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A growing sense of unease over political developments is going hand in hand with an economic
slowdown. External and public sector balances are deteriorating although the latter still remains a
relative strength for Turkey.

Country Risk Analysis
Summary and conclusions
Steps taken in the direction of trimming the democratic freedoms and checks and
balances in Turkey are creating a growing sense of unease and making the business
environment more uncertain. Although economic activity is cooling, there is limited
proof in data so far that these steps have had a marked effect on economic
performance. It appears unlikely, however, that the process towards a more
authoritarian society can continue without finally taking its toll on economic
incentives, sentiment and thus activity.
Slow investment growth and a poor performance of the tourism industry should
produce real GDP growth of less than 3% in 2016 despite expansionary economic
policies. Going forward, a collapse in economic activity is unlikely but there are
several indications of a secular downturn in growth capacity to less than half of that
seen in the years running up to the global financial crisis in 2008. Trailing growth has
relieved some inflationary pressures but structural factors are keeping the rate of
inflation significantly above the central bank’s target.
Turkey’s underlying economic problem is largely a low national savings rate
reflecting in part a general discouragement from long term productive investments.
Moreover, short-term and debt creating capital inflows have long been the main
financing source for the external deficit which is edging up faster than expected.
Meanwhile, as a response to slower growth, monetary and fiscal policy has turned
more expansionary.
Since the failed coup this summer, two of the major external sovereign credit rating
agencies cut their ratings one notch while a third settled for introducing a negative
outlook. The agencies generally referred to increases in risks related to the country’s
sizeable external funding requirements, and a weakening in credit fundamentals
such as economic growth and institutional strength. More recently, Standard&Poor’s
reaffirmed their sovereign rating and revised the outlook from negative to stable.

important your attention is drawn to the statement on the back cover of this report which affects your rights.

SEB Merchant Banking Country Risk Analysis, November 27, 2016

Recent developments
Growth trailing: Despite a series of shocks over the past three years, the economy
has proved fairly resilient, although growth at 3.7% on average has been slower than
normal. Household and government spending have largely been driving economic
activity. The domestic spending has been boosted by rising wages and low fuel price
and is taking place in an environment of loose monetary conditions. Following a 4%
GDP expansion in 2015 growth started cooling largely due to a deepening slump in
tourism. Slow investment growth and little recovery in tourism should produce real
GDP growth of 2.8% in 2016 despite expansionary economic policies. This forecast is
broadly in line with that of the IMF which recently cut their forecast to 2.9%.
Market sentiment towards Turkey has soured. Financial market sentiment was
largely favourable during the first half of 2016. Following a temporary dip in
connection with the failed coup in July sentiment has been on a gradual deteriorating
path that accelerated following
Trump’s election as US President. Since
the start of the year, the lira has lost
about 17% of its value versus the USD
and a little less against the euro. Bond
rate spreads versus Germany have
crept up to long-term highs and the
CDS premiums are up about 10%. At
the same time the main equity index is
still in positive territory for the year.
Inflation fluctuating at relatively high
levels. Following the cooling in
economic activity, consumer price
inflation has moderated slightly in
2016. This follows average inflation of nearly 8% in 2015 which was significantly
higher than the central bank’s 5% target. Slower growth has overshadowed the
inflationary effect coming from more expensive imports following the depreciated
exchange rate. The central bank expects consumer price inflation at 7.5% by end2016. This is roughly in line with our forecast and also fairly high given (i) the
meagre economic growth and (ii) compared to other emerging markets. Furthermore,
inflation expectations are cemented around these levels.
Current account deficit is broadly unchanged. External imbalances have long been a
reoccurring vulnerability for Turkey. In fact, the partly structural deficit on the
current account is sometimes referred to as Turkey’s overarching macroeconomic
challenge. A low savings rate by international standards and a high dependence on
imported energy are the main underlying reasons for the deficit. In 2015, the deficit
on the current account shrank to 4.5% of GDP on the back of lower oil prices and
weaker domestic demand. In 2016 it looks to stay broadly unchanged.
