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Executive Summary 
Turkey is often touted as an economic success story. One impressive statistic, 
commonly cited by its government, is that Turkey has managed to triple its per 
capita gross domestic product (GDP), a measure of economic performance, in the 
last 13 years. Visitors to Turkey, whether Ankara or Istanbul, cannot help but notice 
an ever-changing and expanding skyline that suggests a dynamic and flourishing 
country. It is on the back of such progress and economic growth that the ruling 
party—the Justice and Development Party (AKP), which first won power in 2002—has 
been returned to power in three consecutive elections, in 2007, 2011, and 2014.  

Yet, some argue the economic picture is less extraordinary than the official narrative. 
The opposition maintains that Turkey’s current growth, rather than an unusual and 
remarkable achievement, is largely in keeping with its very average performance in 
decades past. In fact, economists have long warned that Turkey is too dependent on 
foreign investments, causing Morgan Stanley to list Turkey in 2013 as one of the 
“Fragile Five” emerging countries most at risk of a downturn.  

Knowing which of these perspectives is right—whether Turkey is indeed booming, 
just getting by, or on the verge of going bust—is essential to understanding the 
country’s political trajectory and, by extension, its relationship with the United 
States. With parliamentary elections slated for June 2015, and the AKP certain to 
make its economic record a central campaign issue, Turkey’s short-term economic 
performance will shape its political landscape and leadership for the next several 
years. The government’s reliance on the narrative of a booming economy for 
continued electoral success will also likely drive policy decisions that could have 
longer-lasting implications.  

Turkey’s politics and economics mix on the world stage as well. To fuel its growth, 
Ankara looked to the Middle East to find new trading partners. So far, Turkey’s 
relative prosperity has insulated it from much of the region’s turmoil and allowed it 
to generously provide aid to more than a million Syrian refugees. But many of those 
trade routes have now been cut off, reducing Turkish exports. If Turkey’s economy 
were to weaken, it could not only risk social inquietude at home, but amplify the 
region’s worst dynamics. Without the example of Turkey as a successful Muslim-
majority free-market democracy, other countries will have little reason to undertake 
difficult, but necessary, political and economic reforms. Without Turkey’s generosity, 
a major source of assistance for those displaced by the Syrian conflict will dry up, 
worsening an already horrendous refugee crisis. And were Turkey to be preoccupied 
by internal problems, the United States would be left without a regional partner that 
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could help it defeat the terrorist group known as the Islamic State and contain the 
sectarian conflict spreading from Syria to Iraq to, most recently, Yemen. 

Unfortunately, this paper finds that Turkey’s economic prospects are increasingly 
shaky—with rising inflation, fiscal expenditures, and overall debt. The most 
proximate causes of Turkey’s economic success have largely been external, allowing 
the government to focus on promoting short-term benefits, while putting off 
structural reforms needed for longer-term development, for more than a decade. 
That approach now appears ready to backfire. 

The roots of Turkey’s growth can be found in major reforms carried out by the AKP’s 
predecessors, under World Bank supervision, following a financial meltdown in 2001. 
And it was fueled by the excess of money sloshing through the global financial 
system—especially as the United States adopted an expansionary fiscal policy 
following the 2008 recession—with increasingly fewer attractive investment 
opportunities.  

With foreign funds so easy to come by, Turkey kept expanding without the AKP 
continuing domestically unpopular structural adjustments that had cost previous 
parties their power but that were necessary to broaden Turkey’s economic base and 
become more competitive. This dependence on capital inflows from abroad has left 
Turkey highly indebted and susceptible to external shocks. Although the recent 
decrease in global oil prices has benefited Turkey, a net oil importer, the end of the 
U.S. Federal Reserve’s Quantitative Easing program, expected in June 2015, could 
severely restrict foreign capital flowing into Turkey. 

Following victories in the March 2014 local elections and the August 2014 
presidential elections, the AKP and President Recep Tayyip Erdoğan now seem to 
have turned their attention to economic expansion in order to clinch another victory 
in the upcoming parliamentary elections in May 2015. But the very policies—
including pushing its central bank to lower interest rates—that the government is 
pursuing to keep the economy functioning now are making a meltdown in the long 
term more likely. 

It is such actions that expose what we identify as the central threat to Turkey’s 
economy: political risk. That the AKP has been reluctant to undertake structural 
reforms is politically understandable, even if imprudent. But the measures by which 
the Turkish government is seeking to keep its economy afloat in the near term are 
exacerbating existing structural weaknesses and squandering one of Turkey’s major 
economic advantages: its rule of law.  

Faced with widespread protests in May and June of 2013 and a large-scale corruption 
probe in December 2013, the embattled Erdoğan has sacrificed democratic 
development and the rule of law to strengthen his grip on power. President Erdoğan 
has worked to suppress corruption investigations against his government, to 
undermine the independence of the Turkish judiciary, and to crack down on 
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journalists critical of his policies. The lamentable state of freedom of speech and 
expression was made clear when the Turkish government banned Twitter and 
YouTube and, more recently, when the government arrested dozens of media 
personnel in December 2014.These attacks on freedom of speech, judicial 
independence, and rule of law also have economic consequences, striking at the 
heart of the political and economic stability that have formed the base of Erdoğan’s 
political support. 

Not only can the future of Erdoğan`s political position be linked to Turkey’s recently 
slowing economy, but also the future of the country’s democracy. With a strong 
economy viewed as a prerequisite for AKP success in the parliamentary elections, 
Turkey’s precarious economic position could prompt further democratic backsliding 
as a means to clamp down on dissent to ensure AKP dominance at the polls. The 
concentration of political power in Erdoğan’s hands will endanger the growth of the 
Turkish economy, removing the incentive of more responsible economic 
management in order to build political support.  

While all of these factors pose a risk to future economic development, Turkey is not 
at a point of no return; it still has the chance to reduce its risk before the full 
consequences emerge. In order to reduce economic and political risk, Turkey should 
engage in a few primary reforms:  

• First, it should assure greater autonomy of its central bank. This reform would
allow the bank to make decisions that are best for Turkey, not necessarily the
party in power.

• Second, Turkey should increase legal protections for businesses to reduce 
the risk associated with poor rule of law and consequent questionable 
protection of property rights.

