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While Bivine in Istanbul 1 heean work on a sinadl-seale macroe,
model designed to explain infTation and shost-rin growth |y
Farhi (1979); Fry (1986b)Y]. This paper presents a reestimate
model and dynamic simulations for the 1977 1983 period.

Gpomic
Ty and
or thal

The novelty of the model is that it incorporates the depag, rare
of mterest us a deterrmmant of both intlation and grow(h. iy
mulations presented in Fry and Farhi (1979 329-339) sUggey, the
had money supply growth been brought down rapidly (o vodd

inflation in 1978, Turkey could have suffered a recession roy, then
until 1984, On the other hand a substantial increase in dcpom rates
of interest followed by monetary deceleration a year later COuly pay
avoided a recession conipletely by relieving the credit sqiee, . and

bringing dovwn mfluation simultancously. Monctary contracticg  jone
merely aceentuates the credit squeeze in the short run.
In the event inflation as measured by the GNP dellator neaked

at a continuously compounded rate of 71.2 per cent in 1980 as gpown
m Tuble 1. The rate of growth in real GNP was negative in both
1979 and 1980 but rose (o u continuously compounded rage of 4.1
per cent in 1981, In this year the nominal [2-month time deposit
rate of interest wus increased dramatically to 50 per cent Fisipe the
real deposit rate by almont 20 pereentage points to its higheg
m 0 years. In 1982 monctary expansion siowed and the eql C
rate became positive for the first time sinee 1970 (Table 1),

1 level
{eposil

Simulations of the reestimated model track closely what
happened to inflation and growth over the period 19771983
paper 1 also show what might have happened had deposit rages not
been  raised. Specilically, the simulations suggest that ecopomic
growth would have remained negative for the entire period 1978 _19K3
had the deposit rate been held at its 1977 {evel.

acpuallv
In this

Turkey's interest-rate experiments initiated in 1981 pProvide st-
rong support for the efficacy of using institutional interest rites as o
benign policy instrument {or stabilisation purposes under congditions
ol financial repression.

ZANSTITUTIONAL  HNTERESY-RATE SETVING

Until 1981 the government fixed ceilings for virtually all nominal
institutional interest rates in Turkey. These ceilings were binding
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throughout the postwar period. The ceiling on the 12-month time
deposit rate topifies the inllexibility of the system. Between 1951 and
1961 the deposit rate was 3 per cent compounded annually (Table 1).
FUwas raised to 6.5 per cent in 1961, 10 9 per cent in 1970, and to 12
per cent in 1978, Loan rate ceilings were also adjusted only in those
vears.

On (e other hand the inflation rate vavied considerably over
this period (Table 1. Clearly the real 12-month deposit rate of interest
calculated as the continuously compounded nominal deposit rate
minus the continuously compounded cxpected rate of inflation fluc-
tuated widely and changed roughly in the opposite direction to the
inllation rate (lable 1).

There has been widespread evasion ol the loan rate ceilings. The
casiest way ol evading these ceilings has been for the banks to require
borrowers o hold compensating balances, despite the illegality of
this practice. However, over hall the total assets ol Turkey's banking
system are held by state-owned special law banks. These banks have
less incentive and opportunity to cevade the loan rate ceilings than
do the private commercial banks.

Although large depositors have received rates above the deposit
rute ceilings, commercial banks have strong incentive to collude in
observing deposit rate ceilings.  Expenditure on nonprice compe-
tition advertising and branch expansion - has been enormous. Henee
bunk cost ratios in Turkey compare most unfavourably with those
in Western Europe and North America. It scems reasonable therelore
1o conclude that deposit rate ceilings have been fairly elfective and
that banks have colluded to avoid deposit rate competition.

The marginal utility to depositors ol bank expenditure on non-
price competition is undoubtedly well below that of expenditure on
iterest payment because demand for mioney falls when the real de-
posit rate of interest declines. Inother words nonprice competition
i, not a perlect substitute Tor price competition. Hence deposit rate
ceilings widen the spread between ceffective deposit and loan rates
of interest. This in turn reduces money demand and ay also reduce
both saving and investment (bry, 1979a).

