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1. INTRODUCTION 

Turkey ' s grea t in f la t ion started its explosive stage j n_ 
9*>· T h e a n n u a l inf la t ion rate measured by t ^ o l e s a t e p ^ ^ 

d e * accelerated f r o m 18 per cent in the f i rs t qua t i n U 0 U s ! y 
p c r cent in the f i rs t qua r t e r of 1980. As measuredI by ^ 
i m p o u n d e d ra te of change in the O N Cfc < ^ 7 7 ^ qy pC1-

111 ^ ^ model) in f la t ion rose f rom 22 per cei • ^ ^ ^ 
J " in 1980. C o n c o m i t a n t with this price explosi ( j N p g r e w 

f a r m i n g decline in the r a t e of economic growin. ^ ^ ^ ^ 
'V over 7 per cent a year between 1974 and i ; • ~ 198()_ 
ell in i i «,«« negative m botli i j u 

»y over 7 per cent a year between 1974 ana ^ • j 198()_ 
Cl! to 3 per cent in 1978 and was negative m b o h W ^ ^ 

1 V e n the behav iour of prices the fall ing grow i y ^ 
: ; t t r i b « t e d to def ic ien t d e m a n d . Rather as exp a m u t ^ ^ ^ 
l u r k ^ ' s grea t in f l a t ion caused a great credit squcc l r a i n c d 

d c u t « balance of p a y m e n t s crisis). O u t p u t growth 
111 P a ' t f r o m the supply side by the lack of f inance . 

I f accelerating inf la t ion 
,, , ' Lll'key exper ienced a similar episode o . e v c a t s 

R e c l i n i n g g rowth between 1955 and I960. I h t ^ ^ 
' l h c '970s seems t o have fol lowed inexorably the ^ ^ 

A U ' ; i n g Period 1977-1979 I was teaching al ^ ^ ^ ^ 
o r ^ n g feeling of deja v«i ^ £ o * o r m c ca tas t rophes . u x economic forces t ha t caused these rou 
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for comments on an earlier draft of this papei. 
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While livinc in Istanbul I bcean work on a small-scale mac roeo , ·. M^nOMit 
model designed to explain inf la t ion and sho r t - run g r o w t h | ¡.. j 
Fa rh i (1979); f ry (1980b) |. This paper presents a r ees t ima te ^ ^ 
model and dynamic s imula t ions for the 1977 1983 per iod . 

T h e novelty of the model is that it i ncorpora te s the don , , . 1 rati 
oi interest as a de te rminant oi both in f la t ion anil g r o w t h . · 
mula t ions presented in f r y and l-'arhi (1979: 329-339) s t igg e ' ih-it 
had money supply growth been b rough t d o w n rapidly to ^ 
inf la t ion in 1978, Turkey could have suffered a recession f V o , ^ t i l c n 

until 1984. On the o ther hand a substant ia l increase in d e p o S u r a t e ! i 

of interest followed by mone ta ry decelera t ion a year later c o u j u ¡ u l v > 
avoided a recession completely by relieving the credi t s q u e e , a n d 
br inging down inf la t ion s imul taneously . M o n e t a r y «jontractio,.,' | o n , . 
merely accentuates the credit squeeze in the shor t run . 

In the event inf la t ion In the event inf la t ion as measured by the G N P d e f l a t o r n , a k e d 
at a cont inuously c o m p o u n d e d ra te of 71.2 per cent in 1980 a s Sho\vii 
m Table I. The rate of g rowth in real G N P was negat ive ¡ n b o t i , 
1979 and 1980 but rose to a con t inuous ly c o m p o u n d e d r a t e 0 f 4 1 
per cent in 1981. In this year the nomina l 12-month t ime depos i t 
rate of interest was increased dramat ica l ly to 50 per cent ra is j ,^ , the 
real deposit rate by almost 20 percentage points to its h ighes t "level 
in 10 years. In 1982 mone ta ry expans ion slowed and the real ^ .posit 
rate became positive for (he f irst t ime since 1970 (Tab le I). 

Simulat ions of the reest imated model t rack closely w h a t U c U , a l l v 
happened to inf lat ion and growth over the per iod 1977 1983." [ n ¡ h p 
paper I also show what might have happened had depos i t ra tes not 
been raised. Specifically, the s imula t ions suggest that e c o n o m i c 
g rowth would have remained negative for the ent i re period 197g_ j 983 
had the deposit rate been held at its 1977 level. 

Turkey ' s interest-rate exper iments init iated in 1981 p r o v i d e st-
rong suppor t for tiie eff icacy of using ins t i tu t ional interest r a tes as ;i 
benign policy ins t rument for s tabi l isat ion purposes unde r c o n d i t i o n s 
of f inancia l repression. 

2. I N S T I T U T I O N A L IINTKKKST-KATI·: S K T T I N C 

Until 1981 the government f ixed ceilings for vir tually all n o m i n a l 
inst i tut ional interest rates in Turkey . These ceilings were b ind ing 
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t h r o u g h o u t the p o s t w a r per iod . T h e ceiling on the 12-month t ime 
d e p o s i t ra te typ i f ies the inflexibi l i ty of the system. Between 1951 and 
1961 the depos i t ra te was 5 per cent c o m p o u n d e d annual ly (Table 1). 
It w a s raised to 6.5 per cent in 1961, to 9 per cent in 1970, and to 12 
pe r cent in 1978. Loan ra te ceil ings were also adjus ted only in those 
years . 

O n the o t h e r h a n d the in f la t ion rate varied considerably over 
this pe r iod ( T a b l e 1). Clear ly the real 12-month deposit rate of interest 
c a l c u l a t e d as the c o n t i n u o u s l y c o m p o u n d e d nominal deposit ra te 
m i n u s the c o n t i n u o u s l y c o m p o u n d e d expected rate of inf la t ion f luc-
t u a t e d widely and changed roughly in the oppos i te direction to the 
i n f l a t i o n ra te (Tab le I). 

T h e r e has been widespread evasion of the loan rate ceilings. The 
easiest way of evad ing these ceilings has been for the banks to require 
b o r r o w e r s t o hold c o m p e n s a t i n g balances , despi te the illegality ot 
th i s p rac t ice . However , over half the total assets of Turkey ' s bank ing 
sys tem a r e held by s ta te -owned special law banks . These banks have 
less incent ive and o p p o r t u n i t y t o evade the loan rate ceilings than 
d o t h e pr iva te c o m m e r c i a l banks . 

A l t h o u g h large depos i t o r s have received rates a b o v e the deposit 
r a t e cei l ings, c o m m e r c i a l b a n k s have s t rong incentive to col lude m 
o b s e r v i n g depos i t ra te ceilings. Expend i tu r e on nonpr ice compe-
t i t ion adve r t i s ing and b ranch e x p a n s i o n - has been e n o r m o u s . Hence 
b a n k cost r a t ios in T u r k e y c o m p a r e mos t un favourab ly with those 
in W e s t e r n E u r o p e a n d N o r t h Amer ica . It seems reasonable therefore 
to c o n c l u d e that depos i t ra te ceilings have been fairly effective and 
t h a t b a n k s have co l luded to avoid depos i t ra te compet i t ion . 