• Third, Turkey should reduce the disparity in its education system by 
increasing accountability and funding for its lowest-performing schools.
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Economic Growth in 
Historical Perspective 
The widespread perception of the Turkish economy during the AKP period is that it 
grew robustly compared with both its past performance and with other nations at 
similar income levels. Conversely, the Turkish opposition claims that Turkey has 
always grown at a rate of 5 percent. While economic data records growth rates back 
to the founding of Turkish Republic in 1923, growth was highly volatile in the 
Republic’s early years. Not only did Mustafa Kemal Atatürk and the new regime 
inherit a tattered economy from the Ottoman Empire, but the population exchange 
between Orthodox Christians in Turkey and Muslims in Greece also meant that a 
significant part of the manufacturing and trading community disappeared virtually 
overnight. Furthermore, the Republic faced two serious external shocks in its early 
years: the Great Depression and World War II. Due to these shocks and volatility, 
looking at post-1945 economic growth provides a more accurate benchmark for 
analysis. 

While the Turkish annual growth rate is a volatile measure, the ten-year moving 
average of the growth rate can reveal important, long-term trends. First, the Turkish 
economy managed to average a growth rate of 5 to 5.5 percent until the late 1970s. 
America’s economic embargo in response to the Turkish military intervention in 
Cyprus, terrorism, and the 1980 coup cut average growth to 3.5 percent in the late 
1970s and early 1980s. Growth began to pick up again after the mid-1980s, mainly 
due to Prime Minister Turgut Özal’s economic liberalization, but the economy was 
then hit by the 1994 economic crisis. Growth was on a downward trend through the 
rest of the 1990s, which is referred to as Turkey’s “lost decade.” The ten-year 
moving average of growth was 3.1 percent, just on the eve of the 2001 crisis.  

Leading up to the 2001 crisis, the Turkish economy was characterized by chronic 
budget deficits, high inflation and interest rates, and a generally unstable 
macroeconomic environment. As part of its assistance after the crisis, the 
International Monetary Fund (IMF) came up with a sound economic program that 
included a fiscal contraction (lowering of government spending), banking reforms, 
and an independent central bank as its pillars. Kemal Derviş, the former minister of 
economy in Turkey, led these efforts. The AKP was wise enough to stick to the 
program after it was elected, even though the program was negotiated with the 
previous coalition government. The three parties of the coalition bore the brunt of 
the political blowback of the program, causing these parties to fall apart in the 2002 
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elections. The AKP was free to reap the longer-term benefits of this reform program, 
which delivered true macroeconomic stability to Turkish businesses and consumers. 

The graph below illustrates both the real annual GDP growth and the ten-year 
moving average of the growth rate: 

Turkish Growth in Historical Perspective 

After nine years of AKP rule, the ten-year moving average growth rate hit 5.5 
percent in 2011. While impressive compared with the last three decades, Turkey had 
grown at this rate throughout much of the 1970s, a fact often mentioned by 
opposition parties in Turkey.  

Volatility also improved, but the improvement was not extraordinary in Turkish 
economic history. Though volatility appeared to fall sharply in 2011, after a decade 
of increasing volatility, its decrease only took it back to pre-1990s levels. In fact, 
even compared with the high volatility of the 1980s, volatility of growth in Turkey 
remains relatively high under the AKP.  

While comparing Turkey’s economic performance under the AKP with its past 
economic performance places growth and volatility into context, using this metric 
alone is an imperfect analysis. One source of imperfect comparison is Turkey’s 
increasing dependence on capital flows following the current (goods and services) 
and capital (financial) account liberalization that started in the 1980s. As these 
capital flows have become more volatile, one would expect Turkish growth to 
become more volatile as well. Consequently, comparing Turkey with countries of 
similar income levels offers an important barometer of Turkey’s relative volatility and 
economic growth.  
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As Dani Rodrik from the Institute for Advanced Study noted in a blog post from June 
2013, Turkish growth during the AKP years looks unimpressive when compared with 
other developing countries. In fact, while the country grew similar to its peers until 
2007, it has since fallen behind other emerging markets.1 Consider the Chart Below: 

ECONOMIC GROWTH IN PERSPECTIVE 
Turkey Other Emerging Markets 

1990-2001 3.4% average annual growth 3.9% average annual growth 

2002-2006 7.2% average annual growth 6.9% average annual growth 

2007-2012 3.5% average annual growth 6% average annual growth 

However, there are two important considerations. First, Turkey was recovering from 
a severe financial crisis in 2002, making it normal for the economy to bounce back 
and grow very quickly for a few years. Turkey’s outperformance of its peers—at least 
for the first few years after 2002—is unsurprising. Second, in an era of a global 
liquidity flush (a relatively high quantity of easy-to-access money), thanks to the 
central banks of developed countries, a country as dependent on capital inflows as 
Turkey should have outperformed its peers.  
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Recent Economic 
Performance 
Despite claims by Erdoğan that the recent global economic downturn would “pass 
Turkey like a tangent line,” recession hit Turkey directly, causing the economy to 
shrink by nearly 5 percent in 2009.2 The government and the Central Bank of the 
Republic of Turkey (TCMB) responded with loose fiscal and monetary policy, 
jumpstarting the economy. Turkey grew above its long-run growth potential during 
the next two years, 9.2 percent and 8.8 percent in 2010 and 2011, respectively. This 
unsustainable growth also increased the current account deficit (meaning that 
Turkish imports of goods increased relative to exports), which reached more than 9.7 
percent in 2011. 

Turkey was once again influenced by global developments in 2011 as problems in the 
eurozone hit Turkish assets, and the TCMB had to step in with a substantial rate hike 
in October to stem the depreciation of the Turkish lira. The measures eventually 
worked, and the TCMB was able to stabilize the lira in 2012. However, in the absence 
of exchange rate volatility (fluctuations in the relative value of the lira), corporations 
chose to borrow in foreign currency at lower rates. Banks also increased their 
external borrowing because the TCMB allowed them to hold some of their required 
lira reserves in a foreign currency. As a result, Turkish private foreign currency debt 
surged.  

Deficits and Debt 
Under the AKP, newfound macroeconomic stability, the global liquidity flush, and 
abundant capital flows caused consumers and businesses to increase their 
borrowing. Low interest rates and rising incomes—especially relative to the U.S. 
dollar due to the lira’s appreciation—meant that increasing numbers of consumers 
could afford durable goods, such as cars, TVs, and refrigerators, for the first time. In 
order to purchase these goods, households often took out loans, causing the rate of 
liabilities-to-income to skyrocket under the AKP. By the end of 2013, the ratio of 
household liabilities-to-disposable income was 55 percent. The ratio was higher than 
not only developed countries, but also many similar developing countries. This is 
particularly shocking considering that Turkey’s ratio was just 5 percent when the AKP 
came to power.  
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Household Income and Debt Indicators (current prices) 

Furthermore, the rise in foreign currency debt of corporations (partially as a 
response to the TCMB’s application of a de-facto fixed exchange rate in 2012) and 
the TCMB allowing banks to hold some of their required reserves in foreign 
currencies are both worrying. From 2008 to 2013, Turkey’s overall external debt (as 
a percentage of GDP) rose from 38.1 percent to 47.3 percent. Foreign exchange rate 
risk is one of the main reasons the TCMB cares so much about maintaining the lira’s 
exchange rate. While total foreign-currency debt at the sectoral level is not 
completely public, it is thought that the construction sector is particularly vulnerable 
because most of its borrowing would be for short-term working capital needs and 
most of its revenues are in lira.  

