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Turkey Monetary Policy Analysis: November 

2021 
 

MNI Point of View  
Lira In Crisis - Extrapolating The Erdogan Endgame 
 
Turkey currently faces an inordinately difficult task of anchoring inflation expectations and re-establishing 
CBRT credibility in the face of broad, and accelerating currency weakness.  This leaves the CBRT with a 
stark menu of policy options from which to choose to stem the risks to the real economy. Among the best 
options are delivering positive real rates through a series of large emergency rate hikes, but the bank could 
also resort to previously used non-standard policy tools to counter TRY weakness. These include rate 
corridors, tweaking reserve requirements at state banks, clamping down on currency speculation and the 
likely last resort: capital controls.  
 
Erdogan’s political ambitions headed into 2023 elections put an implicit cap on the amount of hikes that 
could theoretically be possible (~400-500bp), in the face of a potential rise in headline CPI to 22-25% in 
the coming months. December’s CBRT therefore, will be a vital reflection of the MPC’s ability to reverse 
potential policy missteps by holding off on another rate cut, but the politically motivated nature of the bank’s 
reaction function makes this notably hard to predict.  
 
Turkey’s policy difficulties are likely to continue as long as Erdogan remains in power with sole control over 
the leadership structures at the CBRT - keeping TRY assets in a self-fulfilling cycle of depreciation until a 
credible policy framework can be established. Here, a move to unconventional monetary policy measures, 
capital controls and liquidity measures will only provide temporary stability in the absence of positive real 
rates with Turkey’s FX reserve position extremely constrained at present. 
 

 
Where & How Does It All End? 
 
The short answer is: not well and with great difficulty, but using history as a guide we may be able to draw 
out some potential moves from the CBRT going into 2022.  
 
At the heart of the issue lies an acute credibility deficit at the CBRT, brought on by a lack of independence 
and misinterpretation of inflation/FX dynamics by the man now fully in control of the policy levers - President 
Erdogan. The lira has weakened almost 55% since the start of September, with the CBRT delivering 400bp 
of rate cuts directly into oncoming CPI headwinds and broadly against the trend of policy tightening across 
the global economy.  
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Figure 2: USD/TRY, Local Yields Surge as Crisis Deepens 
 

 

 

Thus far, the CBRT has shown relative comfort in letting the currency go without burning FX reserves. 

However, with social discontent, FX passthrough to inflation and dollarisation all on the rise, the bank will 

likely be forced to act to stabilise TRY as proof of the policy missteps becomes more evident in 1Q22 CPI 

metrics. Moreover, snap elections remain an ever-present tail risk in the coming months as local citizens 

and businesses voice their discontent over eroded PPP and higher financial/balance sheet instability. 

Markets are now anticipating that the CBRT will be forced into emergency hikes by 2Q22 or start 
delivering Uysal-style unorthodox monetary policy strategies to stem the bleeding in the Lira. 
However, while this would likely see some short-term reprieve in TRY,  the decision is predicated 
on the gargantuan task of getting Erdogan backtrack on his current credit-fuelled growth strategy 
with a year and a half to go until July 2023 elections.  
 

 
What can we learn from the past?  
 

In 2018, the CBRT was forced into delivering +1,600bp of hikes to arrest the sharp currency devaluation, 
followed by a 9-month hold on policy at 24.00% before resuming the cut cycle in June 2019. An interest 
rate corridor was introduced and reserve requirements at state banks were reduced to free up liquidity to 
ease pressure on the banking system - narrowly avoiding capital controls and a run on the banks.  
 

 
 
 
 
 
 
 
 
Figure 2: 2018 - CBRT Pursues Aggressive Hikes to Establish Positive Real Rates  
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While this did arrest TRY depreciation and deliver a +25% turnaround, it did not fully offset the impact on 
the currency, which resumed its slide in Feb 2019 as the credibility deficit continued to contribute to de-
anchored policy expectations. These emergency hikes proved effective in reducing short-term inflationary 
pressures with headline CPI falling sharply from 25% in Nov 2018 to a swing low at 8.56% y/y in Nov 
2019. However, the political will to hike rates amid low support for the ruling alliance (Nov Poll: 40.3% vs 
40% for the opposition alliance) is currently notably low, making the situation somewhat more difficult to 
telegraph this time around.   