Fhe government took a first hesitant step towards introducing
2 more Flexible interest rate policy in May 1979 when the 12-month
deposit rate was raised from 12 to 20 per cent. However the effect
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TABLL Money tutarest,

. . 1983
Infatwon and Greswih Rates, 950 198

. . “Real
Yeur GiNg lfation | Money Velogity Nominal I)‘(f;()s;il
Growth Rate Growth ol Deposii Rate
Raie Ruite Circulation iate
1950 8.9 5.8 5.8 0.5
1951 2.1 6.3 17.6 5.8 5.9
1952 . 2.7 7.7 G0 5.0
195 10.7 4.7 194 S.4 5.0
1954 3.0 5.0 4.6 5.0
1955 7.0 1.7 16.2 4.7 5.0
1956 U 1.z 234 4.3 5.0
1957 7.5 209 244 A8 5.0
1958 4.4 3.3 4.6 5.0
1959 4.0 19 0.4 I 5.0
1960 3.4 33 1.3 4.9 5.0
1961 2.0 40 "Y 1.8 5.8
1962 6.0 9.1 91 5 6.5
1963 9.2 5.6 10y 5.3 6.5
1964 q.0 2.5 1203 4.9 6.3
1965 3 4.2 6.6 4.5 0.3
1966 1.3 6.2 20.2 4. 6.5
1967 6.3 18 4.0 0.5
1968 6 3.4 i5.0 3.8 6.5
1909 5 5.2 15,1 3.7 0.3
1970 56 1.2 17.2 3.7 7.3
1971 9.7 6.8 22.3 3 9.0
1977 7.2 15.2 240 R 9.0
1973 20.0 FRe 9.0
1974 7. 25.0 4 9.0
1975 7.7 15.0 238 A0 9.0
1976 7.4 157 ER A 9.0
1977 3.9 20k 253 4 9.0
1974 3.0 6.0 3 4.5 .3
1975 0.4 53.7 401 501 7.5
1930) i | gy 6.3 20.5
1981 4.1 35001 577 5.2 49.2
1982 4.4 2420 51 41 50.0
1983 3 229 27.2 4. 42.7 ,
Souree: Singn Instituis of § Stz 1 anghly Eeonomice tndieator.., b"u"‘“l),l”.c
3334, Torkiye Cumhuriyet ey, Bunkasi, (e Ay istatisiitc Ouxe M;O: 1‘"&,
P 8: Tirkive Cumburiyet pepya, Bankast, ik Rapor 1982, pp- P
national Firaneiaj Satistics, Jiyne 1984, compuier Lapes Maswel] ). by ¢
vik Farhi, Vioney and Banking ip Torkey (ia!:mhul: Bogaziei University
176385, ; ot
~on
Note: All rures of ¢l CEPECE he nonyny, deposir {interest are €Ot
compounded.

L C . o the 27y
of this substantjal merease in {he Nominal deposit rate 0 = ol
than wined ¢ by an merense i the

rate from 36 per ceng in 1978 w g

per cent in 1979,

deposit rate was more

. o not®
—ome observers believe (hat the government took a M
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Interest pate Flexibility in 1980, As pat
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vder a standby agreement
Turkish government
1980. The 12-month

Stabitisation
with i;go"'; t"':(Jg\l‘f:l'lillle implemented Ui
deregulze atet national Monetary Fun d,
lime .N[C}j()g“_“l‘lcrcst rates on time deposits in July
llll’()l_ls_'h. “ rate rose immediately 10 3. per cent, @ rate determined
T 4;‘“}?! agrecment by the large commiurctil hariks (Kopits,
out of th;; h[ul:‘vf‘t ‘i‘» C:u“lci \‘./oulf_l step I it the govcmmcnt stepped
Predictable -( l_‘:fncss r.:l setimg institutional 1aics of interest was quite
sl insu;f;"\,/:: 1080 543). The July 1580 depot
Pei cent in.t-ll ; icient 1o counferact the qcccteration in infl
PosIt rate . 1“1. year. Table I shows the steady decline in the 1
H{ interest until 1981