T lie marg ina l uti l i ty to depos i to r s of bank expendi tu re on non-
pr ice c o m p e t i t i o n is u n d o u b t e d l y well be low that of expendi tu re on 
in teres t p a y m e n t because d e m a n d for m o n e y falls when the real de-
posi t ra te of interes t declines. In o the r words nonpr ice compet i t ion 
is no t a perfect subs t i t u t e fo r price compe t i t i on . Hence deposi t ra te 
cei l ings widen the sp read between effect ive deposi t and loan rates 
of in teres t . Th i s in tu rn reduces money d e m a n d and may also reduce 
bo th saving and inves tment ( f r y , 1979a). 

T h e g o v e r n m e n t t o o k a f i r s t hes i tant s tep t o w a r d s i n t roduc ing 
a m o r e f lexible interest rate policy in M a y 1979 when the 12-month 
depos i t ra te was raised f r o m 12 to 20 per cent . However the effect 



M A : .1 L FIO' 

TABLE: i Money. 
Year 

! 950 
1951 
1952 
195 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1965 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
197̂  
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 

GNÎ> 
Growth 

Rale 

8.9 
12. 1 

10 ! 7 
—3.0 

7 . 6 
3 I 
7 . 5 
4 . 4 
4 . 0 
3 . 4 
2.0 
6.0 
9 . 2 
4 . 0 
3 .1 

11.3 

6 
5 
5 
9 . 7 
7 . 2 

6 

7. 1 
7 . 7 
7 . 4 
3 . 9 
3 . 0 
•0.4 
I . I 
4 . 1 
4 . 4 
3 .1 

Interest, Inf 
Inflation" f 

kale 

6 . 3 
2 . 7 
4 . 7 
5 . 0 

10.7 
11 .2 
20.9 
13.3 
18. I 
3 . 3 
4 . 0 
9 . I 
5 . 6 
2 . 5 
4 . 2 
6 . 2 
6.3 
3 . 8 
5 . 2 

11 .2 
16.8 
15.2 
20.0 
2 5 . 0 
15.0 
15.7 
21 . 8 

36.1 
5 3 . 7 
71 .2 
3 5 . 0 
2 4 . 2 
2 2 . 9 

ation and Growth Rate;, 
Money 
Growth 

Kale 

5 . 8 
17.6 
17.7 
19.4 

Source: State Institute of S*—~~ — 
33 34, Türkiye Cumhuriyet Merko^'lT / l 0 n , h . l y E c o n o m 'C Indicator., 
1'· 8; Türkiye Cumhuriyet Me i a s ' · Ü<; A> l l k İstatistik Öze 
national Financial Statistics June tQ«/ * Y , U , k ^ p o r 1982, pp. 
r i k 1 a r h i · Money and B l n k i n „ . * c o mPi"cr tape; Maxwell .1. f ry t 
376-385. ^ ( I s t a n b u l : Bngu^i University 

Note: All rates of ehan - expeet th, 
compounded. ~ U l t nominal deposit 

16 2 
2 3 . 4 
2 4 . 4 

10.8 
1 1 .8 
8 . 9 
9 . 3 

10.9 
13.5 
16.6 
20 2 
IS. I 
15.0 
15.1 
17.2 
2 2 . 3 
2 4 . 0 

23.8 
')? y 
25 ! 3 
3 0 . 2 
4 0 . I 
4 9 . 7 
5 7 . 9 
5 1 . 2 
2 7 . 2 

Veloeity N o m i n a l 
of D e p o s i t 

Circulation ¡ l a t e 

5 . 8 6 . 5 
5 . 8 5 . 9 
5 . 6 5 .0 
5 . 4 5 . 0 
4 . 6 5 . 0 
4 . 7 5 . 0 
4 . 3 5 . 0 
4 . 5 5 . 0 
4 . 6 5 . 0 

1 5 . 0 
4 . 9 5 . 0 
4 . 8 5 . 8 
5 .1 6 . 5 
5 . 3 6 . 5 
4 . 9 6 . 5 
4 . 5 ( . .5 
4 . 3 6 . 5 
4 . 0 6 . 5 
3 . 8 6 . 5 
3 . 7 6 . 5 
3 . 7 7 . 3 
3 . 8 9 . 0 
3 . 8 9 . 0 
3 . 8 9 . 0 
4 . 1 9 . 0 
4 . 1 9 . 0 
4 . 1 9 . 0 
4 . 1 9 . 0 
4 . 5 11 .3 
5 . 1 17 .3 
6 . 3 2 6 . 5 
5 . 2 4 9 . 2 
4 . 1 5 0 . 0 
4 . 1 4 2 . 7 

950 1983 ___ 
" Real. 
Deposit 

Rate 

bruary >-
Ma«'c 

126; y 

I" interest are co =ontio·»' 

of this subs tan t ia l increase in th the ^ 
depos i t r a t e was m o - e th n ? n o r a m a l d e P o s i t r a t e i V 
'•ate f r o m 36 per cent in 19 8 ° U t b y a " 111 t h C 

, J 4 P e r c e n t in 1979. 
- o m e observers believe ihn t *t ,-e c ° , 

« d e n t s t r ide t o w a r d - i n t e r ! , g o v e r n m e n t t o o k a mo e 

r a t ° f lexibility in 1980. As par t 
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i •) s t andby ag reemen t 
stabil isation p r o g r a m m e implemented unoc i 1 | g o v e r n m e n t 
W l t h the I n t e r n a t i o n a l M o n e t a r y h u n d ' ¡ 9 8 0 T h e 12-month 
deregulated in teres t r a tes on t ime deposi t s m j u y ^ ^ d e t e r m i n e d 
t , m c depos i t r a t e rose immedia te ly to 3.» pei t , - (Kopi t s , 
^ o u g h cartel a g r e e m e n t by t h e large < * m ™ - l ^ m a i s n t s t epped 

· 4). T h a t a car te l wou ld step m I i n e
 i n t e r e s t was qui te 

o u t o r the bus iness of se t t ing inst i tut ional iaK:s 
Predictable (F ry , 1980b: 543). T h e July ' f ' ^ ^ ' t n inf la t ion to 71 

still i n su f f i c i en t t o c o u n t e r a c t the acccle .a t o n ^ d e _ 
P * cent in tha t yea r . T a b l e 1 shows the s teady d e d . n o 
P o s i t rate of interes t until 1981. J y a t t r a c t i v e 