 
Potential Scenarios  
 
 

1) CBRT Hikes 400-1,000bp to Establish & Maintain Positive Real Rates: 
 
The emergency hike scenario seems to be the favoured approach among the sell-side at the moment, but 
clashes with Erdogan’s political ambitions going into 2023 - which have been the more dominant monetary 
policy driver in recent months. As of the 23rd of November, government officials continue to support lower 
interest rates, making a near-term reversal of the policy stance unlikely before year-end. Whether or not 
the CBRT delivers another 100bp cut in December (as suggested by the November statement) will be 
another decisive indicator of Erdogan’s ability to let go of the policy reins and admit to shortfalls in his 
understanding of inflation/FX dynamics.  
 

Sell-side projections put headline CPI on course for a move up to 22-25% by 2H22, implying potential for 
400-1000bp in total hikes to maintain a positive real rate environment. While this would serve to stabilise 
the FX and asset prices, the MPC will be hard-pressed to maintain rates above 20% with Erdogan still in 
power. 19-20% (+400-500bp) would likely be the upper end of Erdogan’s pain threshold, but may not be 
sufficient in the event that headline inflation remains sticky above 21%. 
 

Initial hikes would be met with a relief rally in TRY assets, similar to 2018, but without assurances of CBRT 
independence, markets would continue to keep an embedded credibility risk premium baked into TRY 
assets. Hikes would need to be substantial, sustained and accompanied with robust guidance on 
confidence-inducing measures - but would run the risk of crippling domestic growth. A combination of +400-
500bp and +200-300bp hikes would likely go a long way to shore up near-term stability, but do little to 
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address the longer-term problems facing the Central Bank unless it can bring expectations under control 
by delivering a credible policy framework. 
 
 
2) CBRT Avoids Hikes, Using Reserves & Unconventional Policy to Stabilise TRY: 

 
This would come straight out of the Uysal-era playbook, utilising late liquidity windows, capital controls and 
overnight swap rates to artificially dry up liquidity and tighten by stealth. A return to this form of policy that 
has been employed in the past would force the currency into a period of dormancy, but be unlikely to 
address the fundamental credibility deficit driving the long-term devaluation pressures.  
 

The CBRT will likely steer away from the use of its $120bn in gross reserves for direct FX intervention if 
possible, given expectations for a tighter external environment in 2022 as markets bring forward US 
taper/rate hike expectations to mid-way through the year. With roughly 60% of its debt held in foreign 
currency (and rising due to TRY depreciation), the risk of reserve depletion is acute and issues with rolling 
private/public sector debt over will increase as the crisis continues. Nevertheless, a more pronounced run 
on the currency towards 16-20 vs the USD would likely force the CBRT to act via state banks - releasing 
some liquidity to offset the built-up USD demand pressure. In this instance, markets would be looking for 
more assurances on the FX reserve side in terms of longer-term efforts to shore up stockpiles through long-
term swap agreements to avoid full depletion. 
 

In terms of capital controls, Turkey has used import compression methods in the past combined with 
liquidity curbs to limit capital flight and dollarization. Increased fees on trading FX and gold, alongside 
import tariffs and surging overnight swap rates remain potential options - all of which have proven broadly 
ineffective in the past. Here, An unwillingness to tighten via conventional methods should continue to keep 
TRY assets under pressure, even if they bring short-term stability to the currency. Without addressing de-
anchored expectations and weak policy credibility, Turkish assets will continue to face the self-fulfilling 
depreciation cycle that continues so long as Turkey maintains its unsustainable and unorthodox policy mix.  
 

3) CBRT Does Nothing, Social Discontent Sees Erdogan & AKP Lose Power in 2023  
 
This is an interesting scenario, as although the short-term picture would be ugly, it could in fact bring about 
longer-term stability in Turkey should an opposition alliance take the opportunity to re-establish a credible 
monetary policy framework with a “clean slate” mentality. Riots and protests have broken out in Turkey 
among citizens, while opposition parties are escalating calls for early elections. Erdogan has dismissed 
these calls for some time now, saying elections will take place as planned in July 2023.    
 

Support has fallen dramatically for the ruling AKP & MHP alliance during the pandemic with the opposition 
Nation Alliance gaining 40% support vs 40.3% for the People’s alliance. This means Erdogan will never 
hold early elections, until this margin of safety widens and most likely stick with the July 2023 date. Political 
instability in the interim will also weigh on TRY assets, compounding pre-existing problems if policymakers 
fail to act - almost ensuring their demise in elections.   
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Sell Side View:  

CommerzBank:  

• The lira exchange rate has gone exponential in recent weeks, whether one looks at the USD-TRY cross or 

lira against a basket of 50% USD and 50% EUR. At this point, few commentators link the collapse to 

anything else but the central bank cutting interest rates following constant pressure from President Tayyip 

Erdogan, which included three governor dismissals and a steady stream of changes among CB staff and 

management. 

