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The trilogy of high fiscal deficits, a weak currency and an open capital account lied at 
the heart of Turkey’s boom-bust cycles in the past decade. Now that the acute phase of 
the last crisis is over, and most of the dirty work related to one-off balance sheet 
adjustments associated with the sharp jump in the exchange rate has largely been worked 
out, one may be tempted to (re-) think through Turkey’s monetary options. it appears that 
Turkey has essentially two paths to follow going forward.  One is to maintain the current 
regime of floating exchange rates, and soon to complement it by a rapid switch to IT.  
The other is to take a short cut and “import stability” by adopting the currency of an 
anchor block as soon as possible.  As to the latter, “Euro” pops us as a natural 
candidate, given the strong trade links between Europe and Turkey, combined with 
Turkey’s broader ambitions to eventually join the European Union. The author feels that 
adopting the Euro would be a smart way out for Turkey on economic grounds, provided 
that European Union also acts reasonably cooperative. But aside from economics, one 
major issue remains to be resolved.  The idea of giving up one’s own currency is not a 
very appealing one, and surfaces almost everywhere as a major issue of “national 
sovereignty”, including in more advanced countries.  Turkey is no exception, and the 
proposed adoption of an anchor currency is likely to be contested on nationalistic 
grounds even if a broad agreement is reached on its economic benefits. 
 
 
The 1990s were arguably Turkey’s “lost decade”.  Despite the much-boasted mantra of 
“Turkey’s ability to grow with high inflation”, its macro record was pretty meager after 
all: Its per capita growth was barely 0.5% per annum while its annual inflation rate 
averaged over 70%, a much worse record than many countries with comparable levels of 
development.  What is worse, Turkey managed to squeeze two full-blown financial crises 
into this period, both causing unprecedented contractions in output.  Notably, last year’s 
drop was the worst in modern history to a point that, even if it all goes well under the 
current IMF program, Turkey will have barely restored its 2000 GNP level, measured in 
US dollars, by the end of 2004! 
 
As those who follow Turkish macroeconomics know very well, the trilogy of high fiscal 
deficits, a weak currency and an open capital account lied at the heart of Turkey’s boom-
bust cycles in the past decade or so.  For many years, private flows channeled through the 
banking sector, provided the grease that the financial markets needed to churn an ever 
growing, and in good part “hidden” public debt burden.  In late 1998, after the Russian 
crisis, it became quiet clear to close Turkey watchers that the situation (read “public debt 
dynamics”), combined with the much-accumulated pressures in the system, was clearly 
unsustainable. 
 
It is against this backdrop that Turkey signed up for an ambitious disinflation program in 
late 1999, spearheaded by the IMF.  In a nutshell, a strong fiscal adjustment and a 



comprehensive set of structural reforms would support a “pre-announced exchange rate 
crawl” to anchor expectations and hence steer inflation, in about two years time, to single 
digit levels.  Alas, it all went bizarre pretty quickly, with the pre-announced crawl 
violently collapsing in little over a year from the time of the inception of the program.  
The damage was huge: some 15 banks went bust in due course; public debt rose 
dramatically, largely reflecting the bank-restructuring costs; and most importantly, output 
shrank by over 9%.  One additional impact of the crisis was to narrow Turkey’s monetary 
options dramatically, following its hugely failed attempt at disinflation using an exchange 
rate anchor. 
 
Turkey’s Monetary Options in the 21st Century 
 
At the time Turkey was being forced to choose a floating exchange rate regime back in 
February last year, both the policy and academic circles abroad had done much work 
reassessing the monetary framework options available to an emerging market economy, 
with the so-called “bipolar view” of exchange rate regimes gaining much popularity.1   
 
Largely motivated by the 1994 Mexican crisis, and the unfolding of the Asian drama only 
a few years later, the bipolar view argued that exchange rate “pegs” had a lot to blame in 
this outcome, and emerging market economies would be better off by opting for one of 
the two extreme exchange rate regimes, which comprised a “hard peg” on the one side 
(that meant the adoption of a currency board or “full dollarization”) and a pure float on 
the other, preferably accompanied by “inflation targeting” (IT). 
 