ation to 71
sal de-

{from increasinzly attractive
ised the |2-month
198§, This before-

lnder
ylcldg l(l)(ll:l , some competitive pressure
“ posit lméo‘.)V?l’mncnt bonds, the bank carte te
, raic \vaq”;;W-O steps to 50 per cent by Fepiuary :
2> per Cen} }f‘l\’éliel'li Lo an after-tax rate ot =27~ per cent given the
brokep frcq'uC\“lth(ﬂdlng tax. Apparently the cartel agreement Was
Mon (} <~0D{tv ll,?y and rates in eXcess of 20" cont WETE quite\com-
Netary ER)‘VT‘ ?841 4_). Despite an acceleratinn in the rate of mo-
Flagio 1"-:1 \” l[l"()m 50 per cent 1n 1980 to 59 per cent 1n l‘_)ia’l the
rale of ec(;nL WaLs halved from 71 to 35 per cent. At the same time the
Per ceng iy f;“}'c growth cnereased from =t JC cent in 1980 fo 4.4
Celeration inl (:S_i (I“b_lc 1. Both the reduction 1 inflation and the ac-
inC!’CLLS(;?(“llomlc growth_can be ‘mmbmcd o the QQ) percentags
argued bel nt e real deposit rate of miterest potween 1980 and -1'981
traged by the _(')W_- The co.n:;cqluenl increase i monev d(:!‘m\.nd iilus-
2 (Table 1) f_dP'd l'M_hl!th_ﬂ in veloaty of cn‘c%'.lutmn_ from 0.3 1O
U squeeze “l,CdUCCd ‘nflation and at the same 1me relieved the cre-
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2-111()(11'({1:)!):.ts’ 1984: 4-5). With the decline 1 inflation the pominal
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per cent in July of the same year. A d sesult, the real depo-
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I ntually started Lo aceeleraie in the .\ccona! 1?1'“ Oi !
(and throughout 984\ since the bank cartel was unwilling _“lcrcg
nomina deposit  rutes the government adopted yet another fn [ has
rate sctling systen in December 1983, Undor it the central b‘,llj {hre
been anthorised o review and sof deposit rates at least 9\/0!')’ and
months, (akine iy account fluctuations in the rate of in! Iu.u();]c |V
other relevant cconomice dcvclopmcnts. Under (he new S}'Sl?m “)Ccny

month deposit rate way Increased apain (o 45 per cent in mld—DT
ber 1983 and g three-month caly deposit yiclding 49 per cen
reinstated.

10 por
¢ withholding (ax was reduced (from 20 per cent Lo

cent) at this time, gy was the financi
ferential loan rates of interest (from |
5). These two (ax reforms

o
al transactions tax on ﬂo?gl :
510 3 per cent) (KOP‘t_S’ﬂ‘llion
cvpnwier with the decline in the m‘-t‘ an
rate substantially reduced the wedge between cffective depostt

) ry
loan rates that had previously deterred financial inlermedi'fmo,nn(l:n
and Farhi (1979- 366-3710 njunct on with ralionullsuuoce |
reserve requirements and (he introduction of deposit insurzull
early 1983 (he government appeared 1o have embarked upon Jl'tio
course of financiy| development at long last. Under these con ll'rmﬂ
one might anticipate a fusther decline in velocity of circulation

1982-1983 level of 4. over the nexi fey years.

In

3. INFLATION el
. . . . ary Mot
Inflatior p rkey can be explained by g simple monctary el
The equilibrium condition ip the money market can be expres
per capita termg:

()
Md/N = Mg/ N,

Iy
: . . . ~ 133
where Md is money demand, N Population and Ms is money s

e , . . . R ' 'mC
The money supply is defingd broadly 10 include savings and U
Posils as well ay currency in

. »p0s!
civeulation and demand / sight dep
(ie, M2). Equation (1) can be rewritien - 0
md.P - Mg/ N, )

Y the GNp

mmphicit deflator. Equatt
difference 1o

sari - hmic ferm:
s © o)
md - P . Mg ... N,

can be expressed n first
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ion (3) can be rearranged
tween the rates ot i
eal money de-

wher
C lhc ( oo
S0 that inrlil()-b nj‘pl‘cscnl 7 qn. Finally equal
" per C‘m.atl.llon is given as the difference be
anita ol
mang: & nominal money supply and per capita
& A
(Ms— N)- - md. (4)
Turkey because of the preponde-
the equilibrin art quite reasonable 1o expect
To m-m.m condition to hold for the aniw nadel used here.
. ersle C el » .
Minal mone stand the inflationary process the determinants of no-
alysed Thy supply and real money demand must themselves be
erent counri moncy supply mechanisin tiunvs Jiffarent forms M dif-
ies. ‘This is how il appears {0 have worked in Turkey
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g
he Postwar Her
postwar period, at least until