Policy steps taken to raise savings. Attempting to stimulate households to raise their
savings several, the authorities have taken several measures. For example, a law
aiming to improve the incentives for individuals to invest in their retirement through
personal pensions came into effect in January 2013. In addition, in mid-2016 the
private pension law was amended to include the automatic enrolment of private
sector employees, a measure that was applauded by the S&P’s in their recent decision
to improve the outlook for the sovereign rating. However, the IMF judges that its
impact on aggregate savings is likely to be small and that the reform has design
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shortcomings which could impede its effectiveness. We assume a broadly stable
current account deficit in the medium-term.
Deficit financing is dependent on volatile flows. Turkey’s external vulnerability
also stems from the fact that it finances its deficits mainly by borrowing abroad, by
loans, bonds issuance and through other debt creating capital inflows. The large
share of debt financing compares unfavourably to risk class peers. In 2016 financing
needs have been met relatively easily, helped by ample global liquidity, although
funding costs rose slightly following the ratings downgrades by credit rating
agencies. This being said, we note that net portfolio flows has been decreasing since
mid-2013. Initially, the trend was driven by the expectations of normalization of US
monetary policy which prompted a general increase in risk aversion. However, in the
years that have followed it has been exacerbated by domestic political uncertainty.
Relatively low foreign direct investment inflows. Although foreign direct
investment (FDI) inflows rose in nominal USD terms during 2009-2015, Turkey’s
share of global investment flows to emerging markets is at roughly the same level as
a decade ago. In 2016, net FDI are expected to be roughly half of what they were in
2015, and at mid-year they covered only about 20% of the country’s financing gap.
Rising labour costs, a deteriorating business climate and an uncertain geopolitical
situation are generally seen as key factors discouraging FDI. The purge following the
failed coup this summer is seen as adding further risks to the business climate (see
further below).
Official reserves remain adequate
according to headline numbers.
Official reserves in the hands of the
central bank remain reasonably
adequate at just over USD 100 bn,
equivalent to more than 6 months of
import cover. That is a gross number
though. The sum includes foreign
exchange deposited by banks with the
central bank in order to fulfil their
reserve requirements for lira deposits
from the banks’ domestic customers.
The risk of relying on these bank
deposits is that they may be pulled out
if commercial banks should experience reduced access to international capital
markets.
Subtracting also banks’ reserve requirements related to their deposit taking in foreign
exchange from the headline number gives a significantly lower net level of central
bank reserves. Most estimates put net reserves at about USD 40 bn which would not
finance more than 2-3 months’ of imports. This is low by any standard for a country
with a large current account deficit.
External debt – a rising challenge. External debt has continued to rise gradually and
is likely to register 62% of GDP in 2016. While the debt level is somewhat higher
than average for the risk class, it is fairly comparable to those seen in similarly
developed emerging economies. Furthermore, average maturities have lengthened
slightly in the past few years. Banks and the corporate sector stand for the major and
rising part of the debt. Banks’ foreign funding amount to just above 40% of the
country’s total external debt while the non-financial corporate sector’s share is about
35%.
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Economic Policies
Fiscal consolidation put on hold. Public finances strengthened considerably over the
past decade and has been an important component in boosting Turkey’s international
credibility and our country risk class. While the budget discipline is broadly holding
up it appears that the budget deficit for 2016 will be slightly higher than expected
and planned, mainly due to the slower economic growth which should depress tax
collection. A negative balance of 1.6% in 2016 is likely to be followed by a further
widening in 2017 to nearly 2%. While this is not alarming and reportedly supported
by the IMF, we see some risk that increased spending to counter what many believe
is a partially structural economic downturn could jeopardize the government’s long
established fiscal anchor (or at least investors’ perception thereof).