In essence, the intrinsic vulnerability of “soft” pegs to “speculative attacks”, combined 
with the so-called “impossible trinity” proposition of international macroeconomics – the 
incompatibility of an open capital account, exchange rate fixity, and independent 
monetary policy – motivated the bipolar logic.  Thereafter, notwithstanding some 
rigorous work arguing otherwise, that there still exists an intermediate option between the 
two extremes,2 or that many alleged floaters actually aren’t in practice3, the international 
sentiment gained momentum toward accepting the bipolar view as the new conventional 
wisdom.  The latest demise of Argentina helped only to strengthen this current, as 
evidenced from the recent debates on the pros and cons of “full dollarization” for 
Argentina, while Turkey’s peculiar experience with exchange rate based stabilization 
earlier also helped.4  As a matter of fact, when Turkey floated the Lira in February last 
year, it had very little choice but to float, if it were to prevent losing its entire foreign 
exchange reserves, and perhaps more importantly, to get any support from the 
international community, notably the IMF. 

                                                 
1 References on this issue are many, but for a particularly influential exposition, see Stan Fischer’s 
“Exchange Rate Regimes:  Is the Bipolar View correct?”, Distinguished Lecture on Economics in 
Government, Journal of Economic Perspectives, Spring 2001. 
2 See, for instance, John Williamson’s “Exchange Rate Regimes in Emerging Markets: Reviving the 
Intermediate Option”, Institute of International Economics, September 2000. 
3 See, for instance, “Fear of Floating” by Guillermo Calvo and Carmen Reinhart, NBER Working Paper 
November 2000. 
4This is not to say that we agree with this proposition, which is way too simplistic as a main cause of the 
Turkish crisis. 



 
Now that the acute phase of the crisis is over, and most of the dirty work related to one-
off balance sheet adjustments (of banks as well as corporates) associated with the sharp 
jump in the exchange rate has largely been worked out, one may be tempted to (re-) think 
through Turkey’s monetary options.  Realistically speaking though, going back to some 
sort of a well publicized managed float, such as “crawls or bands”, seems quite 
impossible still, and it appears that Turkey has essentially two paths to follow going 
forward.  One is to maintain the current regime of floating exchange rates, and soon to 
complement it by a rapid switch to IT.  The other is to take a short cut and “import 
stability” by adopting the currency of an anchor block as soon as possible.   
 
As to the latter, “Euro” pops us as a natural candidate, given the strong trade links 
between Europe and Turkey, combined with Turkey’s broader ambitions to eventually 
join the European Union.  Clearly, Turkey has thus far opted for the former, i.e. for 
implementing a regime as close as you can be to a textbook pure float and support it, at 
some point, with a switch to IT.  But whether Turkey’s objectives would be better served 
with the adoption of an anchor currency (read “Euro”) is still an open question.  This is 
what we now explore in the next two sections: first the theory of it, and then the practice. 
 



Adopting An Anchor Currency 101 
 
As any student of international economics knows well, the “traditional criteria” for 
adopting an anchor currency weigh, roughly speaking, one major benefit – “imported 
stability” and hence a reduced “risk premium” in international borrowing – against two 
“lost freedoms”: that of monetary policy independence, including, in particular, the 
lender of last resort function by the monetary policy authority; and that of generating 
“seigniorage revenue”.  There is, in addition, a broader set of criteria that is often looked 
at in deciding whether it would be optimal for a country to adopt an anchor currency in 
the long run.  These generally relate to issues on the real economy side of things such as 
(excuse the econ-speak), “labor market flexibility and business cycle symmetries”.5

 
Perhaps the most important benefit of adopting an anchor currency (henceforth 
“dollarization”, for convenience) is associated with a reduced country risk premium on 
international borrowing (and hence on domestic borrowing in an open capital account 
regime), through the elimination of devaluation risk or exchange rate volatility in general 
(and a lower and less volatile inflation rate inside).  Essentially, lower interest rates and 
more stability in international capital movements cut the cost of servicing the public debt, 
and encourage higher investment and economic growth.   
 
More recently, this argument has been taken quite a few steps further.  In addition to 
reducing the country risk premium in the capital markets, it has been argued, 
dollarization reduces an emerging market’s susceptibility to “sudden stops”, an idea most 
closely associated with the prominent Latin economist Guillermo Calvo.6  In fact, 
“sudden stops” – a phenomenon whereby large amounts of private capital that flow into a 
country in a few years time try to leave in a matter of days because of devaluation fears – 
seem to be one typical feature of emerging market economies in the 1990s.  The trouble 
with “sudden stops” is that such heavy withdrawals cannot be met from other financing 
sources in such a short time, and barring an outright default, necessitate a large and 
painful reversal in the current account, causing massive recessions, as the recent 
experience of Asia, among others, has most vividly shown.   
 