Pri
eS¢
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auctic arlede .
on markets. Hence 1 seems

weic 18

1 ensures that tl
at the

Furkey's .
“')’S”éfg;; 1‘-(:1"1'1I|1i5;lc|"cd i.l]lel"CSt rate systen .
N0ming| (]u'; _(?mi‘—“t‘l for institutional credit. This means th
f?y Sul)ply L""i”lh-“es ol (l(_)mcsiic credit have beet determined solely
'FSCrve 'dn'd ‘_ll-()_ugh rediscount and nteiest rate ceilings, required
“mal pross lelildlly ratios, a sclectve creait pehiev and various 1o~
Unsol( 0()\,‘,, ures such as pcrsuadmg commercial banks to take up
'“flucncbc' :rl"]fnem bonds, the monetary « uthorities have had strong
Credi, Fu!_l\;' the nominal quantity and distribution of domestic
wermore over most of the postwal’ period state owned

SDCC'
Pecial |
o al law banks he :
s held over 50 per cent Ot commarrinl bank assets
the governine tral

al Y

- ce th
¢ e e . . .
nonetary authorities (ie, nt since the cen
i,ghlighled by the pv cemant’s sucking
ontral bank m

nded governor of the ce
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oy Sl;:::eh,ud no autonomy-h
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ity Compf)bsc_nlmﬂy determine.)
sitron.
Acce
n rapﬁqira-itcd monetary growth m (he 19505 and 1970s originated
. he sharl; nr(-‘ “'_]ﬂhticipnlcd increases M torvigsl cxchange recerpts.
) and {‘ﬁ'i n the carly 1930s was caused by the Korean war
virly ‘97(55‘1 arge Increasc in ugncullural cxports. The rise In the
Uikisjy \V;) _l:mS _duc o a subslunlml crease in remiitances from
C Compy rkers Furope (predommzmtly n Germany) as well as
ity boom. Both weic stlmulalCd by fhe 1970 devaluation.
net toreign

ceceipts Tal sed
reign assets

Initi
tall L.
y the larger foreign exchange
< hioher net {0

Ussets
- Rather .
her than stesilising the effect 0
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on the moncy supply, the government responded by expanding

tic credit to finance a greater volume of imports ol capital coujy .,
and raw matcerials. Although this reduced rapidly the level
forcign asscts, it sustained the expansionary monctary fmpulyg
government then followed the real bills doctrine with respect Lo
mestic credit expansion, accommodating with a lae deny

! not ' e and Preggyres
generated by the accelerating rise in nominal GNP,

Accelerating monetary growth produced inflation. This i L
enfarged the public sector deficit due to the fag in the oollc::u()n ol
tax reccipts, crosion of the tax base, and price [Teeses on Pro
of the cconomic enterprises. The public sector deficit was iy
by further increases in the money supply, so addine (uel to the
tionary fire.

Ay
need
t “la-

This moncy supply process is modelied and estimated e
(1978¢). Changes in the nominal money supply are cxpluincd nest
by changes in forcign exchangs reccipts and lagged changes in toni-
nal GNP. Following Hemphill (1974) and Krueger (19741 qg 40
I ass.umc that changes in forcign exchange receipts arc CXOgg,
to this model. Hence the system is recursive and changes in (hy o-
mmal money supply can be treated as if they were cxogenous Without
mtroducing simultancous equation bias in the estimate of the infla
tton rate function.

‘The money supply model indicates that the money supply progess
m Turkey is unstable. Once inflation eels under way the leedhack
mechansm from inflation to monetary acceleration through the wi-
dening public sector deficit appears to be explosive. Whethey or
not Turkey's moncy supply system is unstable, however, botly post-
war inflations were certainly accompanied by increasing poligeal
mstability. The 1950s inflation was brought to a halt after o mygggive
devaluation, rescheduling of international debts, introduction of an
austerity / stabilisation programme and the military coup ol [960.
The 1970s inflation was contained after several devaluations, a series
of debt reschedulings, the introduction of a stabilisation pProgramme
in conjunction with o standby agrecment with the Internationnl Mo-
netary Fund and a military takcover of government on 12 September
1980.

