recommendation on

7 Bloomberg Business News (New York), Sept. 20, 2011.
8 The Wall Street Journal, Aug. 4, 2011.
9 Murat Üçer, “How Should We Read Turkey’s Current Account
Deficit?” Center for Economics and Foreign Policy Studies
(EDAM), Istanbul, pp. 3-4.

Turkey’s largest bank, Garanti Bakasi, warning
that it is “exposed to deteriorating banking dynamics should Turkish economic growth turn to
a recession, an outcome that Goldman economists
are now assigning a relatively high probability.”10

A DEEPER MALAISE
Turkey faces not only a sharp reversal of
economic fortunes in the short term but also formidable obstacles to recovery in the medium term.
The country has no natural resources with which
to emulate Brazil or Russia and lacks the human
capital to compete with emerging Asia. Although
its universities train some excellent engineers and
managers, the population as a whole is poorly
educated in comparison with other middle-upper
income countries. Only 26 percent of Turkish children graduate secondary school, compared to 44
percent in Mexico, 64 percent in Portugal, and 83
percent in Poland.11 Low-value added products
(textiles, apparel, furniture, appliances, autos)
dominate its export profile. Turkish industry has
never succeeded in any field of high technology.
Despite Anatolian success in medium-tech
industries such as textiles and food processing,
the deep backwardness of the Turkish hinterland remains a difficult hurdle. A fifth of Turkish
marriages are consanguineous (to first or second cousins), about the same level as in Egypt.
Traditional prejudice still prevents most Turkish women from working outside the home despite advancements in female education and a
decline in fertility. Turkish women have lost
ground in economic life: Only 22 percent sought
employment in 2009, down from more than 34
percent in 1988. In contrast, 54 percent of South
Korean women work. As smallholding agriculture shrinks, women who no longer can work on
the family farm simply sit at home.12 The col-

10 Bloomberg Business News, Oct. 7, 2011.
11 “Education Attainment,” OECD Factbook 2010: Economic,
Environmental and Social Statistics, Organisation for Economic
Co-operation and Development, Paris, May 25, 2010.
12 “Female Labor Participation in Turkey: Trends, determinants and policy framework,” World Bank Report 48508-TR,
2009, Washington, D.C.
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Graph 3: Unit Value of Turkish Imports
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to modernize. Turkey’s
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rate stands at around 10
percent; adjusted for
Consumer Durables
140
the underemployment
of Turkish women, the
unemployment rate
130
would be above 25 percent. Roughly 43 percent of Turkish employ120
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ment is off the books,13
compared to a devel110
oped-country average
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of 18 percent.
Turkey’s longer100
term risks are even more
daunting. A developing
90
country cannot sustain a fertility rate that
leads to a rapid increase
80
in elderly dependents,
yet the fertility rate of
70
Turks for whom Turkish is a first language
has been in steady de60
cline over the past fifteen years, falling to
only 1.5—equal to that
CapitalGoods
ConsumerDurables
of Europe—while its
Source: Central Bank of Turkey
population is aging al15
most as fast as Iran’s,
leaving the country’s
social security system with a deficit of close to 5
Erdoðan is right: Should the trend continue,
percent of GDP. “If we continue the existing [fer- the Turkish economy will collapse under the strain
tility] trend, 2038 will mark disaster for us,” of caring for its dependent elderly while the
Erdoðan warned in a May 2010 speech.16
country’s young people will be concentrated in
the Kurdish minority, fueling demands for independence from the hard hand of the Turkish state.
But Erdoðan’s predicament is, of course, far more
immediate. His government’s reluctance to en13 Today’s Zaman (Istanbul), May 25, 2010.
14 Abdullah Takim, “Effectiveness of the Informal Economy in
courage greater savings at home does not bode
Turkey,” European Journal of Social Sciences, no. 2, 2011.
well for Turkey’s future. “This heavy reliance on
15 “Constant Fertility Scenario,” World Population Prospects:
external savings exposes Turkey to shocks,”
The 2010 Revision, United Nations Population Prospects, New
York, Aug. 25, 2011.
notes Standard and Poor’s, “either domestic (for
16 Today’s Zaman, May 10, 2010.
example if Turkey’s recent high domestic credit
Goldman: Turkey’s Economy / 29

Ph
ot
ow
ill
no
td
isp
lay
.

kets will shut us out. The middle class will
ship their money overseas, and many of
them will move overseas, like Iran’s middle
class did after Khomeini’s revolution. The
country will collapse.19

IMPLICATIONS

As Erdoðan’s economic miracle
evaporates, his ability to govern will diminish. On the eve of the June 2011 national elections, Turks were “almost
evenly divided about the current direcThe automotive sector took the largest share of Turkish
tion of their country” according to a Pew
exports in 2011, but some of Turkey’s most important
Research Center survey. Views about the
export markets are in sharp decline. Instability in the
economy were split down the middle with
Arab world will constrict Turkish exports as will
49 percent saying that the economic situEurope’s lingering economic problems. By contrast,
ation was good and 48 percent saying that
Ankara exports very little to Asia or Latin America,
it was bad, a meager result after two quarthe fastest-growing parts of the world economy.
ters of blistering GDP growth. A sharp religious divide characterizes sentiment
about the overall direction of the country:
67
percent
of those who “pray rarely” are “disgrowth resulted in future bad loans) or external
satisfied”
while
64 percent of those who pray five
(say, if rising risk aversion were to prompt foreign
times
a
day
are
“satisfied.”20 The country’s ecoinvestors and bank credit officers to reduce exposure to Turkish entities).”17 According to Mu- nomic performance evidently tips the balance in
rat Üçer, the question is whether “Turkey can favor of the AKP.
AKP Islamists face entrenched and embitmanage a soft landing or whether there’ll be a
tered
opposition after three years of mass arrests
correction because of external factors, which could
of
political
opponents, journalists, and military
18
be very ugly indeed.”
officers
on
flimsy
charges of coup plotting. While
If the prime minister and the AKP respond to
the
silent
majority
of Turks acquiesced in this
the coming economic crisis by pushing Turkey
abuse
so
long
as
the
economy was booming, this
further in the direction of Islamism, the conseis
likely
to
change
in
the wake of a major ecoquences for the country’s economy could be
nomic
reverse,
which
will in turn undercut
grave in the extreme. According to Bilgi UniverErdoðan’s
efforts
to
project
Turkish power abroad.
sity professor Asaf Savas Akat, a Turkish televi“Turkey
looks
to
punch
above
its weight,” the
sion commentator and long-time official of the
London
Financial
Times
recently
commented.21
secular Social Democratic Party,
The trouble is that it is also punching above its
strength.
It’s important to keep in mind that Turkey is
a resource-poor country … We rely on the
confidence of financial markets. … If Turkey
goes in the Iranian direction, the financial mar-

17 Reuters, Sept. 20, 2011.
18 Joe Parkinson, “Turkey’s Recovery on Shaky Ground?” The
Wall Street Journal, Sept. 22, 2011.

19 Author interview, Istanbul, Feb. 2011.
20 “On Eve of Elections, a More Upbeat Mood in Turkey,” Pew
Research Center, Global Attitudes Project, Washington, D.C.,
June 7, 2011.
21 Daniel Dombey, “Turkey looks to punch above its weight,”
Financial Times, Sept. 27, 2011.
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