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During a conference held to discuss the Turkish economy’s ills in the aftermath of the 2001 crisis, the late Rudiger Dornbusch had argued that neither a fixed exchange rate – out of fashion after collapsing in spectacular fashion in February 2001 -, nor a floating exchange rate regime – adopted after the collapse of the crawling peg – were optimal policy choices for a small, open economy such as Turkey. 

What then are the attributes of an optimal exchange rate policy ? Is there an exchange rate policy to satisfy all domestic economic agents ? Stability is one feature that both exporters, on the one hand, and those with FX debts, on the other, would probably welcome, but the two sides would certainly disagree about the appropriate level of the Lira vis-a-vis major currencies, as is the case at present. For its part, the Central Bank has periodically intervened in the foreign exchange market to quell high volatility, but its clear priority has been to tame inflation as fast as possible, and at the same time facilitate public debt service. In other words, the Central Bank has definitely been leaning towards a strong Lira. By the Fall of 2003, the exchange rate regime debate has continued full-swing and, indeed, has further been fuelled by the Lira’s sharp overvaluation as estimated by various inflation index measures. Discounting a popular columnist – who argued that the Lira must be at equilibrium level since demand and supply are freely operating – and the Economist’s Big Mac index
, the Lira is overvalued as attested to by a large
 and growing current account deficit
. This, along with the relative uncertainty of the flexible currency regime, has led exporters to criticize the exchange rate regime. 

Objectively, there are four criteria for the evaluation of exchange rate regimes: 1) efficiency – ie; gains from uncertainty removal  2) inflation discipline  3) insulation from shocks  4) policy effectiveness; ie; with respect to impact on output.

With perfect foresight, Professor Dornbusch had argued that Turkey’s exchange rate competitiveness, gained as a result of Lira’s sharp devaluation, would fast be eroded via price pressures, and was a transitory phenomenon. His policy advice, to the confusion of some in the audience, was the adoption of the Euro as currency, or Euroization
. Inevitably, the suggestion raised many questions; How could Turkey adopt the Euro if she were not a member of the EMU ? Was it wise for Turkey to abandon independent monetary policy ? so on and so forth.

Euroization would confer clear advantages in the first two of the criteria above, but adjustment from shocks would have to fall on wages and prices, and there would be no monetary policy to speak of. Unilateral euroization would be possible as long as there were sufficient Euros to cover monetary base, but would involve seigniorage relinquishment
 to the benefit of the issuer of the new currency
 – which is, incidentally, the main difference between a currency board regime and Euroization that is not accompanied by a treaty. The issue of at which parity to convert to the Euro would also be of concern.

A flexible currency regime provides the advantages of the latter two criteria listed above, but not the first two. Mainstream economic theory suggests monetary policy to be potent with respect to its impact on output given capital mobility under a flexible exchange rate regime, whilst fiscal policy loses effectiveness in such an environment. Given Turkey’s debt/fiscal constraints, the exchange rate policy choice may, indeed, make sense. Furthermore, there is no point giving up revenue from seigniorage under current, difficult fiscal circumstances unless this loss can demonstrably be compensated via efficiency gains.

In brief, the current policy choice, in spite of vociferous criticism, is probably unavoidable under the circumstances. Moreover, exchange rate policy, by itself, cannot be a panacea for the ills of the Turkish economy; debt sustainability is a fiscal policy issue, and will remain a focus of concern irrespective of the currency regime. Having said that, a prolonged deviation from long term parity causes an accummulation of risk. The Brazilian Real is a good case in point. After the abandonment of a crawling peg regime in January 1999, the Real enjoyed a period of strengthening, but in 2001 the trend reversed, and the inflation rate rose upon the heels of a weak Real. Interest rates rose, and debt sustainability concerns were rekindled. Alas, the same scenario is likely to play out in Turkey in the coming months.

� The Economist’s Big Mac index showed that as of April 2003 the implied purchasing power parity of the USD was TL 1,383,764; remarkably near the level that the TL/USD has been hovering at post-Gulf War II.


� Revised from a target of 1% to 3% of GDP for 2003.


� Essentially a function of relative economic growth and the real exchange rate.


� Roughly half of Turkey’s trade is with the EU, hence the choice of the Euro rather than the Dollar.


� Panama, fully dollarized, has, nevertheless, continued to issue her own coinage, thus capturing a small part of  seigniorage revenue.


� The European Central Bank in this instance.