U n d e r s o m e compe t i t i ve pressure i ron, inci ^ 1 2 - m o n t h 
^ l e ' d s on g o v e r n m e n t bonds , the b a n k " 1 9 8 J . This before-

posit ra te in 
t w o s teps to 50 per cent by t-em»« j c c n t g i v e n the 

ra te was equ iva l en t to an af te r - tax ra te o a g r e e m e n t was 
f 3 Per cent w i t h o l d i n g tax. Appa ren t ly i m ^ q u i t e c o m . 
b r ° k e n f r e q u e n t l y a n d ra tes in excess ol w 1- h ( J r a t e 0 f mo-
IT1°n ( K o p i t s , 1984: 4). Despi te an ^ o , , e r c e n t in 1981 the 
"e tary g r o w t h IVo m 50 p e r cent in ° At the s ame t ime the 
m f l a t i o n ra te was halved f r o m 71 to 35 per cenL ^ ^ m Q f Q 4 _ 4 
U U c of e c o n o m i c g r o w t h increased f r o m '· i f J a t j o n a n d the ac-
p e r c e n t i n 1 9 8 1 ( T a b l e 1). B o t h t h e r e d u c t i o n i ^ p e r c e n t a g e 

O r a t i o n in e c o n o m i c g rowth can be a t t " ^ 1 9 8 0 a n d 1981 
increase in the real depos i t ra te ol mte ie ^ ^ i U u s . 

a rgued be low. T h e c o n s e q u e n t increase h t j o n f r o m 6.3 t o 
l ra ted by the rapid r educ t ion in velocity o l i e v e d the cre-

; (Table , ) r educed in f la t ion and a t the - -
11 S q u e e z e t h a t had previous ly stifled e c u ^ ^ g 0 V e r a -

D e r e g u l a t i o n lasted only until J a n u a i ) i ^ n i n c largest 
I110»1 again m o d i f i e d the i n t e r e s t - r a t e * e U l " ^ c t u r e negot ia ted bet-
b a n k s were t h e n b o u n d by the interest rate s ^ b a n k g w e r c 

the g o v e r n m e n t and the b a n k cartel , wm - a b o y c t h e s e d n , t . . _c n S nei'CCniagL· , 

^ the g o v e r n m e n t and the b a n k cartel , wU • ^ ^ t h e s e 
d"ovved to o f f e r a p r e m i u m of 2.5 perccnU g ^ n o m m a l 

L ; t e s (Kop i t s , 1 9 8 4 : 4 - 5 ) . With the decline . ^ J a n u a r y 

r m ° n t h t ime depos i t r a t e was reduced u ^ ^ ^ ^ t h e n ) 
8,3 ( the w i t h o l d i n g tax was lowered h o m ' u l t > the real depo-

; l l ; d to 40 per cen t in Ju ly of the s ame yea . · - ^ ^ d e s p i t c 

' V a t e fell s o m e w h a t in 1983 and m i ^ i o • ^ ^ ^ c e n t 

m m o n e t a r y g r o w t h f r o m 51 pet cent 
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( a n d ' w î o u t ^ 5 ^ t 0 U C C C l C r a t e i n t h e ™ d h a l F 0 f 1 9 8 ' 
n o i Î i n a l t t n s , ^ b a " k was unwi . l ing to 
r a t e s e t t i n , ^ n. g o v e r n m e n t a d o p t e d yet a n o t h e r iuteresl 
b l S ! ' m e C C m b C r , 9 8 3 · ¡t 'he cen t ra l bank h * 
m o t! Î " r e V 1 6 W a » d set depos i t ra tes at least every t h * 
o the r relevant p f , u c t u a t i o n s in the ra te of in f l a t ion *nd 

™ d : 0 m i C d C V d 0 ' 1 1 , l c ^ · U n d e r the new system the 1* 

ber 1983 m d n c Û to 45 per cen t in m i d - D e * * ' 
re ins ta ted . l h " * - ™ n l h call deposi t y ie ld ing 49 per cent 

c e n t U t 6 ^ ^ 1 ^ ( f r o m 20 per « n i to «0 £ 
feront ,a l loan rate's of , I D a n c i a l t r a n s a c t i o n s tax o n no«P , 
5). These t w o T r i ^ ( f r ° m 1 5 t o 3 ^ ^ n t ) ( K o p i t s , 1 9 * 
'•ate subs tan t ia l ly w i t h t h e ¡" t he i n f l a t e 
><-" r a t a i h a y î ^ ^ ^ ^ e e n ef fec t ive depos i t f 
a n d Farh i (1979 V Y d e t e r r e d f i n a » c i * > i n t e r m e d i a t i o n ^ 
reserve r equ i r emen t s a ^ d t h ^ i m ' T * · 0 " ^ ralionil,isali°" in 
early 1983 (he , i n t roduc t ion of d e p o s i t insurance 
course of ¿ S 2 ? ^ ^ ' ° h a v e M a r k e d u p o n a 
one might a S t e ? f T e n î * ^ l a s t - ^ these condit io 

1982-1983 e l e f o A 1 ^ d e c , i n e i n v e , o c i t y of c i rcu la t ion f r ° * 
ot 4.1 over the next few years . 

3- I N F L A T I O N 

T h e Ï S ' a n ^ e o S ^ t ' f P l a i l l e d a s imple m o n e t a r y r n > 
Per c a p i t a t e r m s : ° m o n e y m a r k e t c a n be expressed » 

M d / N = M s / N , (I) 
whe re M d is m o n e y d e m a n d m - rt|V. 
T h e m o n e y supply ¡ s d e f i n Y , 'S P ° P u , a t i o n a n d M s is m o n e y s u p P £ 
pos i t s as well as cur rency f ^ 1 0 i n c , u d e - ings a n d t ime * 
(ie, M2) . E q u a t i o n ( I ) can K C " " c u l a l , ° » a n d d e m a n d / s ight depo* ; can be rewr i t t en· 

m d . P M s / N , (2) 

- * expressed ,„ f , s t ^ ¿ K T 

m d + P Ms — N , (3) 
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W h e r e ^ c d o t s represen t A l n . Final ly « * — d 
5 0 "^at i n f l a t i o n is g iven as the d i f ference between tl.c t j ^ 
111 Per cap i t a n o m i n a l m o n e y supply and pci capi ta 
•nand: 

(4) 
P ( M s — N ) - - md . 

r> · • -r i-pv because of the p r eponde -
l r , c c s ^ j u s t relatively rap id ly m I u . k t y twx_ b | c t 0 e x p e c t 
r f l l c e of a u c t i o n m a r k e t s . Hence it seems qu * u s e d here. 
l h c equ i l ib r ium c o n d i t i o n to hold for the a J d e t e r m i n a a t s of no-

T o u n d e r s t a n d the in f la t ionary process themselves be 
m i * a l m o n e y supply a n d real money de rnana ^ j n d j f , 
analysed. T h e m o n e y supply mechanism w Q r k e d i n Turkey 
ferent coun t r i es . Th i s is h o w it appea r s to na 
d u»'ing the p o s t w a r per iod , at least until 