TURKEY’S CONSTRUCTION CURSE 
While construction’s share of GDP and employment are both only around 6 to 7 
percent, its connection to other sectors gives it an amplified economic importance. 
As the recent graft scandal revealed, construction is important not only for what it 
adds to the economy, but also for its potential to harm the economy.  

To better understand construction’s economic influence, consider “Dutch disease,” a 
type of economic harm that often occurs in major oil-exporting states. While this 
model is imperfect for the Turkish economy since Turkey is not a major oil exporter, 
it helps provide some theoretical background for analyzing the Turkish construction 
sector. When a country discovers oil, the foreign currency inflow from oil exports 
appreciates the real exchange rate, decreasing the competitiveness of the traditional 
exports sector and causing it to shrink. At the same time, resources shift from 
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manufacturing not only to oil, but also to services that meet any increases in 
domestic demand that result from a richer economy, such as construction. With a 
less competitive manufacturing sector due to exchange rates and higher demand for 
construction, construction becomes relatively lucrative. Substitute in non-
manufacturing exports for oil, and the model of Dutch disease offers (a partial) 
explanation for the state of Turkey’s construction sector.  

In order to capitalize on this market opportunity, certain individuals in Turkey can 
use political connections to change the zoning regulations in order to gain an 
economic advantage. This rent-seeking behavior goes all the way to the top of 
Turkish government with more than half of 2013 Cabinet decisions focusing on 
construction.  

Paired with corruption, rising home prices also contribute to the economic risk within 
the Turkish housing sector. This system will not probably tumble due to the “bursting 
of a bubble”; instead, at some point, demand will be unable to keep up with supply. 
In fact, there are already early signs that shopping malls in Istanbul could be facing 
major difficulties.3  

In addition to housing and consumer spending, it is also important to note that 
monetary policy has contributed to an increase in debt. Thanks to the monetary 
recovery program discussed previously, there was space for expansionary fiscal 
policy (increase in government spending) when the global crisis hit Turkey in 2008. 
The loose fiscal and monetary policies were able to raise GDP to its potential by 
2010-2011, which can very roughly be seen by graphing the actual GDP alongside its 
trend. Still, with the economy unable to rise beyond its potential output in the 
absence of structural reforms (discussed below), the continuation of these policies 
after 2011 caused lending, consumption, and imports to surge.  
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Output Gap (million TL) 

Additionally, the decrease in public debt, which is regularly mentioned by Ali 
Babacan, Mehmet Şimşek, and other top economic policy officials, is only part of the 
story. Analyzing both public and private debt provides a more accurate overview of 
Turkish economic risk. While the high public debt crowded out private borrowing and 
caused consumers and companies to face higher interest rates, private debt carries 
its own set of burdens. While the rise in private debt does not pose the same 
extreme dangers to the economy as public debt does—with the exception of highly 
indebted individuals and companies—it is not a long-term economic solution. In 
order to ultimately reduce its public debt, Turkey should stop the widening of its 
current account deficit by improving the competitiveness and increasing the value of 
its exports.  
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External Debt Stock (as % of GDP) 

(Lack of) Structural Reforms 
If macroeconomic stability is the main economic theme of the first half of the AKP’s 
rule, lack of structural reforms is the theme of the second half.  

After having secured macroeconomic stability, the natural next step for the AKP was 
to continue with a structural reform agenda. Governments usually delay structural 
reforms because some groups will suffer in the short-run, making such reforms 
politically costly. However, having secured half of all votes in the 2007 elections, the 
AKP did not have to worry heavily about political costs, making the lack of reforms 
all the more disappointing.  

Several countries used the global crisis as an opportunity to push their reform 
agendas, but Turkey was not one of them. Deputy Prime Minister Ali Babacan’s 
speech at the 2009 IMF-World Bank meetings in Istanbul was therefore a mea culpa 
of sorts. After having admitted to the lack of reforms so far, the minister stated that 
Turkey’s financial institutions “need to be stronger, more effective, and more 
legitimate in order to fulfill these important responsibilities they are entrusted with. 
We need to complete the ongoing reforms in this area without any delay.”4 

Although there have been a few reforms since then—such as incentives to hire 
women—important issues such as problems with doing business, labor costs, and 
human capital have been left untouched. Tellingly, Turkey is ranked 69th in the 
World Bank’s ease-of-doing-business index, lagging behind other developing-market 
success stories like Poland (45), Chile (34), and South Korea (7).5 It is not that the 
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government does not know what needs to be done; the economic obstacles in the 
Turkish economy are clear. Instead, the government has refused to bear the cost of 
implementing the proper reforms.  
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Current State of Turkey’s 
Economy 
Though Turkey received significant negative global attention between June 2013 and 
January 2014, Turkish assets began to recover after the TCMB’s emergency rate hike 
at the end of January 2014, with the current account deficit shrinking thanks to 
funds diverted from Ukraine and the Persian Gulf states. Furthermore, the economy 
has been growing more than expected and with Erdoğan having emerged victorious 
from the recent elections, political stability seems to be assured.

MSCI: Turkey and EM (August 2008=100) 

It should be clear from the previous discussion that the outperformance of Turkish 
assets reflects external developments rather than sound Turkish economic policy. 
The country was a member of the “Fragile Five,” a term that refers to Brazil, India, 
Indonesia, South Africa, and Turkey due to their external vulnerabilities.6 In fact, the 
assets of all five countries have recently recovered, largely due to a fall in the price 
of oil. Turkey outperformed many of its peers in the first two months of the last 
quarter, and there were even some who started calling Turkey one of the “Favored 
Five”—the five oil-importing countries that look set to benefit from low crude prices 
(Poland, China, Korea, India, and Turkey).7 However, this positive economic turn was 
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largely related to external developments, and with a U.S. Federal Reserve rate 
change on the horizon for late 2015 or 2016, the added benefit of lower oil prices 
could be more than offset by the adverse effects of an interest rate cut in the United 
States.  

