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Two Steps Back in Turkey
March 26, 2021
Our assessment of the Turkish lira (TRY) has substantially changed in a short period of time. The credibility of the
TRY, which had been won back at great expense during the past few years, has again been crushed by Turkish
President Recep Tayyip Erdoğan. And we cannot conclude that this time the credibility can be again restored.
Fundamental Value Foundational
The foundational investment thesis for all of our currency opportunities is fundamental value, and this thesis is
very hard to violate because fundamental value is longer term in its orientation, very stable over time, and
ultimately a robust indicator of long-term currency movements.
But for a currency and its fundamental value to be viable, certain characteristics must hold true: store of value,
medium of exchange, and unit of account. These characteristics can be threatened by the nature of a country’s
institutions and, if trust in these attributes gets eroded enough, then fundamental value as an investment thesis
can indeed be violated.
We believe that Turkey has moved in this direction. This is something that has long been possible but that we—and
the market—had discounted to a very low probability until last weekend.
A Game of Chicken
The primary issue the TRY has episodically experienced during the past few years has been that the central
bank—at the direction of Erdoğan—has left policy too loose in the face of high inflation or has lowered rates
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prematurely after raising them. The central bank is officially independent, but that isn’t actually the case if the
central bank head is replaced every six months for not doing what Erdoğan wants.
This issue has happened before and we have likened it to a game of chicken: Erdoğan wants low interest rates
despite high inflation, the market responds by weakening the TRY, and Erdoğan eventually capitulates under
market pressure to more orthodox monetary policy (raising interest rates to fight high inflation).
This backing down—chickening out—has happened twice recently, once in late 2018 and again last November. In
both instances, our response to a weakening TRY was to increase (long) exposure to take advantage of a forwardlooking fundamental opportunity whose thesis we still felt had not been violated. There was certainly elevated risk
associated with the TRY, but we felt it was adequately compensated given how far price had declined below value
and given the “game of chicken” dynamic at play. That is, until now.
Last weekend, Erdoğan fired the head of The Central Bank of Turkey, Naci Ağbal, whom he had only recently
appointed, back in November, and had publicly pledged to support.
Ağbal’s appointment signaled a return to orthodox monetary policy that the market took favorably. Indeed, under
his leadership the central bank did raise rates aggressively, including just last week, when it raised rates by more
than the market expected, driving TRY close to its recent high. But Erdoğan has taken an about-face and has
brought in a replacement governor that is almost undoubtedly going to be soft on interest rates.
Credibility Crushed
The credibility of the TRY—which had been won back at great expense during the past few years—has again been
crushed by Erdoğan. We cannot conclude that this time the credibility can be again restored, even if Erdoğan wants
to.
So, if the TRY is threatened as a store of value, as a unit of account and a medium of exchange, then we must react
by significantly suppressing the investment thesis of fundamental value versus price. We no longer have enough
conviction that the opportunity about which we were optimistic is adequately compensated to justify a significant
long exposure. We have therefore reduced TRY exposure in our portfolios during the past several days.
This is another manifestation of the importance of the “G” in the application of ESG principles in macro investing.
Governance institutions (and indeed social institutions) can have huge importance and influence on macro
investing, as the developments in Turkey have demonstrated.
While our investment philosophy is grounded in fundamentals, our process incorporates a number of ESGoriented considerations from both a valuation (longer-term) and a navigation (shorter-term) perspective. In this
case, both the social and governance aspects of ESG have seen a rapid deterioration and have already influenced
our navigation; the degree of influence on our valuation is likely to play out over the next few weeks.
Developments Idiosyncratic to Turkey
It is worthy to note that we continue to believe that this development and market reaction is idiosyncratic to
Turkey, and additional risk to other emerging currencies as a result of the TRY episode appears very marginal.
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There is some knock-on volatility to other emerging currency and debt markets, but Turkey is doing strange things
and no other countries seem keen to follow suit at this point.
In fact, other emerging markets—such as Brazil and Russia—have recently raised interest rates and the central
bank heads have remained firmly in place. This does not mean that this kind of episode is not possible elsewhere,
but we do not feel that possibility has increased nor we need to adjust our other long emerging currency exposures
at this time.
Thomas Clarke, partner, is a portfolio manager on William Blair’s Dynamic Allocation Strategies team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