• , cv ' tem ensures that the ie is 
t u r k e y ' s admin i s t e red interest rate sy , ^ ^ ^ t h a t t h e 

a K v a y s excess d e m a n d fo r inst i tutional crecu _ d e t e r m i n e d solely 
nominal quan t i t i e s of domes t i c credit have c e j I i n g S ) required 
b y s u p p l y . T h r o u g h rediscount and inteicsa < ^ m . 
^ s e r v c a n d l iquidi ty rat ios , a selective c . e d « I , i n k s t 0 take up 

1T1al Pressures such as persuading « > m ^ J i e 8 h a v c had s t rong 
Un.sold g o v e r n m e n t bonds , the mone ta ry c u u o f domest ic 
'n l luence over the nomina l quan t i ty and d .s in ^ o w n e d 
C redit . F u r t h e r m o r e over mos t of the p o s t w * b a n k assets 
^ law b a n k s held over 50 per cent » s j n c e the central 

c c the m o n e t a r y au thor i t i e s fie, the govern sacking 

; l n k h a s h a d n o a u t o n o m y - h i g h l i g h t e d t h e c e n t r a l b a n k i n 
11 s o m e w h a t independent ly minded govern i o l l as well 

l 9 7 8 ) have essential ly de te rmined domest ic c ied. • l -as t l iudi l j UV/W' 
, t S C o i n P o s ' t i ° n . i n d 1 9 7 0 s or ig inated 

• Accelera ted m o n e t a r y g rowth m the - • < c x c h a n g e receipts, 
i , r a P ' d and unan t i c ipa t ed increases m

 t h e K o r e a n W a r 

, h c s h a r p rise in the early 1950s was ^ T h e rise in the 
and a. large increase in a g n c u t u i a l ^ p r c m i U a n c e s f r o m 

V! l i> 1970s was d u e to a substant ial increa ^ a s w e ! | as 
' Urkish w o r k e r s in E u r o p e (p redominan t ly j 9 7 0 deva lua t ion . 

l h c c o m m o d i t y b o o n , Both were s t imula ted by 
• -,ts raised net tore ign 

_ Initially the larger fore ign e x c h ^ f n S e r net fore ign assets 
t S S e t s · R a t h e r t h a n steril ising the effect 
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on the money supply, the g o v e r n m e n t r e sponded by expand ing n 
tic credit to f i nance a greater volume of impor t s of cap i ta l e q u j (l 

and raw mater ials . A l t h o u g h this reduced rapid ly the level 
foreign assets, it sustained the expans iona ry m o n e t a r y impulse 
government then fol lowed the real bills d o c t r i n e with respec t ^ 
mestic credit expansion, a c c o m m o d a t i n g with a lag d e m a n d p r 0 , r e s 

generated by the accelerat ing rise in nomina l C.iNP. ^ 

Accelerat ing mone ta ry growth p roduced in f l a t i on . T h i s i n , 
enlarged the publ ic sector defici t d u e to the lag in the collect; , tL !-,[' 
tax receipts, erosion of [he lax base, and price freezes on p r o ° n ! 
of the economic enterprises. T he publ ic sec tor def ic i t was f i n . C

 x j 
by fu r the r increases in the money supply, so a d d i n g fuel to t h e ' \ - ] a . 
t ionary f ire. 11 

Ihis money supply process is mode l led a n d e s t ima ted jn , . n 

(1978c). Changes in the nomina l money supp ly a re e x p l a i n e r e s t 

by changes in foreign exchange receipts a n d lagged c h a n g e s in n n j . 
nal G N P . Following Hemphi l l (1974) and Krueger (1974: 4 ^ % ) 
1 assume tha t changes in foreign exchange receipts a re e x o g e , 
to this model . Hence the system is recursive and changes in t h e 1 Q . 
minal money supply can be t reated as if they were e x o g e n o u s w i t h o u t 
in t roducing s imul taneous equa t ion bias in t h e e s t ima te of t h e ¡„Via 
t ion rate func t ion . 1 

The money supply model indicates tha t the m o n e y supp ly p r o c e s s 
m Turkey is unstable. Once inf la t ion gets u n d e r way the f e e d b a c k 
mechanism f r o m inf la t ion to mone ta ry acce le ra t ion t h r o u g h t l l e wi-
dening public sector deficit appea r s to be explosive. W h e t h e r o r 
no t Turkey ' s money supply system is uns table , however , b o t h pos t -
war inf la t ions were certainly accompan ied by increas ing po l i t i ca l 
instability. The 1950s inf lat ion was b rough t to a halt, a f t e r " a n i a s s j v e 
devaluat ion , rescheduling of in te rna t iona l debts , i n t r o d u c t i o n of a n 
aus t e r i t y / s t ab i l i s a t i on p r o g r a m m e and the mil i tary c o u p of 196O. 
T h e 1970s inf la t ion was con ta ined a f t e r several deva lua t ions , a series 
of debt reschedulings, the in t roduc t ion of a s tabi l i sa t ion p r o g r a m m e 
in conjunc t ion with a. s t a n d b y agreement with the In t e rna t iona l M o -
netary Fund and a military takeover of Government 011 12 S e p t e m b e r 
1980. 

Real m o n e y demand is de te rmined everywhere by o n e o r m o r e 
price (ie, interest rate) var iables and a budget cons t r a in t . H e r e t h e 
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p r i c e v a r i a b l e c h o s e n is t h e real depos i t r a te of in teres t , D - P * , w h e r e 
I) is t h e n o m i n a l 12-moiUh t i m e depos i t r a te of interest c o n t i n u o u s l y 
c o m p o u n d e d a n d P* is expec t ed i n f l a t i o n . T h i s impl ies tha t t ang ib le 
a s s e t s used as i n f l a t i o n hedges r a t h e r t h a n b o n d s a rc the d o m i n a n t 
s u b s t i t u t e asse t f o r b r o a d m o n e y . H o l d i n g s of n o n m o n e t a r y f inanc ia l 
a s s e t s by t h e n o n b a n k s e c t o r were in fact very l imited in i u rkey 
t h r o u g h o u t the regress ion p e r i o d . T h e budge t c o n s t r a i n t is per cap i ta 
rea l p e r m a n e n t G N P , y* . The m o n e y d e m a n d func t ion can be ex-
p r e s s e d in f i r s t d i f f e r e n c e s e m i - l o g a r i t h m i c f o r m , 

m d ai> * , a i ( D - P * ) . «?) 

[ • .quat ion (5) is s u b s t i t u t e d in to e q u a t i o n (4). 