Growth performance is a welcome development, but as argued below, anything less 
than 5 percent will probably not be enough for Turkey to keep unemployment at bay. 
The recent macroeconomic data does not portray a positive picture. While the third 
quarter is traditionally Turkey’s strongest, the 2014 third quarter proved 
disappointing with a mere 1.7 percent annualized growth rate. Furthermore, looking 
at quarter-on-quarter growth in rival emerging markets, Turkey’s third-quarter 
growth in 2014 stood at 0.4 percent, less then Mexico (0.5 percent), Columbia (0.6 
percent), and Indonesia (2.96 percent). Turkey’s economic slowdown seems to be 
the result of longer-term factors, with a recent IMF report highlighting the need for 
structural reforms.8 The country’s reliance on short-term foreign capital makes it 
vulnerable to external shocks. Besides, it is the nature of the growth—not necessarily 
the actual growth rate—that is worrying. While industrial production, driven by 
export-oriented sectors, looks robust, consumption remains weak. Erdoğan needs 
happy consumers to grab another victory in June 2015, and consequently, he is 
pressuring the TCMB to further lower interest rates.  

The decrease in the current account deficit is also a welcome development. After 
surging to as high as 10 percent of GDP in 2011, the current account deficit 
narrowed to 5.5 percent as of October 2014. One of the main factors has been the 
sharp drop in oil prices, directly affecting Turkey’s import bills and putting downward 
pressure on the current account deficit. It is estimated that Turkey saves $4 billion 
for every $10 drop in oil prices.9 Nonetheless, even the most optimistic forecasters 
do not expect the deficit to fall below 5 percent of GDP in 2014, which would still be 
in “unsustainable territory.”  

In addition to the current account deficit, another major challenge for Turkey is 
inflation. Inflation reached 9.2 percent in November 2014, almost double the central 
bank’s target of 5 percent. However, virtually no economic analysts, including the 
TCMB, believed that this year’s 5 percent target would be reached. Part of the 
inflation issue lies in then-Prime Minister Erdoğan’s assessment that higher interest 
rates lead to higher inflation, which is the opposite of traditional macroeconomic 
analysis and has led to public disagreements between him and TCMB Governor 
Erdem Başçı. Arguably, single-digit inflation is a huge success for a country that until 
recently had perennial double-digit inflation. However, Turkish exporters have, in the 
past, lost more ground in competitiveness as a result of inflation than of the lira’s 
appreciation. Decompose the real exchange rate, which is a common measure of 
competitiveness, to the nominal exchange rate and inflation differentials between 
Turkey and the rest of the world reveal that real exchange rate appreciations are 
caused more by the country’s high inflation than by the appreciating nominal 
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exchange rate. The high inflation figure gives Başçı some leeway to resist the 
government’s pressure to cut interest rates; however, falling oil prices could increase 
the pressure on the central bank in 2015.  

The chart below illustrates the relationship between price level changes (measured 
using the Consumer Price Index) and the exchange rate basket. While the Consumer 
Price Index (year over year) remained relatively flat, the exchange basket fluctuated 
significantly, highlighting Turkey’s currency volatility.  

Decomposing the Real Exchange Rate 

 
Moreover, the TCMB is damaging its credibility by not meeting the inflation targets of 
the past few years. The bank’s emergency hike at the end of January 2014—despite 
constant pressure from Erdoğan to lower rates—was a step in reestablishing its 
credibility, and it signaled to analysts that the TCMB was returning to a more 
conventional policy (one-week repo) rate framework. In spite of this, top bank 
officials started sending signals of backtracking in April, and they eventually cut the 
policy rate from 10 to 9.5 percent at the bank’s May meeting. President Erdoğan, 
who while prime minister publicly told the TCMB to further decrease rates, saw this 
modest cut as inadequate.10 The bank has since made further cuts to the benchmark 
rate, and two cuts to the interest-rate corridor in July and August.  
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THE CENTRAL BANK: INDEPENDENT ONLY IN NAME 
The Central Bank of the Republic of Turkey (TCMB) officially targets an inflation rate 
that is decided with the government. However, it is able to independently use any 
means necessary to reach its inflation targets and is, therefore, in standard 
monetary policy jargon, operationally independent. 

President Recep Tayyıp Erdoğan and his ministers have not been shy about criticizing 
the TCMB or about asking it to lower rates over the last few years. They have gotten 
what they wanted despite the prospect of inflation, causing analysts to question the 
independence of the bank.  

Therefore, when Erdoğan first criticized the TCMB in May, analysts thought nothing 
was out of the ordinary. Then, Erdoğan continued his criticisms during the last week 
of May and first week of June, and he even implied that he would not reappoint 
Governor Başçı.11 

Prior to the presidential elections, Erdoğan was worried that weak consumption 
would hurt his chances. One would expect Deputy Prime Minister (and economy tsar) 
Ali Babacan to explain to him that monetary policy does not affect the economy right 
away, that he would be risking a repeat of the January market turbulence (or 
worse), and that he would be disrupting Turkey’s much-needed rebalancing from 
domestic to external demand. We suspect Erdoğan does not heed Babacan’s advice 
much anymore, preferring to stick with the economic guidance of his chief economic 
adviser, Yiğit Bulut, who argued last summer that dark forces were trying to 
assassinate Erdoğan by telekinesis.12 

Erdoğan’s pressure on the TCMB continued after his election to the presidency, 
leading the bank to lower interest rates after months of holding them steady. Not 
content with that, Erdoğan’s government is continuing to pressure the TCMB for 
further reductions. 

Though Bulut supports Erdoğan’s calls to lower interest rates, Deputy Prime Minister 
Babacan implied his criticism of President Erdoğan by saying that he has never told 
the TCMB to take action on a certain issue since 2002—when he was appointed 
minister of economic affairs.13 Regardless of the criticism of analysts, Erdoğan’s 
pressure influenced Başçı’s decision. And, under continuing pressure, the TCMB cut 
rates for a second consecutive month in February. However, the central bank’s 
modest rate cut failed to satisfy Turkey’s government. “It is important that rates 
have a declining trend,” said President Davutoğlu, “We expected more.”14 
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To Erdoğan, high interest rates and high inflation go hand-in-hand. Consequently, 
after leaving rates untouched since August, the central bank slashed its one-week 
benchmark rate to 7.75 percent from 8.25 percent in January 2015—and lowered it 
again in February, this time to 7.5 percent.15 Recently, Turkey’s inflation rate has 
slowed, but the policies reflect political pressure from the government and may 
ultimately undermine the bank’s credibility, leading to an even weaker lira. 
Ultimately, increasing the autonomy of the central bank and relieving it from this 
political pressure is crucial for improving Turkey’s overall financial well-being.  