• Even if inflation targeting is not a priority for now, the impact of this dramatic exchange rate depreciation on 

private sector balance sheets (explosive increase of FX liability in domestic currency terms) is likely to be 

sharp enough that this pace of depreciation cannot simply be allowed to continue day after day – left 

unchecked, this would ultimately trigger systemic bank or other failure. Perhaps this is the reason why 

Erdogan met up with CBT governor Şahap Kavcıoğlu and subsequently CBT released a statement 

yesterday appearing to warn about possible FX intervention. 

• What could be some stop gap measures policymakers might adopt in coming days in an effort to stem the 

bleeding? Turkish policymakers have usually resorted to two channels of intervention: 1) FX intervention or 

soft capital controls, which attempt to purge short lira positions from the financial markets, and 2) 

Emergency rate hikes or other major change at the central bank. The former was tried extensively by the 

central bank and bank regulator through the 2018 lira crisis: it is difficult to envisage which exact channels 

policymakers might target this time around. 

• In any case, we do not think that such measures would stabilise the lira for longer than a few days. Any 

attempt at FX intervention will run through CBT’s meager reserves in a matter of days. Other soft capital 

controls are unlikely to help either – this is because lira depreciation pressure appears to be fundamental – 

based on the market’s ‘forward-looking’ view about how negative real interest rates will get in Turkey over 

the medium-term – the pressure does not appear to arise from specific payment or liquidity problems. The 

behaviour of domestic agents (buying FX) could, of course, be acting as an overlay on top of the existing 

wave, but such flows are not the root cause. 

• The latter channel of action – major change in monetary policy or at the CBT – appears to be the only 

option. But what kind of change? Only a day ago, president Erdogan praised the central bank’s interest rate 

cuts and vowed to keep up the fight as a matter of Turkey’s economic freedom. He repeated that there was 

no way back to higher interest rates. 

• Nevertheless, if CBT gets desperate, it might find some loophole. CBT chief Kavcıoğlu has so far not 

switched to an unconventional view of monetary policy and inflation himself – he has cut rates, but he 

explains this conventionally – using a story that inflation dynamics were improving. Now, surely, he can turn 

around and argue that the fundamentals have completely reversed and rates need to be increased. He may 

be able to blame the ‘unhealthy speculative activities of foreigners’ for weakening the lira and creating 

significant inflation. 

• Nevertheless, even if Kavcıoğlu were to hike rates, the impact of yet another round of emergency hike may 

not be much – it may be viewed by the market as only a temporary reversal (rates will surely be cut again 

as soon as the lira is stable for a few months). Since the market now realises that Erdogan calls all the 

shots (a CBT governor who begs to differ and acts differently, a la Naci Agbal, is not a realistic prospect 

anymore), it does not matter much what CBT says or does in the short-term – until Erdogan himself 

announces an end to this policy experiment, we may at best achieve a period of sideways FX movement 

using rate hikes or other policy measures. Lasting recovery for the lira is likely to remain elusive. 

 

 

 

Goldman Sachs:  
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• The Turkish Lira has come under increasing pressure since September, significantly underperforming other 
EM currencies. The sell-off was triggered by the CBRT entering a cutting cycle, despite inflation running 
close to 20%yoy, GDP growth close to 10%yoy, and other central banks hiking rates. 

• The causes of the current sell-off differ from the past. The current account deficit, the key vulnerability in 
2020, has more than halved compared with last year. GS have observed only a limited acceleration in loan 
growth and a minor pickup in dollarisation recently. Moreover, portfolio flows, derivative exposures (to the 
extent they can be observed) and debt rollover rates have not changed much until now. GS therefore think 
the sell-off has been driven mostly by the impact of rate cuts on local expectations and the demand for 
TRY. 

• In GS’ view, these rate cuts represent a fundamental change in the CBRT’s reaction function. While it could 
be argued that the CBRT has been excessively dovish in the past — e.g., cutting deeply in 2020H1 and 
delaying rate hikes in 2020H2 — it has not run entirely counter to what domestic output and inflation 
conditions call for, especially at a time like this when the Lira is significantly under pressure and global 
financial conditions are tightening. A different CBRT reaction function and the increased importance of 
expectations in driving asset prices add to the difficulties of forecasting over the next few months. 