T he o r d i n a r y L a s t s q u a r e s (OL..S) e s t ima t e of this in f la t ion equ-
a t i o n in T u r k e y fo r the r eg res s ion per iod 1950 1977, as repor ted in 
f ry ( 1 9 8 0 b : 537). is (t va lues in b r a c k e t s ) : 

P 1.115 ( M-N) 2 .152 (>*) - 1 . 4 1 8 ( D - P ) '-, 
(7 .493) (—3.501) ( - 3.046) 

f i - 0 .659 D\V 1.92 
S i n c e t h e n o m i n a l depos i t ra te was vir tual ly c o n s t a n t oxer the I9M) 
1977 p e r i o d , the p o l y n o m i a l lag is imposed on ( D - P ) in e q u a t i o n (6). 
I he e x p e c t e d c h a n g e in the real depos i t ra te of interest and per cap i ta 

p e r m a n e n t i n c o m e a r e e s t i m a t e d as f a r e n d - c o n s t r a i n e d thi rd degree 
p o l y n o m i a l d i s t r i b u t e d lags with the fo l lowing c o e f f i c i e n t s : 

-1 t - 2 t -.1 1 -!• t - 5 t - 6 

0 220 0 . 2 2 3 0 . 2 0 2 0 . 167 0 . 1 1 ' ) 1). 062 

A M ) 1') , i 0 030 0 . 2 1 5 0 . 2 7 4 0 . 2 45 0 . 1 65 0 . 0 7 1 

1 h e n e w e s t i m a t e f o r t he e x t e n d e d per iod 1950 1983 cover ing the 
g r e a t i n f l a t i o n is 

P l . 0 6 7 ( M - N ) 1,909(y *) 1.526. . (D-P*) . (7) 
(18.040) ( 5.289) ( 5.509) 

f;·' 0 .843 D W 1.36 

I lie n o m i n a l d e p o s i t r a t e was c h a n g e d f requent ly a n d with cons i -
d e r a b l e pub l i c i t y d u r i n g the 1978-1983 pe r iod . T h e r e f o r e the p o l y n o -
mia l lag is i m p o s e d o n l y o n , P in e q u a t i o n (7). Th i s implies tha t 
t he c h a n g e in the n o m i n a l depos i t r a te (but not the c h a n g e in the 
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mi rate) is recognised wi thout any lag. 
t'icients for equat ion (7) a r e : 

d i s t r i bu t ed l a c c 

h - , 
i Af 

[ 

0 . 5 2 0 

1 1 

0 , 2 ( ) 7 

" 1 2 

0 . M 0 
I -.5 

0 . 0 4 3 

I 4 

0 . 0 0 0 
0 . . '00 o . I 'M 0 . 1.16 0 . 1 1 2 0 . 102 

l (> 

0.IW2 I (I Of)·! 

t - 7 

0.00(1 

The new est imate lias cons iderab ly h igher e x p l a n a t o r y p o \ y e 

than the old. As one might expect the lag s t ruc tu re s i n d i c a t e i j , r 
responses to changes in income and in f la t ion o c c u r r e d f a s t e r c1uk | 1 0 

the 1978 1983 than the 1950 1977 per iod . H o w e v e r the c o e f f i c i ^ ^ 
in both reduced form equa t i ons are r e m a r k a b l y s imilar . T h e c o e f P j c ! -
cuts of the three variables in e q u a t i o n s (6) a n d (7) all a g r e e \vitj·, a 

p r i o r i expectat ions. The coef f ic ien t of the ra te of c h a n g e in t h e ,lC>_ 
minal money suppy is no t s igni f icant ly d i f fe ren t f r o m one . T h e e p l S -
ticity of money d e m a n d with respect to per c a p i t a real p e r m a n ^ ^ t 
income is a b o u t 2, a f igure c o m p a r a b l e with elast ici t ies e s t i m ^ . ; 
directly in money d e m a n d studies using a b r o a d d e f i n i t i o n of m o i \ e V 

The coefficient of the change in the expected real depos i t r a t e o f i n -
terest of abou t 1.5 is also of the s a m e o r d e r of m a g n i t u d e a s c o e f f i -
cients est imated for T urkey and o the r deve lop ing c o u n t r i e s in mo l | L-
demand func t ions |eg. Abe et a! (1975), I-'ry (1978d) , f ry a n d F ^ - h i 
(C h 4) |. 

4. ( . R O W T i l 

I he shor t - run growth equa t ion es t ima ted here is a F i s h c r j a n 
Phillips curve with a credit avai labi l i ty effect a d d e d . T h e f i r s t d e t e r m i -
nant of the growth rate, g, is the ra t io of the ac tua l to the e x p e c t e d 
price level, I' / P*. This var iable c o m e s f r o m ex tens ions of t he e x p e c -
ta t ions-augmented Phillips curve in the late 1970s [eg. F r y ( 1 9 7 8 a 
and 1978b). Kor t eweg (1978), Laidler (1978) |. If ac tua l p r ice e x c e e d s 
expected price, en t r ep reneurs in terpre t the d i f f e r ence to r e f l ec t a r e a l 
increase in d e m a n d for their p roduc t s . The i r r e sponse is t o ra i se t h e 
rate of capaci ty uti l isat ion of the exis t ing capi ta l s tock to i n c r e a s e 
o u t p u t immediate ly and to invest m o r e to increase t h a t capac i ty . 
T he higher is P / P* the bet ter the inves tment o u t l o o k a p p e a r s m i d 
the grea ter is the g rowth rate . Fxpected price P* e q u a l s e x p ( P * ) P t 

I he expected inf la t ion rate, P*, is ca lcula ted here us ing t h e w e i g h t s 
for the expected change in in f la t ion P* in e q u a t i o n s (6) a n d (7T 
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Lxpec ted in f l a t i on also af fec ts shor t - run g rowth th rough the 
ex p e e l e d real depos i t r a t e of interest (D-P*) . U n d e r T u r k e y ' s d isequ-
i l i b r i u m interest ra te and exchange cont ro l systems, real money de-
m a n d d e t e r m i n e s It) a large extent the real supply of domes t i c credit 
b e c a u s e d o m e s t i c c red i t is the p r i m a r y asset back ing the m o n e t a r y 
l i ab i l i t i es of the b a n k i n g system. 

I he t r a d i t i o n a l link between credi t and o u t p u t is t h rough d e m a n d -
llie i n c r e a s e in credi t c rea ted by m o n e t a r y expans ion is accompan ied 
bv a n inc rease in d e m a n d which s t imula tes real ou tpu t . Since 1973. 
h o w e v e r , a n u m b e r of e c o n o m i s t s |eg, Iki f f ie (1984), f r y (1980a), 
K a p u r (1976), Keller (1980), Math ieson (1980). Tay lor (1983), and 
v a n W i j n b e r g e n (1982 a n d 1983) | have focused on the link between 
c r e d i t a n d real o u t p u t t h r o u g h (he supply side. This Wicksell ian view 
h o l d s t h a t t he avai labi l i ty of w o r k i n g capi ta l determines , ceteris pari-
bus , t h e v o l u m e of p r o d u c t i o n that can be f inanced . In par t icular , as 
Ke l l e r ( 1 9 8 0 : 455) a rgues , " p roduc t ion expansion may de-
p e n d . en t i re ly o r in par i , on credit availabil i ty and / or the cos! oi 
c r e d i t . " Hvidenl ly this supply link between credit availabili ty and real 
e c o n o m i c g r o w t h spr ings f r o m the ral io of credit to ou tpu t , or Irom 
t h e real r a t h e r t h a n the nomina l vo lume of credit . 