Policy and Short Term Rates (%) 

 
Despite claims from Finance Minister Mehmet Şimşek and other top economic 
policymakers, fiscal policy has not been tight in the last few years. The headline 
numbers may be showing a budget surplus, but as the IMF noted in its latest report, 
Turkey: Staff Report for the 2013 Article IV Consultation, the surplus was mainly due 
to higher revenues. In economics jargon, the cyclically adjusted fiscal policy was in 
fact expansionary.16 

Unfortunately, even the headline numbers cannot hide the deteriorating budget 
anymore. The March budget was a typical case of pork-barrel spending before the 
local elections, with social transfers rising (annually) more than 300 percent. The 
April budget, on the other hand, showed that revenues cannot match non-interest 
expenditures anymore because the economy is not growing as quickly as it was 
before. The gap between the two is clearly increasing, as the chart below shows:  
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Tax Revenues and Non-Interest Expenditures (3-months MA, 
yoy, %) 

 
The trend of pre-election spending held true for 2014 with a $200 billion increase in 
spending and nearly a doubling of the deficit.17 However, Prime Minister Ahmet 
Davutoğlu claims that his government will not have an election economy and that an 
increase in government spending will not precede the June 2015 parliamentary 
elections.18 Whether the government holds true to these claims is a major question 
approaching the elections and will determine how politicized Turkey’s spending has 
become.  
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What to Expect? 
Easy access to foreign money has meant that Turkey’s economy has been able to 
grow despite the absence of structural reforms. However, two factors could 
jeopardize Turkey’s access to the hot money it has relied on. First, changes in the 
external environment, such as Federal Reserve Board bond-tapering (when the Fed 
announces that it will reduce activities that were meant to pull the United States out 
of the recession), may decrease capital flows to emerging markets such as Turkey. 
Second, policies put in place by Erdoğan’s government may make Turkey a less 
attractive prospect for foreign investors, with or without changes in the global 
economic environment.  

Changing External Environment 
When making predictions about the Turkish economy, many analysts mistakenly 
focus the discussion on the potential for a financial and economic crisis.  

While domestic political and economic factors may make Turkey increasingly 
vulnerable, its fate in the short-run is ultimately determined by capital flows. In an 
environment where global interest rates are rising very slowly, Turkey will continue 
to attract capital inflows and ultimately will continue to grow. Turkey is a “high-beta” 
investment: it will outperform other emerging markets (in terms of both the 
economy and assets) when the global environment is positive and there are 
abundant capital flows to emerging markets. However, when the global environment 
inevitably turns sour and capital flows decrease, the country will be an 
underperformer relative to other emerging markets.  

Despite some claims otherwise, Turkey still remains extremely vulnerable to a 
sudden stop, or even slowdown, in capital inflows. In fact, while many linked the 
underperformance of Turkish assets in summer 2013 to the protests, Fed Chairman 
Ben Bernanke’s tapering remarks were at the heart of the summer of discontent, 
which were then aggravated by the protests. Furthermore, December 2014’s 
corruption scandal coincided with the beginning of the Federal Reserve Board’s bond-
tapering.  

As illustrated in the graph below, capital flows to Turkey have been declining ever 
since the Federal Reserve Board announced that it would taper at the end of May 
2013. 
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Capital Account: Corporate Borrowing and FDI (12-m rolling, 
million USD) 

 
U.S. Federal Reserve Board policy in 2015 and 2016 may prove to aggravate 
concerns about Turkey’s economic future. In spite of the five-year low in crude-oil 
prices and weak wage growth in the United States, it is widely believed that the 
Federal Reserve will ultimately raise interest rates by June 2015.19 At the December 
meeting of the Fed’s policymaking committee, officials were optimistic about the 
strength of the U.S. economy, citing recent economic data and the boom from falling 
oil prices. Nevertheless, the meeting’s official account made it clear that Fed officials 
had decided to remain cautious with respect to interest rates. They are planning to 
hold off benchmark rate increases until after the committee’s third 2015 meeting, in 
late April. Furthermore, according to a survey of primary dealers (banks that conduct 
business directly with the Fed) ten out of 19 primary dealers believed not only that 
the first rate hike would come in June, but also that there will be at least one more 
rate hike before the close of 2015.20 The last Fed rate hike was in 2006, followed by 
nearly eight years of a target policy rate near zero, in response to the 2007-2008 
financial crisis.  

Emerging-market economies have substantially benefited from the near-zero rates of 
the Federal Reserve Board over the last eight years, because these rates have 
provided an incentive for capital inflows to these economies. Yet in response to the 
expected rate hikes, emerging-market currencies across the globe have recently 
seen significant losses as investors prepare to move capital into more risk-averse 
markets that promise an increased rate of return, such as the United States. 
Reflecting this concern, the Institute of International Finance projected that the 
capital flows to emerging markets would fall by approximately $40 billion—from 
$1.162 trillion in 2014 to $1.158 trillion in 2015.21 Additionally, a Fed rate hike could 
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potentially force weaker, emerging economies to follow suit, increasing rates in order 
to fund deficits, an action that in turn would increase the cost of capital and hence 
slow growth.  

Among emerging markets, the risk of decreased capital inflows is particularly 
significant for Turkey. The Economist Intelligence Unit produced a capital-freeze 
index in September 2013 that listed Turkey’s economy as the most vulnerable to a 
shock in capital inflows—with a 20 percent gap over the second-most vulnerable 
country, Romania.22  

However, the important question to ask is not whether Turkey’s economy will 
collapse in the long run due to its vulnerability to capital freezes. The real question to 
ask is whether or not Turkey will be able to grow at 5 percent in a global 
environment without as much liquidity as it had in the last decade. The growth rate 
could fall to 2 to 3 percent, which is simply not enough for Turkey given the 
country’s demographics. If nothing else, this lower growth rate could result in rising 
unemployment and consequential political unrest. Several academics in Turkey 
calculate the growth rate that would keep unemployment at bay at around 3 percent. 
Economic forecasts by the Organisation for Economic Co-operation and Development 
(OECD) have estimated that Turkey’s yearly economic growth for 2014, when 
finalized, will round out to an even 3 percent. Further, OECD estimates show a slight 
increase in 2015, with 3.2 percent growth, a significantly smaller expected growth 
rate than other emerging markets, such as Indonesia and Brazil (5.2 percent and 6.4 
percent respectively).23 This growth rate would also mean that Turkey would not be 
able to make the jump to the league of high-income countries and would remain 
stuck in the middle-income trap. 