In short, while dollarization reduces risk premium in a narrow sense, it also helps 
alleviate a deeper problem of a capital market anomaly faced by an emerging market.  
There is little doubt that these two financial benefits are especially important for an 
emerging market economy, which is trying to rollover a large stock of debt, is committed 
to maintain an open capital account, but needs to cushion itself from the vagaries of 
international capital markets. 
 

                                                 
5 There are volumes written on the topic.  In what follows, I draw heavily on two IMF working papers by 
Andrew Berg and Eduardo Borensztein (see IMF’s Economic Issues Series No.24 October 2001 for a 
summary exposition, available at www.imf.org) and Nouriel Roubini’s “Should Argentina Dollarize or 
Float?”, also available at his well-known web site. 
6 See, for instance, Calvo’s “The Case for Hard Pegs in the Brave New World of International Finance”, 
June 2000, unpublished; available from his web site. 



Now let us visit the two counter-arguments for dollarization related to “lost freedoms”.  
Losing monetary policy independence is potentially important for a small open 
economy, and it comes in various forms.  One is related to losing the exchange rate as a 
shock absorber.  Suppose that the dollarized country was hit by an external shock in the 
form of a lesser demand for its exports.  The response in a floating exchange rate 
environment would be for the domestic currency to depreciate.  But in this alternative 
case of using an anchor currency, the economy would have to accomplish devaluation 
through deflation, which tends to be a very painful process as Argentina’s latest 
experience with a hard peg most vividly showed.  There is no ideal fix to this problem, 
but a flexible labor market (or more specifically flexible wages), combined with a 
diversified trade pattern could help to alleviate some of the negative impact.7

 
But this monetary policy independence argument should not be taken too far in the 
context of an emerging market economy.  For one thing, given their history of poor 
monetary credibility and high inflation as well as liability dollarization, most of them, 
Turkey being a good example, have very limited monetary policy autonomy in practice.  
So, at the margin the full loss of monetary autonomy would appear to be relatively small.  
Similarly, small open economies with a history of high inflation and high exchange rate 
volatility are effectively unable to use monetary policy for counter-cyclical purposes 
either.  A combination of unofficial dollarization, lack of policy credibility and wage 
indexation may render monetary policy ineffective to counter cyclical shocks. Worse, it 
has been argued that in some countries monetary policy may be pro-cyclical rather than 
counter-cyclical as negative external financial shocks force monetary authorities to 
tighten policy when a recession occurs to prevent excessive depreciation of the currency 
(see Roubini (2001)) 
 
Finally, another specific form of monetary policy freedom that would be lost is the ability 
of the monetary authority to use lender of last resort (LoLR) function at a time of 
liquidity shortfalls in the banking sector.  This is a very important function in principle, 
but its importance in an emerging country context should also not be overrated.  For one 
thing, attempts to systematically rescue a banking system under distress via massive 
liquidity injections (as opposed to limited liquidity support to selected banks under 
pressure) may cause inflation, currency devaluations and/or a run on the reserves of the 
country as banks face a significant rollover risk for their foreign liabilities.  Furthermore, 
the actual ability to provide LoLR functions under a flexible exchange rate regime may 
be effectively limited by the availability of foreign exchange reserves when the banking 
system has large foreign currency liabilities.  On the other hand, when it comes to helping 
a few banks that are experiencing liquidity problems, mechanisms can be developed such 
as the building of foreign reserves in excess of what is required to cover the monetary 
base, private and official contingent credit lines, as well as changes in reserve 
requirement ratios, even under full dollarization. 
 

                                                 
7 Even if wages are flexible, however, nominal exchange rate adjustment turns out to be a much more 
“efficient” way of adjusting to shocks, compared to renegotiating several wage contracts (for a particularly 
easy reading on this point, see Paul Krugman’s MonoMoney Mania, available from his web site). 



The other of the two above-mentioned “lost freedoms” concerns the ability to generate 
seigniorage revenue for the government, i.e. profits accruing to the monetary authority 
from its right to issue currency.  Conceptually, dollarization involves two kinds of 
seigniorage loss.  The first is the immediate "stock" cost: as the dollar is introduced and 
the domestic currency withdrawn from circulation, the monetary authorities must buy 
back the stock of domestic currency held by the public and banks, effectively returning to 
them the seigniorage that had accrued over time.  Second, the monetary authorities would 
give up future seigniorage earnings stemming from the flow of new currency printed 
every year to satisfy the increase in money demand.  Both of these losses, in principle, 
can be quite significant. 
 