P a s t e r e x p a n s i o n of money and nomina l credit raises the inl lati-
o n r a t e . If the n o m i n a l deposi t ra te is f ixed, the ensuing increase in 
e x p e c t e d i n f l a t i on reduces I ho real deposi t rale of interest- and this in 
t u r n r e d u c e s real m o n e y d e m a n d o r decreases tho rat io of money to 
n o m i n a l G N P . T h e ra t io of domes t i c credit to nomina l G N P I X , ' 
a l s o fal ls . In this way, an accelera t ion in nomina l domest ic credit 
a n d h e n c e in the m o n e y supply reduces credit availabili ty in real 
t e r m s . 

A s i n f l a t i o n accelera tes , and as real deposi t rates, real money 
d e m a n d a n d real credit supply all decline, the government may I ind 
t h a t t he g a p between conven t iona l tax receipts and public expendi-
t u r e w i d e n s |cg. Aghevl i and K h a n (1977 and 1978), Dut lon (1971). 
N e s s (1972), U l u a t a m (1973) J. Th i s gap is f inanced by heavier reliance 
on s e i g n i o r a g e a n d the in f la t ion lax. The gove rnmen t extracts greater 
s e i g n i o r a g e by inc reas ing the p r o p o r t i o n of domest ic credit al located 
to t h e pub l i c sec tor , and thus reduces the ra t io of private sector credit 
t o to ta l d o m e s t i c credit D C p / ' X - '<· levies an inf la t ion tax by crea-
t ing m o r e m o n e y than the publ ic wishes to hold at the current price 
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level. This produces a double squeeze on c r e a k avai lab le for P ^ 
sector working capital . In o ther words I X p / v d u e to the d * 
l Z Z . D C / Y a n d i X ' P / D C when in f la t ion accelerates in * 

s implement ing selective credit p o l i c e s t h r o u g h rigidly ' d 

K ^ r ; ? 7 n S M r a l f s y s t e m s | F r y ( ' 9 7 9 a , 1981. , 982a and i f « ' 
t ci·« ul , M t ; l h ' c ; ; o n ( '979)1. In Turkey for example ^ 
i u , c al jon rose by 70 per cent and the rat io of publ ic sector d < * f 

I xn , n ; 0 n c y ' "c reased f r o m 20 to 229 per cent 
" ^ t t n t r S ° f — ' * » 0 .3 per cent in 1>7 ^ 

« ^ ¿ s s s z x s t m v e d
 ° r c r c d i t - t h e t 1 ' 

orat-e from thn m gove rnmen t ext rac ted a higher s e ' S , 
UP an t h l t r ? S U P p i y - F u a d s l o w o r k i n g capita d ' f 

t i e existing f , ^ T f r C d u c c d t h c of capac i ty u t i l i s a fo®. 
ned , ' a ' S t 0 c k f F r y f ' 9 7 9 a ) |. T h i g rowth rate * * 1 C d · H C n C C ( D " P * > has a positive effect on a . 

positively by ( D - p t 7 T ^ b o t h o f w h i d l ^ f V 
dcvclopino a , i - } , " U , r k e y 1979a) and in several A> 

: ; 1 9 8 1 ; m d l 9 8 4 ) | · H o w e v e r w 
thc t ransformat ion ^V r Pr°<>uctive capaci ty - s o f 
dustrial co t ! ' ° U t W a r d s s m o < * over t ime. ^ 
nable proxy ^ ° f r c a l G N f > ™ y P ™ i d c * S 
determined solely b ^ n o n c y c , i c a l c o m p o n e n t o f . f J, 
untries howevc i " P ^ ™ For mos t d e v e l o p ' 

bo th agricultural t 0 i n t o a c c o u n t 

539). ° U t p u t U1K> the level of i m p o r t s (Fry U 

term hied larrelv b l ^ S V " t h c l c v e l o i agr icul tura l o u t p u t 
represent ^ C o V S T ^ cond i t ions . T h e r e ^ 
r u n f l u c t u a t i o n s in t h c leve l of P r o d u c t i o n P o s s i b i l i t y c u r v e - „ 
possibility curve if i p t ' P m p ° r t s ™ y also shi f t the p r o £ 
exogenous or none yc 2 " * ^ C O n s l r a i n l · ™ - ^ 
as Turkey tha! ! v p h c n o ' ^ n a in deve lop ing countr ies # 

i « - vtzzz : s i b r 
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> • T -key differed significantly 
Trend growth in real G N P m " ' •y 3 ?2) . "Therefore 

before and a f te r the per iod .962-1 H y U7I • ^ ^ 
trends in real G N P , agricul tural ou tpu t ana • Norma l 
'»ted separately fo r 1948 1961, 1962-1976 ^ncl _/ /- - · 
supply is de f ined as t rend real G N P plus ^ 
a c t u a l M d t rend real acr icul tural output and .uU 

•<· a pffprt on si. However above-
N o r m a l c rowth , g ; , exerts a positive, cue w j „ d c p r e s s 

average g rowth in agricultural output a n d / ^ ^ ^ a d d i t i o n a I 
growth in o the r sectors of the economy as - .^¿ r i c L I i tural price sup-
credit effect . Cred i t requi rements of furkcy s . ^ ^ ^ g r o w t h 

Port p r o g r a m m e , which are of course posi ^ ^ ( r e l a t e d p o -
111 agricul tural o u t p u t , as well as foreign u a Q v e r c r e d i t demands 
S|tively to the level of imports) , have haa p n o > e M C ¡f l r e a ] 
o f o ther sectors. Hence the other sectors s u i i u ^ ^ ^ ^ a „ 0 . 
terms when more of the fixed real supply ( 

cated to agr icu l tu re and imports . ^ ^ ^ ^ [ h c 

AH this implies tha t the effect of g ' J ' s Respite the fact 
coefFicient of a ' will be somewhat less tna ^ ^ a g r j c u l t u r a l 
t h a t average g equals g - . Abovc<wemge » ^ ^ ^ s 
0111 Put and / o r impor t s imposes a cred.i sq ue u c e s b e . 
^b ich reduces their rates of capacity utilisation 
«^'-average g rowth there. k l , g e d difference 

The final de t e rminan t of g in this mode · T h j s v a d a b l c 

between g and g<, ie, g, , - g V . · d e . U is a tendency to rc-
h a s a negative impac t on g. Ceteris p a n t o ^ n o n n a l g r o w t h 
t u ' « to n o r m a l g rowth . If actual normal growth 
1,1 ^ e previous year , it is more diff icul t o. t ^ • e s t i n U l i l f rom 
J 8 a " ' in the cur ren t year , it will need add. ' b e l w C c n g and 

a n d / o r (D-P*) to achieve the « i m e ^ c o n v e r s e also applies 
g m the second of two consecutive v t h . 
n , B t a t i s — f o r sustained below-tr c q u a t l o n 