Real money demand is determined everywhere by one or more
pricc (ic, interest rate) variables and a budgct constraint. Fere the
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price variable chosen is the real deposit rate of interest, D=, where
1) 15 the nommal 12-monthy time deposit rate of interest continuously
compounded and P* 15 cxpected inflation. This implics that tangibic
assets used as inflation hedges rather than bonds are the dominant
substitute asset for broad money. Holdings of nonmoncty fisancial
assets by the nonbank scctor were in tact veey limited in Turkey
throughout the reeression period. The budget constraint is per capita
real permanent GNPy The money demand function can be ex-
pressed in first dilference scmi-logarithmic form.

i

ind ap® a. (D-PF), {
Lquation (5) is substituted into cquation (4).
The ordinary Last squares (OLS) estimaic of this inflation cqu-
ation in Turkey for the regression period 1950 1977, as reported in
Fry (19800 537). is (U values in brackets):

P LIS (M=) 20052 G %)y e o=y
(7.493) (-—=3.501) (- 3.040)
- 0.059 W 1.92
Sinee the nominal deposit rate was virtually constant over the 1950
1977 period. the polynomial lag is imposcd on (13-Py in cyuation (6).
Fhe expected change in the real deposit rate of interest and per capita
permanent  income are estimated as far cnd-constrained third degree
polynomial distributed lags with the following coctlicients:

i 2 ] -3 [ -3 -0

0226 | 0222 0202 oot ool 0062

M- Pr, L ooodn b oo2is 02v | oo2as | ooes Looo7l

Fhe new estimate for the extended peviod 1950 1983 covering the
arcal inflation iy

P LO6G(M-N)Y — F909(v*%) - 1.526. (D-P™). (7N
(18.040) (-5.289)  ( 5.509)

i 0.843 W .36

e nominal deposit rate was changed frequently and with consi-
derable publicity during the 1978-1983 period. Thercfore the polyno-
mial lag is imposed only on . P in cquation (7). This implics that
the change in the nominal deposit rate (but not the change in the



MANWLLL J.

on rate) s recognised without any lae. distribated Iae ¢

ficients for equation (7) are:

( £l ’ -+ L0 -7 }

{

i (.S300 0,297 000 T 0042 | 0,000 r
Y " 020 GUI9 00136 . A2 0102 [ oau o 06t | o ooy |
| A . ’

The new  ostimate hos considerably higher explanatory POy o
than the old. As one might expect the Tag structores i‘ndicutc ot
responses (o changes in income and inffation occurred faster du
the 1978% 1983 than the 1950 1977 period. However the coefTicig
in both reduced Torm cquations are remarkably similar. The u)dlm_
ents of the three variables in cquations (0) and (7) all agree W'Ll\ 2
priovi cxpeclations. The coelficient of the rate of change in the no-
minal money suppy is not significantly different from once. The ¢ Qlys-
teity of money demand with respect to per capita real perman, ont
income s about 2, a lgure comparable with clasticitics estimage.
directly o money demand studies using a broad delinition of MOoYey
The coclficient of the change i the expected real deposit vate of -
terest of about 1.5 1w wdso of the same order of magznitude as coggyi-
cients estimated for Turkey and other developing countrics in moy,e
demand functions feg Abe et ab (1975). Fry (1978d). Try and Fogh
(Ch 4.

nge
nis

b GROWTIT

the short-run growth cquation ostimated here is a Fisherjyn
Phillips curve with a credit availability effect added. The First deteryyi-
nant ol the erowth rate, gois the ratio of the actual to the expected
price fevel, P/ P* This variable comes from extensions of the CXPeC-
trionsaugmented Phillips curve in the fate 19705 feg, Fry (19784
and 1978b). Korteweg (1978). Laidler (1978) I I actual price exceeds
expected price. entreprencurs interpret the difference (o reflect  vent
incrcase in demand for their products. Their response is to raise the
rate ol capacity atilisation ol the existing capital stock to incregse
output mmediately and (o invest maore to increase that CaAPACHy .
Fhe higher s PP the belter the investment outlook appears and

the greater is the growth rate. Expected price P* equals exp (P*P
Ihe expected inflation rate, P*_ i5 caleulated here using (he weights
lor the expected change in inflation  P* in cquations (6) and (7