Switching now to the real side criteria, the country, which is contemplating the adoption 
of an anchor currency should have, first and foremost, strong trade links to the anchor 
block.  This is essentially necessary in order to minimize the damage associated with 
“third-currency” fluctuations.  Suppose Country X trades mostly with the US.  In that 
case, say, a sharp strengthening of the US$ against the Japanese yen would not adversely 
affect the country much.  But if the country trades heavily with Japan as well, it could be 
hurt, as it entails a loss of competitiveness viz. Japan.  Recall that this is sort of what 
happened in Thailand and in a number of Asian currencies in the mid-1990s, that later 
contributed to their troubles.   
 
A second main issue on the real side is that, the country that is considering the adoption 
of an anchor currency should have its business cycle broadly synchronized with the 
anchor country.  This is necessary because counter- or pro-cyclical monetary policy in the 
anchor block should simultaneously match the needs of the country at the periphery.  
Otherwise, the small country could be stuck in an unfavorable dynamic such as a 
monetary tightening in the anchor block killing off a nascent recovery or in the opposite 
case, causing overheating and inflation in the periphery. 
 
One final conceptual question that we ignored thus far but is crucial for our purposes is 
why, in the first place, “dollarization” should be preferred to a floating exchange rate 
regime buttressed by IT, i.e. why, between the two poles, we should prefer one over the 
other.  Here the criteria would appear to be two-fold: capacity to implement a flexible 
monetary policy including the “credibility” of the monetary authority; and potential 
problems associated with exchange rate volatility, especially in the face of “liability 
dollarization”, given the nascent financial markets in emerging market economies.  Both 
of these criteria, in our view, seem to favor dollarization over a floating exchange rate 
regime. 
 
As to the former criterion, imagine a country with a feeble record of monetary policy 
credibility and a weak currency, but with a government strong enough to commit to an 
ambitious set of structural reforms.  In this case, dollarization could offer a shortcut 
recipe to stability:  It eliminates a whole history of monetary instability and credibility 
questions in investors’ minds, while encouraging the economic agents to concentrate on 
forward-looking measures required to sustain dollarization.  Whereas in the alternative 
case of a floating exchange rate, it might take a long time for monetary policy authority 



to build credibility, which might, in turn, mean a prolonged period of volatility and 
require an enormous sophistication in the conduct of monetary policy.8

 
As to exchange rate volatility, the academic literature generally focuses on the adverse 
impact of volatility on trade flows, which may or may not be important, as the empirical 
evidence on that point appears somewhat inconclusive.  Another problem with volatile 
exchange rates, which appears to be more pertinent anyhow for an emerging market is 
“liability dollarization”, which arises when a good chunk of debt contracts in the country 
are denominated in foreign currency.  In that case, sharp swings in the exchange rate 
create significant “balance sheet” effects for various actors in the economy, by artificially 
depressing or inflating their “net wealth”, and give rise to a major source of volatility and 
uncertainty, hampering growth at the end. 
 
Econ 101 Meets Turkish Realities 
 
Having established the conceptual preliminaries, here comes the big question:  How, on 
balance, should we apply these ideas to Turkey, or alternatively, what is our verdict as to 
the appropriateness of Turkey’s adoption of the Euro?  At the risk of taking most of the 
excitement away at the outset, we feel that adopting the Euro would be a smart way out 
for Turkey on economic grounds, provided that European Union also acts reasonably 
cooperative.  Contrary to what some critiques would argue, by adopting the Euro Turkey 
would not be seeking a “quick fix to its real troubles”.  On the contrary, having already 
demonstrated a reasonable reform effort, the adoption of Euro would be a vehicle to help 
it to consolidate the gains thus far and accelerate the efforts going forward. 
 
Here are some additional and – what we feel – important considerations/observations for 
Turkey: 
 
Turkey is de facto dollarized – For one thing, Turkish lira is a de facto forgone currency 
in that Turkey’s is already a heavily “dollarized” economy.  This mans that most of the 
disadvantages of dollarization, such as reduced effectiveness of monetary policy, is 
already partly there.  It is public knowledge that over 50% of deposits are in denominated 
in foreign exchange, and except for some 10-20% of this amount, these deposits are 
unlikely to turn back to local currency in the foreseeable future.  Perhaps more 
importantly, out of the three functions of money – medium of exchange, unit of 
accounting, and store of value – lira has already lost the two, save the medium of 
exchange function for the moment. 
 