• '' he original es t imate (Fry, 1980b: 540) of * 
n Turkey for the per iod 1950-1977 is 

PI* 0. l89(x, -,)• ' 
g 0-834(gi) { 0 . 0 1 2 ( P / n - i - a l 2 7 { L > ' ( - 1 134) 

<9-701) ,1.946) ^ 1 9 3 
R2 = 0.828 D ;:f ,950-1983 is 

be new es t imate fo r the extended period \ ) *> 
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0.759(g ) 
(9.137) 

().0I8(P P*) 0.137(1)-P*) O.I78(x, .). 
(3.045 

0.812 
(2.701) 
[ )W 2.11 

( 1 . 2 2 0 ) 
(9) 

I he variable , was included in the first ins tance to p r e c | ( ( | 
;iny possibility of explosive instability in the d y n a m i c s inni la i j 
of the model thai are repor ted in STy and l a rh i (1979. C h 10). 
fact however an almost identical result is ob t a ined when x 
led. The original es t imate for the period 1950 1977 is 

n r ) s 

in 

0.869(g ) 0 .010(P / P*) 0.1 15(H-P) 
(10.742) (1.670) (2.149) 
I!· 0.827 I )\V 2.16 

< 10) 

I he new estimate for 1950 1983 is 

0.784( s> ) 0.01 7( P / P*) 0.1 38( l ) -P*) . 
(9.656) (2.859) (2.698) 
IT' 0.803 l )W 2.34 

I he coefficients of e old and new es t imates a re again c M r e n w y 
to one ano ther . 

l iquat ions (6) and (7) show that an accelera t ion in n o m i n a l iiu ,_ 
ney growth raises the inf lat ion rale and so P / P*. In turn an i n c r e u s e 
in P P raises growth in real G N P as shown in e q u a t i o n s ( 8 ) - 0 p . 
This is the s tandard shor t - run Phillips curve t r adeof f . H o w e v e r \v | l c , i 
expected inflat ion rises so reducing P / P* and (13-P*) the g r o w t h 
rate declines. In long-run equil ibr ium P equa ls P* because i n f l a t i o n 
is fully ant ic ipated. T h a i only the negative impac t of a lower rC;il 
deposit rate (D-P*) is felt. With I) held cons tan t (and below its n i c -
kel equilibrium level), the long-run Phillips curve p roduces a nega t ive 
relat ionship between inf la t ion and growth in a f inancia l ly repressed 
economy like Turkey through the real credit supply m e c h a n i s m . cv e i i 
before the effect of inf lat ion on the saving ra te and on the a v e r a g e 
eff iciency of new investment is taken into accoun t . 

5. S I \ H I . A T I O N S 

Actual and predicted growth and inf la t ion rates for t h e per iod 
1950 1983 are shown in Table 2. Figures 1 and 2 show ac tua l and 
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1 Alii J . 2 Actual and Prei tided Clroutft ami inflation Kates. I950-I9S3 
I Actual Predicted Actual Predicted 

Date Growth ( il OU t i l 1 nidation Inflation 
Rate Rate Rate Rate 

1 950 S.9 S . 5 2. 1 - 7.7 
1951 12 1 15.1 6 10.2 
1952 11.3 11.5 5 .0 
1953 10.7 6.9 1. 7 ^ 1 
1954 5 .0 i .2 5 M 15.7 
1955 7 . 6 7.7 10.7 12.7 
1956 5 i 3. S 11.2. 22 "i 
1957 7 s 5.4 20.9 23.5 
I95S 4.-1 1 • 5 1 5 .5 S . 7 
1959 4 .0 (i.2 IS. 1 S. s 
I960 3 .4 4.2 i 3 3.2 
1 96 1 2 .0 3 . i -1 ,0 \. 3 
1 962 6 .0 4 .5 9. 1 5.5 
1 96 i 9.2 7. 8 1 . -> 
1 964 4 .0 3.7 2. S 1 .9 
1 965 3. 1 5 .0 4.2 9.9 
1 96(i 11.5 9 .6 6. 2 S.9 
1 967 4 . 1 5 4 6.3 10.4 . ,, 1 
1 965 6 .5 6. S 5.S 4.S 

7.0 1 969 5 . 5 5.9 5 . 2 
4.S 
7.0 

1 970 5. (i 6.(i 1 1 1 1 1 . 6 
1971 9,7 9.5 16.8 1 5 .5 
¡972 7 . 2 7 .2 15.2 15.3 j 
1973 •> -t. 1 20.0 1 9 .5 
1974 . . 1 6.5 25 .0 20. 1 
1975 / / 7.4 1 5.0 1 5 . 3 
197() 7.4 7 . 1 1 5 .7 12." 
1 9 7 7 .1 . 9 4. 1 21 S 21 .0 
1 97S 3 .0 •2.0 36. 1 31.2 
1 979 0 .4 0 .5 5 3.7 46.5 
1 9,SO 1 . 1 1.5 ; i . 2 

i o ' " I 1 9N 1 4. 1 ! s 35.0 29. ' 
1982 4 .4 4 .8 24.2 

28.7 1983 3. 1 5.4 22.9 28.7 

prcd i c l cd g r o w t h and in f l a t i on rates for the more recent period 1977 
19X3. T h e predic ted series a re ob ta ined simply by insert ing the actual 
va lues of t he r i gh thand - s ide var iables in equa t ions (7) and (9). f i g u r e I 
s h o w s t h a t the e s t ima ted g rowth rale series is a year early m its 
p r e d i c t i o n of the 1979 1980 recession. However its predict ion of zero 
g r o w t h o n a v e r a g e over the three-year period 1978-1980 is qui te ac-
c u r a t e . T h e recovery s ta r t ing in 1981 is t racked well. 