Government debt edging down from
relatively low levels. A logical
outcome of years’ of relatively prudent
fiscal policy is a low level of
government debt. By the end of 2016 it
is expected to be about 32%. The
composition of the debt has improved
steadily in the past decade shifting in
favour of domestic currency debt (65%
of total) and longer average maturity.
The government’s debt burden is
expected to remain highly manageable
in the coming years as it is likely to
hover around 30% of GDP.
Contingent liabilities are manageable but rising. Contingent liabilities for the
government are on the rise. They are mainly in the form of PPP guarantees and
guarantees for foreign currency borrowing by state-owned banks and companies.
Monetary policy has become increasingly expansionary. Although the central bank
practices an inflation targeting framework it has attempted to use monetary policy to
address other challenges — credit growth, capital inflows and the exchange rate —
simultaneously. This approach has been challenging which is reflected, in particular,
in inflation staying above target for an extended period. Despite this, the central bank
started easing policy in early 2016. By decreasing the overnight lending rate (upper
band of interest rate corridor) it aimed also at simplifying the monetary policy
framework and ultimately providing funding via a single rate. This was aimed at
quelling criticism regarding the effectiveness of the transmission of monetary policy
in the past. In July it also cut reserve requirement for banks. More recently, the drop
in the value of the lira and the risk it poses for inflation forced the central bank to
reverse its actions and hike two of its policy rates.
Banks are relatively well capitalised. The banking sector is well capitalised and
asset quality is reasonably sound with non-performing loans making up about 3% of
total loans. The banking sector’s direct FX exposure is limited but indirect exposure
has risen through their FX lending to the corporate sector to which most of their
lending is directed. The past year’s lira depreciation should raise pressure on the
balance sheet of the corporate sector and thus pose a risk for the banks. The banking
sector is regarded as well regulated.
Quality of institutions is eroding. The quality of Turkey’s institutions had been on a
slowly deteriorating path already before this summer’s failed coup. However, the
authorities’ policies embarked on since then appear to be exacerbating this process.
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While it is difficult to quantify the extent and short-term economy-wide effects of the
deterioration, worsening scores in various qualitative surveys shed some light.
Institutional health according to the World Economic Forum’s competitiveness index
has worsened, reflected by a country ranking of 74 out of 138 countries, down from
th
56 place in 2013. The World Bank’s rule of law index dipped into negative territory
this year and places Turkey at 55 among 189 countries. Similarly, the latest World
Justice Project’s rule of law index ranks Turkey at 99 out of 113 countries.
Furthermore, indicators of corruption and press freedom have slipped, in some cases
quite significantly which is uncommon for countries at Turkey’s level of
development. Worsened institutional quality will make it more difficult for the
authorities to lift economic growth and to implement the structural changes they
have identified are needed to reduce the economy’s external vulnerabilities.
Business conditions have
worsened. Turkey still represents a
reasonably dynamic place to do
business compared to many peers.
Nevertheless, investor sentiment is
eroding. In the World Bank’s Doing
Business Survey, Turkey dropped
14 positions last year to number 55
among 189 countries (trailing peers
such as Hungary and Russia). The
purge following the coup initially
targeted the public sector and the
media, but has gradually spread
also to other business sectors. The
authorities have reportedly taken over management of around 200 private companies
with alleged affiliations to the Gulen movement. Actions such as these may affect the
country's growth path negatively by raising concerns regarding the protection of
private investment and the investment climate in general.

Politics
Political uncertainty. Political risk has long weighed on Turkey's sovereign rating
through concerns about discretionary policy making and government effectiveness,
and their potential to discourage capital inflows. One of the main current and nearterm determinants of Turkish political developments is the purge that AKP launched
in the aftermath of the July coup. Other key contributors to the political risk are
Turkey’s military campaign in Syria and the Kurdish issue which have led to
increased violence. A more longer-term factor is the EU accession process. Here we
do not assume future EU membership in our risk rating.