• Given GS’ view that the Lira's depreciation is driven by locals who currently face negative real interest rates, 
it thinks that a stable equilibrium can only be achieved with a major change in policy. If the current account 
deficit were the problem, Lira weakness could help, as it did in 2018 and 2019. If non-resident outflows 
were the problem, the pressure on the Lira would possibly be more acute but temporary. However, as the 
Lira is driven by expectations that are increasingly de-anchored and savers in Lira face negative real rates, 
GS think the pressures will only subside after a change in policy and the key question is whether this will be 
in a more orthodox or unorthodox direction. 

• Despite the apparent differences in the CBRT’s current reaction function from the past, its base case 
scenario and modal forecast assume that the Bank's reaction function will re-converge with its previous one 
over time. GS now see the policy rate rising by 600bp, from 14% to 20%, in 2022Q2 (previously GS had the 
policy rate rising to 18% over 2022Q2 and Q3), not enough to reduce inflation towards single digits but 
enough to maintain financial stability. GS see a large range of uncertainty around the timing and the 
magnitude of hikes, with risks for an earlier move given the ongoing pressure on the Lira. 

• A (more hawkish) standard Taylor rule approach would put the policy rate at 26%, if the CBRT wanted to 
return inflation to its official target of 5% and fiscal policy could be used selectively to help the most 
vulnerable against the economic contraction this would create. Considering that elections are only 18 
months away, GS think that such an option is unlikely. 

• In contrast, a more dovish heterodox scenario would involve the CBRT keeping rates low and the 
authorities using administrative measure to stabilise the currency. The authorities are already trying to do 
this to some extent, by reducing lending to consumers while rates go down and commercial lending picks 
up. In the past, given wide current account deficits, significant foreign funding was needed to avoid a hard 
landing, imposing some constraints on the use of administrative measures. With most of the pressure on 
the currency driven by onshore markets over which the authorities have more immediate control, targeted 
measures to deal with the symptoms of the pressure may follow, though these are unlikely to provide a 
stable solution. 
 

 

Societe General: 

• A currency devaluation is materializing in Turkey, precipitated by the overly loose monetary policy stance 

from the CBRT, and exacerbated by diminished confidence in Turkey’s monetary policy framework, 

increasing dollarization, corporates’ hedging needs, and extremely poor liquidity conditions in Turkish 

currency markets.  

• against USD just today, with USD/TRY at 12.71, whereas it traded at 8.30 at the beginning of September. 

The probability of an adverse scenario involving bank runs has risen substantially. Higher pain threshold. 

One key difference between this and prior currency crises is that the pain threshold is now much higher 

before SocGen see a course-reversal, given President Erdogan’s entrenched opposition to raising interest 

rates and his greater sway over the direction of monetary policy. This suggests that a much more 

substantial currency devaluation is necessary this time around before Turkish policy-makers intervene to 

stem the currency rout 
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• The options on the table are limited, in light of depleted FX reserves: capital controls or a series of 

emergency rate hikes. Given the urgency of the situation, ScoGen still see a series of emergency rate hikes 

as the likelier course of action, but it is possible that some soft forms of capital controls (e.g. deposit 

withdrawal limits) are included in a package of intervention measures. 

• SocGen are not yet convinced that Turkey will see a balance of payments crisis, considering that Turkey’s 

current account is in a stronger position than in recent years, corporates have substantially reduced their FX 

liabilities since 2018, and rollover rates on loans are still likely to be high. 

• The key immediate threats are that deterioration of retail confidence in the Turkish lira could spur bank runs, 

destabilizing financial markets, and that the current TRY devaluation will catalyse a period of hyper-inflation 

in Turkey. 

• Headline CPI will likely close in on 30% yoy over the coming months. Very conservatively 

assuming an exchange rate pass-through coefficient of 0.2 for Turkey, the 35% devaluation since the 

beginning of September will translate into a 7 percentage-point surge in headline CPI over the coming 

months (from 20% yoy currently). At this writing, headline CPI peaking at 27% over the near term would be 

an optimistic scenario 

• Money could move outside of the Turkish banking system. Banking statistics may be less reliable in the 

future as a way to gauge how Turkish residents are hanging on to their wealth, as money may begin to 

move outside of the banking system. As this crisis continues, SocGen would expect to see a drop in 

residents’ FX deposits held in Turkish banks and in overall total deposits (all currencies), as similarly 

witnessed in 2018 

 