T h e i n f l a t i on e q u a t i o n t racks the actual in f la t ion rate extremely 
well until 1979. f i g u r e 2 shows that at this point ¡1 s tar ts mulei pre-
d i c t i ng the i n f l a t i on ra te until 1982 when it overpred ie t s . The reason 
l o r th is is p r o b a b l y a c h a n g e in the way people fo rmed their expec-
t a t i o n s a b o u t in f l a t ion towards the end of the 1970s. By I97S it was 
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r e a s o n a b l e to a s s ' n . e x ' 5 c n s ' v e t o m i s F o r c c a s t i n f l a t i o n . H e n c e 

i n f l a t ^ , t t n Z l h f ' n ^ " 1 a d j U S t m e » t o r e x P e c t e d a C t 
underpred ic t ion of in f i ^ i s a lone w o u l d exp la in equa t ion ( 

fo r t T a s w c u a s ! , s o v e r p ; i 

over ' 

S c f ^ t ' T l h e C X P l a n a t ° ' - y n o w c r of this ^ 
1977-1983 Here on ' V J u c t d y n a m i c s i m u l a t i o n s fo r the P * 0 

stock, norniiU growth a n c M h ^ ^ per cap i t a 
treated as exogenous v ,, " T " " d C p ° S i t r i l t C o f 

expeeted inf la t ion , expec d J ^ rcal p e r m a n C O t ' " c i -
ted f rom the values ' ^ ' a g & e d " " " r t l · 
l n U l i s - a y fo recas t e r r o r f h ^ ^ b y C ^ U £ l t i o n S ( ? ) , 
variables in f u i m , . ,· become built into t h e ri2hthand->> 

" L tnne-per iod forecas t s . 

i I 

!!1?8 l'riy 
I 9 S 0 1 9 8 , , a 8 2 ,<183 

ArUial 
' I'rwiictod 

11 1,111· I'ledicii«.! < • "U1-<J C.rowil, kales, 1977-19X3 

ins t ruments o r m o ^ t a r y " ' n S a t t h c i r d i s P O s a l two < n d e p e < j j 
y 1 y t o c o n f r o n t t he i n f l a t i o n a r y 
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late I970s-the ra te of g rowth in the nominal money supply and 
! h e nominal depos i t ra te of interest. There is m pract .ee ar upper 

to the depos i t ra te at its competi t ive m a r k e t 
^ y , 1980b: 542). T h e discussion here is based on the assumpt ion 
t h a t the nomina l depos i t ra te lies below this upper b o u n d . 

„ T h e mode l presented and estimated in sections 3 and 4 shows 
l h a t higher depos i t rate of interest reduces mt la t ion and i ^ s e s .he 
8 r o ^ h rate a t the s ame t ime. Therefore an optimal n onet .y poh y 
* U s t set the n o m i n a l deposi t rate at its upper bound An obvious 
^'iswer would be to abolish all inst i tut ional mteres rate ce, n £ 

however , the opt imal competi t ive deposit ate has 
^ upon T u r k e y ' s cartelised and ol .gopohst e bankmg y 

1^72, Chs 3. 4 and 6) by f ix ing a t i s would 
I' l n 8 banks to satisfy all deposi t d e m a n d at this rale l 
* s " f f i e i en t to p roduce the competi t ive result, provid d o a n ^ 

Mastic at ra tes above the competi t ive loan ra te of £ ^ n d a I 

governmen t recognised at least par t of this 
liberalisation in the J u n e 1980 s tandby agreement with the 
° n a l Mone ta ry F u n d . ^ , 

¡ T w o dynamic s imula t ions of the model i l l u s t r a t f ^ 
t (

 C l e s t -n i te increases t ha t occurred between ¡979 and 
) U g rowth . S imula t ion I in Table 3 and ^ ; d , 

^ exogenous the ac tua l rates of growth in the - ^ e y u p p ^ 
% t h ' and t h e n o m i n a l deposi t rate of nHeresa tha a n 

> < f ° d 1977-1983. Simulation 2 runs the model w ^ 

; happened had the 1 2 -mon th deposi t rate o f ' " t c i c s i 
P e r cent, its r a t e between 1970 and early 19/». 

IXlte 

¡ABLE 3 Dynamic S m u ^ a . ! ^ ^ ^ " 

Simulation 
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40 

r : 
1977 1«7S 

Il iU?tu»l 

îaso 

Sliïi 1 

¡981 1832 iao:j 

l-iRurc 4 Actual and Simulated 

Sim -

Kales. 1977-1983 

rl'ifa and tracks actual 
• „ Simulat ion 1 uses the actual deposit rate cui ^ l 9 7 7 _ i 9 8 3 . 
' a t ' ° n and g rowth reasonably well ovei m i , 9 8 0 . H o w -

i l P l ' ^ l ic ts negat ive growth for 1978 instead oi - ^ ^ [Q_ 
l h c recovery fo over 4 per cent g r o w t ! a c c u r a t e l y . 

^ h e ' · with the d r o p to 3 per cent m Jb t ^ p r e d i c t e d b u t 
n e rapid accelera t ion in inf la t ion f rom I " T h c s i n u I i a . 
e l l « u a l in f la t ion rates are undcrpredicted unii ^ ^ ] Q 8 j _ u 

; U o n Predicts the 1980 peak in inflat ion and tne i ^ a ] m o s ( . 
" '"Predicts in f la t ion in 1982 badly but predicts the 
Perfectly. " - w i y . 

s i
 S i ' iu i la t i 0 1 1 2 i l lustrates what might have h a v c been 

o f interest been kept at 9 per cent, n . ] 9 8 2 T h i s s i m l l -
1, C h h i 8he r than it actually was between u < _ a n d inf la t ion 

f ' ° ^ a s t s an inf la t ion peak in 1981 a t 82 p * _ g._ 
. L ° r 0 V C ' · 5 0 - f o r f 0 U r y C a : V a n - e - r s declining real 
G ^ 1 0 " 2 predicts m u c h lower growth and 

l o r the six years 1978 1983. 
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T h e two s imulat ions p roduce such d i f fe ren t resul ts solely b e c a ^ , , 
of the different deposi t rate series used. 'I hey imply tha t it w a s ^ 
substantial increases in deposi t ra tes t ha t were respons ib le in l ^ . i T e 

par t for Turkey ' s relatively small recession and r e a s o n a b l y r a ^ - j 
recovery af te r the stabil isation p r o g r a m m e was init iated in I ^ q 
They also show just how much effect changes in the depos i t r a t e 
exert on both inf la t ion and shor t - run g rowth . 

6. C O N C L U S I O N 

This paper presents a rees t imate of a s imple , small sca le 
etary model of the Turkish economy. T h e model shows h o w 
mone ta ry policy variables - the rate of g rowth in the m o n e y s u ^ p j y 
and the deposit rate of interest- a f fec t two targe t var iab les , i n f l a t j 0 n 
and shor t - run growth in real G N P . T w o s imu la t i ons for t h e lc>77_ 
1983 period illustrate tha t in mone ta ry policy m a k i n g act ive use 0 f 
the deposit rate of interest is vastly super io r Lo a policy relyj I l tT 
solely on control over the nominal m o n e y supply u n d e r Turkey· . , 
disequilibrium interest rate system. 

Concen t ra t ion on these m o n e t a r y policy i n s t r u m e n t s d o e s t l Q t 

imply that fiscal, price, exchange rate and fore ign t r ade pol ic ies u r e 

un impor t an t in Turkey . Indeed, fiscal policy has s t r o n g i n f l u e n c e 
on the ra te of growth in the money supply . T h e rapid r e c o v e r y ¡ n 

expor ts would not have occurred wi thou t a radica l r e f o r m of e x c h a n g e 
ra te policy. However considera t ion of the effect iveness of t he se m a c -
roeconomic policy ins t ruments is beyond the scope of th i s pa^ C I · . 
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