It is all about public debt sustainability in Turkey! – The key “make it or break it” 
macro issue for Turkey concerns the “debt dynamics”.  Our space does not allow a 
lengthy discussion here, but Turkey needs a vehicle to reduce real rates while sustaining 
significant growth rates to maintain a sustainable debt to GNP ratio.  In that regard, one 
particular benefit of dollarization discussed in the previous section – a lower risk 

                                                 
8 In fact, IT, in our view, is a fairly sophisticated framework.  It is somewhat telling that it has first become 
popular in the context of advanced economies, and only later found application by less developed 
economies and that, often under despair. 



premium, combined with a safety against “sudden stop” syndrome – would appear be 
extremely important for Turkey.  Dollarization cannot, of course, prevent “default” risk 
as such.  But because of lower rates on borrowing and confidence boost it would provide, 
it could promote growth and help to steer debt onto a sustainable path. 
 
Initial conditions are favorable – The economic context within which the adoption will 
take place, or the timing of adoption in short, is also important, and in that regard, Turkey 
appears to be in a favorable position.  For instance, banking sector reform is reasonably 
advanced and fiscal situation is broadly under control.  These “initial conditions” being 
properly in place should help sustain “euro-ization” going forward with relatively 
manageable costs during transition. 
 
One problem that could emerge in this connection, however, is that Turkey will have 
started from a point of much higher inflation relative to the Eurozone.  This would lead to 
serious real appreciation in the “shadow” exchange rate, and thus cause a major widening 
of the trade balance viz. the Eurozone.  There are, however, ways of dealing with this: 
speed up reforms to consolidate productivity gains; ensure labor market flexibility; and 
given that the pass-through from exchange rate to prices now appears to have weakened, 
perhaps start with an upfront adjustment in the exchange rate. 
 
Traditional criteria are surmountable – As to the traditional criteria, we have pretty 
much said it all regarding the loss of LoLR function above:  “Systemic” provision of 
liquidity is effectively a bad idea for an emerging market economy with a weak currency 
anyway, while “limited” provision of liquidity to one particular segment of the banking 
sector could well be undertaken even under “euroization” by putting proper measures in 
place.   
 
Loss of seigniorage and asymmetric shocks are somewhat trickier issues.  “Flow” 
seigniorage, measured as the ratio of the change in base money to GNP, amounts to 
slightly less than one percent of GNP in Turkey.  Currency “stock”, on the other hand, 
amounts to about $4 billion, or some two percent of GNP.  The two put together makes 
up a nifty sum.  But the key insight in assessing pros and cons of seigniorage in the 
Turkish case should be to compare this total loss, some of which is “one-off” to the 
excessively inflated permanent cost of borrowing to the Treasury and Central Bank 
combined, because of a chronically unstable currency.  In other terms, if eliminating lira 
helps us import stability and reduce borrowing costs, the accruing benefits would likely 
more than compensate for the loss of seigniorage.  Moreover, an agreement could well be 
struck with the anchor block to compensate for at least some of the loss as well as to 
provide “concessional” borrowing to back up the base money. 
 
Floating seems a more “fearful” option – While for the moment Turkey is doing the 
best it can under the circumstances, we can safely say that the two arguments developed 
in the previous section as regards the advantages of dollarization over the current regime 
of floating exchange rates, i.e. monetary policy capacity and exchange rate volatility, 
fully apply to the Turkish case. 
 



But aside from economics, one major issue remains to be resolved.  The idea of giving up 
one’s own currency is not a very appealing one, and surfaces almost everywhere as a 
major issue of “national sovereignty”, including in more advanced countries.  Turkey is 
no exception, and the proposed adoption of an anchor currency is likely to be contested 
on nationalistic grounds even if a broad agreement is reached on its economic benefits.  
Garnering public support for a good but nationalistically unappealing idea, on the other 
hand, is no trivial matter that requires much education and effort.  And this is perhaps the 
hardest part in all this, especially in light of Turkey’s track record of learning basic 
economic realities through blood and tears, rather than through education and consensus. 
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