However, it is possible for Turkey to continue to grow at 5 to 5.5 percent per year 
even in the absence of capital flows. In order to achieve this goal, Turkey needs to 
change its growth model by cutting its reliance on foreign capital inflows.  

Growing Political Risk 
Another issue is political risk, which is completely off investors’ and political analysts’ 
radar at the moment. Economist Daron Acemoğlu perceives one of the greatest risks 
to Turkey’s economic growth as the possibility for the flow of “hot money” (capital 
that flows from one country to another in order for short-term financial gain based 
on interest rates) to dry up.24 For Acemoğlu, it is not Turkey’s response to public 
protests that could trigger this drying up, but instead it would be due to its 
questionable rule of law. For example, the AKP’s close ties to businessmen, and the 
corruption cases that have consequently appeared, increase investors’ perception of 
risk and decrease investor interest in Turkey.  

The lack of a pluralistic political system is often cited as a major hindrance to a fully 
developed democracy in Turkey. With an electoral representation threshold of 10 
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percent, one of the highest in the world and the highest in Europe, Turkey’s electoral 
system has perpetually lacked fair and equal representation. This issue has only 
been aggravated by the stark secular-religious social divide, which has driven 
politicians from across the aisle to refuse to compromise. Consequently, except for a 
short five-year period between 1974 and 1979, Freedom House has regularly 
categorized Turkey as a “partly free regime.”25  

Through the AKP’s intervention into the judiciary, imposition on media freedoms, and 
dependence on oppressive and brutal tactics to maintain power, the government has 
consistently violated the theoretical ideals behind a liberal democracy—that of a 
separation of powers and unalienable civil rights and liberties.  

Aiding in this media suppression is Article 301 of the Turkish Constitution, a vague 
law that allows for the imprisonment of those who “insult the Turkish nation.” While 
media freedom in Turkey has seldom existed to the same degree as in European 
nations, there has been a recent escalation in media restrictions since the May 2013 
protests. When the Gezi Park protests brought thousands of angry protesters into the 
streets, domestic media outlets made little mention of the events, with CNN Turkey 
screening a wildlife documentary during the protest. Furthermore, Erdoğan banned 
Twitter and YouTube in Turkey as a response to the utilization of social media to 
spread corruption accusations against himself, his son, and ministers of his 
government.26 While a Constitutional Court ruling eventually lifted the ban, Erdoğan 
stated that he did not respect the ruling and stated, “While they are protecting an 
American company, our national and moral values are being disregarded.”27 

December 2014 came with a new wave of attempts to imprison journalists in Turkey. 
Several journalists and media employees were accused of attempting to overthrow 
the government and were taken into custody in early December. The editor in chief 
of the popular newspaper Zaman was among the imprisoned, and he is known to 
have strong ties to the Muslim cleric Fethullah Gulen, a known opponent of the 
government for the past year.28 Erdoğan and many in the AKP have utilized 
nationalistic rhetoric in order to justify undemocratic and often oppressive tactics 
aimed at minimizing domestic dissent.  

Additionally, in Turkey, industrial conglomerates and companies with interests in 
various industries own the largest media groups, and they have risked coming under 
attack by the government whenever they were associated with government criticism. 
Concerns over the influence of political bodies and high-level authorities over the 
press have been increasing since 2007, when Sabah, an independent and top-selling 
newspaper, was sold to Çalik Holding, kick-starting an era of increasing influence of 
the government over the media.29 Since media ownership in Turkey is in the hands 
of industrial conglomerates, the sale of Sabah led many business groups close to the 
government to start owning newspapers. Now a high majority of newspapers 
published in Turkey support Erdoğan, willingly or unwillingly, which does not bode 
well for the freedom of the press in Turkey.  
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Without an independent media, the likelihood of illegal or undisclosed activities by 
the government that may negatively impact the economy is increased. 

Recently, corruption has become an important focus of domestic discourse and 
political debates in Turkey, and the concerns over the objectivity of public officials 
have increased following the 2013 corruption probe. As a consequence, Transparency 
International’s annual Corruption Perceptions Index saw Turkey plummet 14 places 
to 64th out of 175 countries in its 2014 report.30 Furthermore, the percentage of 
respondents in Turkey who felt that public officials and civil servants are corrupt or 
extremely corrupt has dramatically increased to 42 percent, according to the Global 
Corruption Barometer of Transparency International.31 Additionally, 38 percent of 
respondents think the police are corrupt as well.  

Accordingly, these attacks on free speech and rampant corruption have economic 
consequences. The widespread arrests in December led to rebuke by the European 
Union (EU). Erdoğan responded to the EU by stating, “We have no concern about 
what the EU might say, whether the EU accepts us as members or not.”32 While his 
response was most resoundingly circulated domestically, the remarks sent the lira 
plummeting 4 percent against the dollar, thereby affecting Turkey’s international 
economic position.33 Aside from this, increased corruption may undo much of the 
economic progress made by Turkey as it allows for more inefficient monetary and 
fiscal decision-making and for preferential deals from government authorities. Hence, 
the tools that the AKP has historically used to maintain control domestically also 
have a strong likelihood of further hindering the already slowing growth of the 
Turkish economy.  

Moreover, government intervention into publicly traded companies and baseless 
audits of foreign investors highlight an undemocratic trend that fuels falling investor 
faith, consequently catalyzing the decline in foreign capital flows. Erdoğan’s recent 
attempts to pressure Bank Asya provides a perfect example of how AKP domestic 
policies can negatively affect the macro markets. 

Turkey’s June 2015 parliamentary elections will effectively act as a referendum on 
President Erdoğan, who remains publicly determined to transition Turkey from a 
parliamentary to a presidential system. Since Erdoğan intends to hold a 
constitutional referendum following the June parliamentary elections, the AKP will 
need to receive at least two-thirds of the seats in the new parliament in order to 
bring about Erdoğan’s desired transition.  