SIE LD STUDILES I RENET.OPNE ST G,

Expected inllation also alfects short-run erowth through the
cvpeeted real deposit rate ol interest (D-P*). Under Turkey's diseqgu-
iibrinm interest rate and cxchange control systems, real money de-
mand determines to o large extent the real supply ol domestic credit
because domestic credit 1s the primary asset backing the monetary
Labilitios of the bankimg system.

Ihe traditional link between eredit and outpat s through deimand-
the increase in credit created by monetary expansion is accompanicd
by an inerease in demand which stimulates real output. Sinee 1975,
however, @ number of ceonomists ee, Bullic (1084), Ty (1980a).
Kapur (1970), Keller (19850), Muathicson {1980), Taylor (1983), and
van Wijnbergen (1982 and 1983) | have locused on the Jink between
credit and real output through the supply side. This Wicksellian view
holds that the availability of working capital determines, ceteris part-
bus, the volume of production that can be Financed. In particular, as
Keller (19300 453y argues, ™. ... ... production expansion may de-
pend. entirely or in part, on credit aveilability and /or the cost of
credit.”” Evideatly this supply link between credit availability and real
ceonomic growth springs {rom the ratio ol credit to output, o from

the real rather than the nominal volume of credit.

Faster expansion ol money and nominal credit raises the it lati-
on rate. 1 the nominal deposit rate is fixed. the ensuing increase i
capected inflation reduces the real deposit vaie ol interest- and this i
turn reduces real money demand or decreases the ratio ol mioney 0
nominal GNP, The ratio of domestic credit to nominal GNP DO,
also fafls. In this way. an acccleration in nominal domestic credit
and hence in the money supply reduces credit availability in real
[Crims.

As inflation aceclerates. and as veal deposit rates, veal nmoney
demand and real credit supply alt decline, the government may fmd
that the gap between conventional tax reecipts and public expendi-
ture widens jeg. Aghevh and Khan (1977 and 1978). Dutton (1971,
Ness (1972), Uluatam (1973 ] This gap is Financed by heavier reliance
on seigniorage and the inflation tax. The government extracts greater
-eigniorage by increasing the proportion ol domestic credit allocated
(o the public sector, and thus reduces the ratio of private sector credhit
1o total domestic credit DCp/ DO T levies an inflation tax by crea-
ting niore money than the public wishes to hold at the current price
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fevel This produces o doubic
seetor working capital
hne i noth DO Y

[

P rival?

. able tor ;
siueeze on creait available ! dec

e
) . « (o e
- Inother words 1 p /Y falls due “ms in €0
e . S aecelerate
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(V.137) (3.045 (2.701) (1,220
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1 he variable ~p o was included in the Tirst instance (o prcclll]
any possibility ol coplosive instability i the dynamic simulnli‘\l“_
ol the model that ave reported o Py and Farhin (19790 Ch 1), o
(et however an almost identical result is obtained when x
ped. The orizinal estimate for the period 193500 1977 iy

0.869(¢ ) 0.010( 7 Py SO IS(D-1) (10)
(10,7423 (1.670) (2.1149)
" 0507 IOW 206

the new ostimate Tor 1930 1983 g

0. 7540 ) .07 7 PHy - 0138 (13-,

(V6560 (2.859) (2.098)
L2 0803 3w 234
Fhe coclficients of ¢ old and new estimates are again CNLIC Ny aly

o one  another.

Fepuations (6) and (7) show thut an aceeleration in nominal nyo-
ney erowth raies the inllation rate and so P/ P# In turn an nereg g
m PIPF oraises growth in oreal GNP s shown in cqualions (8)-(| 0.
This is the standard short-ryn Phillips curve tadeol. However wiyen
cupected inflation rises so reducing P/ P# and (1D-P#) (he 2rowh
rate declines. In long-run cquilibrium P cyuils P* because inllatipn
iv fully anticipated. Then only (he negatise impact of a lower rogl
deposit rate (D-PF) s felt With D held constant (and below its Mgyy-
Let cquilibriom levedy, the fone-run Phillips curve produces a negilyye
relationship between inflation and srowth in « financially repressed
ceonomy like Turkey throuveh (he real credit supply mechanism, cven
betore the effeet of inflation on the saving rate and on (he averyee
cificicney ol new ivesiment is taken into aceount.