Sovereign credit rating agencies downgraded Turkey following coup. Following
the failed coup, Standard&Poor’s which already had the sovereign in sub-investment
grade downgraded their rating one notch and introduced a negative outlook. More
recently, they reaffirmed their rating and revised the outlook to stable. The rationale
behind the outlook revision was a perception of policymakers’ determination
to implement key economic reforms. In the summer, Fitch affirmed its BBB- rating on
Turkey but lowered the outlook to negative. In September Moody’s downgraded
Turkey’s long-term sovereign credit rating one notch to BB. According to the agency,
the downgrade was caused by the increase in risks related to sizeable external
funding requirements in addition to the weakening in previously supportive credit
fundamentals including growth and institutional strength.
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Outlook
Muddle-through is main scenario. The Turkish economy is widely expected to
muddle through in the near and medium-term. Our house forecasters Oxford
Economics see GDP growth at 2.9% in 2017, roughly in line with the IMF’s 3%. The
government in its budget rather optimistically assumes growth of 4.4%. While the
past years’ slow growth has had a cyclical component and Turkey has a relatively
favourable demographic structure, the disappointing pace of structural reforms
needed to raise productivity have led many analysts to downgrade their view on
long-term (potential) growth. Oxford Economics see long-term growth at less than
3.1%, a significant downward shift compared to average potential GDP in the past
decade of 4.6%. The IMF has a slightly higher estimate.
The government has made some progress on its reform agenda during 2016. We
assume a continued progress in implementing politically non-sensitive reforms while
fundamental reforms that move the economy away from being consumption-driven
to a more broad based economy are not very likely in the medium-term.
Capital flow reversals is the key risk. One of the main risks to our main scenario is
that of a prolonged outflow of capital. We do assume that foreign capital flows to
most emerging market economies will be weak and that markets will force these
economies to tighten policies. Continued currency depreciation and/or rising interest
rates will then act to cool domestic demand and thereby shrink trade deficits.
However, a sudden and more marked capital outflow should be seen as a key
downside risk. Possible triggers include political/security related domestic events
and an unexpected pace of monetary tightening in the US or sharper than expected
USD appreciation.
Real and financial risks from Europe and the Middle East. Another important risk
to the economic base scenario is a more modest than expected economic recovery in
Europe. With a share of 45%, the continent is the largest destination of Turkish
exports. Similar reasoning goes for the Middle East which is the second largest
export destination with a share of some 30%. Europe also poses risks on the financial
side as Turkish banks source part of their foreign funding from European banks.
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Disclaimer
Confidentiality Notice
The information in this document has been compiled by SEB Merchant Banking, a
division within Skandinaviska Enskilda Banken AB (publ) (“SEB”).
Opinions contained in this report represent the bank’s present opinion only and are
subject to change without notice. All information contained in this report has been
compiled in good faith from sources believed to be reliable. However, no
representation or warranty, expressed or implied, is made with respect to the
completeness or accuracy of its contents and the information is not to be relied upon
as authoritative. Anyone considering taking actions based upon the content of this
document is urged to base his or her investment decisions upon such investigations
as he or she deems necessary. This document is being provided as information only,
and no specific actions are being solicited as a result of it; to the extent permitted by
law, no liability whatsoever is accepted for any direct or consequential loss arising
from use of this document or its contents.
SEB is a public company incorporated in Stockholm, Sweden, with limited liability. It
is a participant at major Nordic and other European Regulated Markets and
Multilateral Trading Facilities (as well as some non-European equivalent markets) for
trading in financial instruments, such as markets operated by NASDAQ OMX, NYSE
Euronext, London Stock Exchange, Deutsche Börse, Swiss Exchanges, Turquoise and
Chi-X. SEB is authorized and regulated by Finansinspektionen in Sweden; it is
authorized and subject to limited regulation by the Financial Services Authority for
the conduct of designated investment business in the UK, and is subject to the
provisions of relevant regulators in all other jurisdictions where SEB conducts
operations.
SEB Merchant Banking. All rights reserved.
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