The June parliamentary elections will also prove to have a marked affect on Turkey’s 
economy. At the most basic level, continuing the trend from the 2014 presidential 
and local elections, campaign spending will likely come in above expectations, 
hurting the state’s budget for 2015. Furthermore, Deputy Prime Minister Babacan, 
who has steered Turkey’s economic growth for the last 12 years, will be unable to 
run for another term, as he has reached his three-term limit. A worrisome 
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development in this area is Erdoğan’s appointment of Yiğit Bulut as his chief 
economic adviser. Bulut, thought to have had a large degree of influence over 
Erdoğan in the last couple of years, is a polarizing choice given his condemnation of 
2013’s street protests as conspiracies intended to topple or even murder Erdoğan. 
Given his controversial position, it would be extremely damaging to Turkish markets 
if Bulut were to be appointed as Babacan’s replacement. Another possible Babacan 
successor is Professor Numan Kurtulmuş, an economics expert recently appointed 
deputy prime minister. If he were to succeed Babacan, he would likely usher in a 
new era in Turkey’s economy, one based on goods and services, as opposed to 
investment-based earnings. Finally, the Federal Reserve Board rate hikes are 
expected to occur simultaneously with Turkey’s general elections, which, if the AKP 
underperform, could jointly prove to significantly depreciate investor interest in 
Turkey’s economy, hence further slowing down capital inflows and economic growth.  

Additionally, there exists the possibility of new street protests and mass movements 
against the political agenda of Erdoğan and the AKP. Middle-class protests in Brazil 
that began in 2013 initially targeted the rising price of public transit but eventually 
snowballed into criticizing government corruption. The issue of corruption is a 
sensitive one for Turkey’s middle class, which has been economically empowered 
over the past 12 years by the AKP but which also expects good governance from the 
party. In addition to the continuation of protests and the increase in polarization, the 
AKP may be affected by internal strife if its current authoritarian tendencies and 
worsening economy mobilize elements within the party. 
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Changing the Growth 
Model  
Increasing Good Governance and Investment 
For sustainable growth, Turkey must decrease its dependence on external financing. 
To reduce this dependence, Turkey should undertake a series of changes. First, 
Turkey should increase its savings rate, which is extremely low compared with 
similar economies. After all, if savings is less than investment, the gap would need to 
be financed by external financing, which would mean a higher current account 
deficit. In its 2010 Country Economic Memorandum, the World Bank found that the 
decrease in Turkey’s already-low savings rate during the last decade was mainly due 
to households responding to the decline in macroeconomic vulnerabilities after 
Turkey’s 2001 economic crisis.34 While both demand and supply-side factors, such as 
financial literacy and deeper financial markets, would help increase the savings rate, 
it is impossible to expect a significant increase in savings with almost zero real 
interest rates. 

Saving-Investment Balance (as % of GDP) 

Additionally, Turkey should increase exports and decrease imports. There are several 
problems with Turkey’s current export portfolio. The first is that Turkey’s exports are 
mostly low- to medium-tech goods, with relatively low value-added. Turkey’s export 
sophistication level remained stagnant between 2004 and 2011, while the positions 
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of other developing countries such as India and China improved during this period.35 
Furthermore, exporters also use a lot of imported inputs. While the common 
perception was that imported inputs were cheaper than their domestic counterparts 
because of the appreciating lira, a 2009 TCMB survey found that exporters preferred 
foreign intermediate inputs because the domestic variants were simply not available 
or not as high in quality.  

In this same light, to Acemoğlu, shallow economic investment is a major hurdle for 
Turkey’s economic growth. As he stated, “Businesses [in Turkey] are continuously 
aware of uncertainty about tax bills, of contracts and export licenses being taken 
away from them. It makes … deepening the economy in terms of investment all the 
harder.”36 To fix this, Acemoğlu presents a two-front approach: firstly, through 
institutional economic reform (which is covered below); and, secondly, by investing 
more in technology and fostering growth in the labor force. For Turkey, Acemoğlu’s 
recommendations offer a way to increase the value-added to their goods, a reform 
that would reduce Turkey’s balance-of-payment risk. 

As for increasing the technological content, sophistication, and value-added of 
Turkish exports, the World Bank’s 2014 Country Economic Memorandum for Turkey 
recommends further international integration; more emphasis on research, 
development, and innovation; increasing the skill levels of the workforce; and 
alleviating access to financing for small- and medium-size enterprises.37  

Reforming Education and Labor Costs 
Responding to a growth rate that had stagnated at 1.7 percent year-on-year in the 
third quarter of 2014, Ahmet Davutoğlu and the Turkish Cabinet laid out a plan to 
catalyze Turkey’s economic growth through a series of prioritized structural reforms. 
The plan calls for nine packages of 25 total prioritized reforms, starting with a 
reduction in import dependence. The remaining eight phases cover a wide breadth of 
economic factors including technological advancement, increasing health care 
tourism, and efficiency in the energy sector. In sum, the plan’s phases are aimed at, 
as Davutoğlu stated, “maintaining political stability and predictability in Turkey 
before the 2015 elections.”38  

Additionally, following the announcement of the nine-phase economic 
transformation, Davutoğlu announced a supplementary set of macroeconomic 
reforms, including a series of structural reforms aimed at increasing domestic 
savings, curbing wasteful spending, rationalizing public expenditures, providing 
statistical information on infrastructure, and improving the business and investment 
environment. Davutoğlu further stated that these reforms are intended to aid 
Turkey’s ability to bring economic growth back to expected levels of 3 percent annual 
growth.39 Yet, even with these broad reform packages, many critical factors in 
Turkey’s economy remain untouched, such as human capital (education and workers’ 
training).  
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Many academics and Turkish economists agree that education reform is Turkey’s 
most important reform agenda. For example, İzak Atiyas and Ozan Bakış used the 
well-known framework of Harvard Kennedy School’s Ricardo Hausmann, Dani Rodrik, 
and Andrés Velasco to find the binding constraints to Turkish economic growth.40 
Starting with “low return to economic activity” and “high cost of finance” as key 
impediments to growth and then branching out to specific areas, this approach uses 
a decision-tree process to identify the most critical constraints. Applying this 
methodology, Atiyas and Bakış concluded that Turkish growth suffers more from low 
productivity than inadequate finance, with human capital as the main binding 
constraint. 

Many ex-pat executives working at multinationals in Turkey would be surprised by 
this study’s conclusion. Most executives are highly satisfied with the quality of their 
English-speaking Turkish workers, whose language skills were perfected during 
undergraduate and graduate degree programs at prestigious universities. 

However, these employees make up a very small portion of the Turkish workforce. In 
fact, two reports recently released by the Education Reform Initiative, an 
autonomous think tank within Sabancı University, show a huge disparity in quality of 
education.41 In standardized exams for high school students, like Trends in 
International Mathematics and Science Study (TIMMS) and Programme for 
International Student Assessment (PISA), the best Turkish students score higher 
than the best students of Singapore (the country with the highest marks), but the 
worst Turkish students score lower than the worst students in Morocco and Ghana 
(which sit at the bottom of the rankings).  