S0SEMILEAYTIONS

Acteal and predicted erowth and inflation rates for the period
1950 1983 are shown i Table 20 Fiaures 1 and 2 show actual and
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JABCL 2 Actunl and Predicied Growth and Taflation Rates, 1930-1983

Actual Prodicted Actusad i Predicted
e Growth Cirowth Inflation ‘ InfTation |
Rute Rate Rite | Rate 3
1950 ‘ o) 2 \ 7.7 }
1951 \ 10 131 s .
1952 P13 i ! 3.0
1953 10,7 0. I ‘ P
1934 3.0 P2 S0 ‘ 3.7
1955 7.0 7.7 .7 ‘ 12.7 \
[Y56 3 {IY 1.2 220 |
19357 Lo S 0.9 P30S 1
JYss b _— ! 3.3 8 |
195y 1.0 6.2 ‘ I8 ‘ o
1900 [ RO - ; v 3 3.0
1961 ‘ 20 ‘ 33 ‘ J0 13
1962 6.4 i 4.5 90 R
1964 9.2 7o (IR
1904 o \ 37 oA |9
1903 3o ? 5.0 [ 9.
RIS 1.3 ‘ Y. i R
1967 .1 Sl | i 0.
DI 6.3 6.8 ‘ I b
1904 5.3 3.9 ! ;.0
1970 | S0 i 6.6 ‘ 1o
1971 Y7 g8 135
972 ! bss |
1973 ’ 4 19,3
1971 . | 6.3 \ 2.1
1975 Lo " Lo 3.3
1976 o 7 120
17 ) d.1 2.0
197 3.0 ‘ 2.0 3.0
1979 0.4 ; 0.5 o
1950 I ‘ I.5 R '
1981 4 R 20,0 ’
1982 N 4.8
1983 3.1 3.4 287

predicted growth and inflation rates for the more recent period 1977
1983, The predicted series are obtained simply by inserting the actunl
values of the righthand-side variables in equations (7) and (9). Treure I
Jiows  that the estimated growth rate series is a year carly oty
prediction ol the 1979 1980 recession. Hlowever its prediction ol sero
growth on average over the three-year period 1978-1980 is quite ac-
carate. The recovery starting in 1981 is tracked well.

The inflation cquation tracks the actual inflation rate extreniely
well until 1979, Figure 2 shows that at this point it starts underpie
dicting the inflation rate until 1982 when it overpredicts. The reason
Jor this is probably a change in the way people formed their expec-
tations about inflation towards the end of the 1970s. By 1976 10 was
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The (wo simulations prodt.xcp such dil:ﬂ,‘rcnt.mxulls xolc!y hccu\ts,.
of the different deposit rate serics used. They imply lhu.l iowits the
substantial increases in deposit rates that were responsible in [ e
part for Turkey's relatively small recession and reasonably My d
recovery alter the stabilisation programme was initiated in 1(380
They also show just how much cffect changes in the deposit rate
exerl on both inflation and short-run growth.

6. CONCLUSION

This paper presents a reestimate of a simple, small scale
etary model of the Turkish cconomy. The model shows how
monctary policy variables -the rate ol growth in the money SUPply
and the deposit rate of interest- affeet two target variables, mflagyn
and short-run growth in rcal GNP. Two simulations (or the 1977#
1983 period illustrate that in monetary policy making active use 4y
the deposit rate ol interest is vastly superior to a policy rely;, o
solely on control over the nominal 1noney supply under Turkey\
disequilibrium interest rate system.

Concentration on these monctary policy instruments does ot
mmply that fiscal, price. exchange rate and foreien trade policies are
unimportant in Turkey. Indeed, fiscal policy has strong influeyee
on the rate of growth in the money supply. The rapid recovery in
exports would not have occurred without a radical reform of exchayge
rate policy. However consideration ol the cffectivencss of these Mye-
rocconomic policy instruments is beyond the scope of this paper.
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