Additionally, tertiary education is not much better. A 2006 study conducted by the 
Ankara think tank TEPAV and the World Bank showed that many university students 
were not able to write a simple letter of request.42 The same study found a 
significant disconnect between the real sector and universities, with business-
university relations practically nonexistent in all but a handful of universities. 

There are also significant problems related to labor and employment. For one thing, 
with a women’s labor force participation at a mere 29 percent, Turkey is highly 
underutilizing roughly half of its labor force. Fortunately, recent incentives aimed at 
hiring women have resulted in an increase in female labor force participation, 
especially from older and less educated women. 

Labor costs are also much higher compared with Turkey’s peers. An employee 
earning $1,000 costs a Turkish firm roughly $1,700, whereas a Korean counterpart 
would cost a Korean employer only $1,300. Moreover, severance pay is high enough 
that many employers will not fire unproductive workers. This high severance pay also 
means that workers who are not happy at their jobs will not choose to quit, but hope 
to get fired instead. 
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Turkey’s institutional weaknesses were brought to the forefront by the corruption 
scandal and need to be addressed. These issues include widespread corruption and 
the need for an independent and autonomous tax inspection agency. Additionally, 
foreigners doing business in Turkey often mention weaknesses in the judicial system, 
which makes them hesitant to invest further in Turkey because weak judicial 
systems can often fail to protect financial assets. 

Non-Economic Reforms 
The solid foundations of an open democracy are needed in order to not only instill 
confidence in Turkey’s ability to maintain political stability, but as necessary 
ingredients for Turkey’s economic growth. In recent months, Erdoğan’s push for 
more direct control has led to questions about the democratic rule of law in Turkey. 
“As long as Turkey remains distant from pluralistic democracy and the rule of law, 
and as long as it cannot secure an inclusive political atmosphere that is the most 
essential requirement of coexistence and economic development,” wrote Turkish 
financial columnist Uğur Gürses, “all the economic gains it has achieved will be 
temporary and unsustainable.”43 If not corrected, Turkey’s authoritarian turn may 
drive away investors and weaken Turkey’s economy. 

A series of judicial changes have increased executive influence over the judiciary. 
Due to government pressure and interference, pro-AKP candidates now hold a 
majority in the body tasked with overseeing Turkey’s judiciary. Additionally, the 
government has interfered in the judiciary to stymie investigations into allegations of 
corruption implicating four former ministers, Erdoğan’s son, and Erdoğan himself. 
The government’s handling of the corruption cases arising in December 2013 
demonstrate the declining independence of the Turkish judiciary and are alarm bells 
to outside observers. An inconsistent rule of law undermines the safety of 
investments in Turkey and increases the risk that an extralegal process may wipe out 
the value of investors’ assets.  

To prevent investor flight, Turkish economic Acemoğlu stresses: “Turkey needs to 
make comprehensive reforms in its judicial system, public-procurement contracts 
law, and to reduce red tape to attract more foreign direct investment. There is also 
another very crucial point here: The close relations between the state and the 
economic actors need to be reduced.”44 Corruption and nepotism favor those in 
Erdoğan’s good graces, while those who have incurred his disfavor have become 
victims of a government-led smear campaign and politically motivated audits.  

The Turkish government has placed gag orders on controversial topics, such as those 
placed on the commission put together to investigate the graft allegations of 
December 2013, and the government has persecuted journalists who are critical of 
the AKP. The Turkish government has also sought to increase its control over the 
Internet, empowering itself to block access to websites it does not want seen.45 
Restricted access to information and government censorship decrease transparency, 
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deliberating obscuring information that could be relevant to investigators, such as 
the investigations into government corruption.  

Additionally, Erdoğan has demonstrated his willingness to intervene in the economy 
for political ends, particularly by pressuring TCMB to continually lower interest rates. 
Erdoğan’s extremely public battles with TCMB head Başçı have eroded any belief in 
the bank’s ability to independently make monetary policy. 

The independence of state institutions, such as the judiciary and the central bank, 
are essential components of investor confidence, providing necessary checks to 
protect investments from capricious government interference. Should Turkey hope to 
continue to attract foreign investment, they must be allowed to function 
autonomously. 
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Conclusion 
Despite the warnings and risks outlined in this report, Turkey has many advantages, 
including its large consumer market, positive demographics, unique geopolitical 
position, sound banking system, and entrepreneurial spirit. 

Yet, as this report has shown, many of these advantages have turned into temporary 
disadvantages, either because of domestic/global developments or deliberate 
economic mistakes. Turkey’s consumers and firms are becoming more and more 
leveraged every day. The country cannot make use of its young population because 
of women’s low labor participation rate and inadequate human capital. Its locational 
advantages have been overshadowed by domestic and regional political turmoil. 
Turkey’s risky construction sector is dampening the entrepreneurial spirit of its 
“Anatolian tigers,” a new breed of businessmen and entrepreneurs who emerged in 
the 1980s, driving the growth of Turkish cities and industrial conglomerates. 

Additionally, political risk is a significant barrier to further growth. Rising 
authoritarianism, restrictions on journalists and the media, and rising claims of 
institutional corruption all threaten the economic balance that has been created over 
the past ten-plus years. The lack of the rule of law in the economic system and the 
increasing accusations of cronyism in the government may diminish Turkey’s 
strengths and even lead to a possible economic decline. 

In order to reduce economic and political risk, Turkey should engage in a few 
primary reforms:  

• First, it should assure greater autonomy of its central bank. This reform would
allow the bank to make decisions that are best for Turkey, not necessarily the
party in power.

• Second, Turkey should increase legal protections for businesses to reduce 
the risk associated with poor rule of law and consequent questionable 
protection of property rights.

• Third, Turkey should reduce the disparity in its education system by 
increasing accountability and funding for its lowest performing schools.

All of these reforms can be undertaken by the AKP without significantly undermining 
its political power. While rising authoritarianism, restrictions on expression, and 
corruption are chronic issues in Turkey that cannot be ignored, ultimately, Turkey 
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will have to face the consequences of increasing political illiberalism, and these four 
reforms would reduce many of Turkey’s economic and financial risks.  

None of these obstacles are insurmountable, and most have very simple fixes. Once 
they are solved, the Turkish economy could indeed become a shining star and secure 
its place as the next South Korea. If they are not addressed, Turkey is bound to 
muddle through as a middle-income country—stuck in the middle-income trap 
forever. 
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