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( rece ived: J a n u a r y 1985) 

I) I N T R O D U C T I O N 
• , nvo issues concerning 

O u r conce rn in this pape r is to lnvcstiga e ^ ^ p a s t 
h c role of the g o v e r n m e n t budget defici t in' ' c n t budget 

U v o decades . W c f i rs t cons ide r the inf luence ol the g ^ ^ t h e 

¡ , n c o n s u m p t i o n . W e then e x a m i n e the mterrela t cns 1 t 
) u d g e t def ic i t , m o n e t a r y e rowth and inf la l .on u 

0 1 ^ c C a g a n (1956) h y p e r m f l a t i o n mone ta ry model . 
, ' . Iowl) we examined the determi-
111 o u r ear l ier p a p e r (Gazioglu , l , d a t a fo r 

of c o n s u m p t i o n in the Turk i sh economy m n ^ ^ ^ ^ ^ 
U l e Pos t -war per iod . In t h e next section ot this pal*· · i n F | u e n c e 
, W O r k of t h a t s tudy to e x a m i n e whether governmen dt . • ^ 

n v ^ e c o n s u m p t i o n in T u r k e y . We do this b y ^ « V ^ c o n s u m p -
h c e « ' i c a c y of a l t e rna t ive de f in i t ions of wealth m ex) f & ^ 
, 0 n · Wc f i l l d t h a t c o n s u m p t i o n is best explained e x p c n c i j t u r e . 
! g o v e r n m e n t def ic i t s d o in f luence cons i^ ^ ^ ^ ^ 

, 118 c o n f i r m s empir ica l ly an impor t an t c h a n n t _ ^ s a p p o r t 

r f government def ic i t s ef fect the economy . ° t expendi ture . 
' t h c view t h a t b u d g e t def ic i t s do not m f l u e n c c p u v a I 

\x; , f the f iscal defici t m the int la-
t ^ then t u r n t o cons ide r the role of the t « t Q m ( j n e t a . 

r j ° n a V Process : th is ar ises because ol the h fen i ^ m a r . 
def ic i t because of i nadequa te ^ ^ ' ^ ^ a i y t i c a l mode l 

o V ' T o e x a m i n e t ins issue, w . «1 t h a t 0 f Cagan 
t h c i n f l a t i ona ry process . This model diHers ^ ^ ^ ^ 

l X l ) n , : C | | 0 W . B i rkbeck College. ^ " ^ ^ ^ h u t a e Trus t is graie-
l \ „ ; ; n ; , ! f Policy Rosearch , L o n d o n , f i n a n c i a l suppor t ol ihc 
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(1956) in a l lowing fo r a n e n d o g e n o u s m o n e y supp ly , de t e rmined W 
ic budget pos i t ion , a n d i n c o r p o r a t i n g r a t i ona l , r a t h e r t h a n 

a d a p t s 

expec ta t ions conce rn ing in f l a t i on . O u r mode l s h o w s t h a t inf la t ion 1 5 

t he j o m t o u t c o m e of bo th real a n d m o n e t a r y , m u t u a l l y interacting' 
in f luences . it also casts l ight on t lu .se f ac to r s t h a t a r e likely to p r o « * » 
stabil i ty m the m f l a t i o n a r y process . W e use this a s a f r a m e w o r k f 
d iscuss ,ng those f ac to r s in the T u r k i s h e c o n o m y t h a t a r e likely to 
i m p o r t a n t m the s tabi l izat ion of in f l a t ion . O u r d i scuss ion e m p h a ^ 5 

t he i m p o r t a n t role of the g o v e r n m e n t b u d g e t in this . 

2- P R I V A T E C O N S U M P T I O N A N D T H E F I S C A L D E F « ^ 

on f i s c a i d r 1 ? W C " W e S t i g a t e t h G i n f l « ™ < * ^ 
convent ionnl ' i T ^ n S m n c c s « P e n c H t u r c . W e f i r s t in t roduce 
c o n s u m e r h l . w h l c h tests the ef fec t of t h e b u d g e t d e f i c . 
tmenT Mode l V 1 ° U r W e ^ p r ° v i d e ™ a l t e rna t i ve S tock AdJ . 

the f o ™ C O n V e n t l ° n a l m ° d e l o f « « s u m p t i o n w h i c h w e consider ^ 

( " 1 - v , c , . 1 ) 1 , , 0 

X n s ^ r L ? f s r i r C ° n S U m p U O - Y ' S — C ' d i -
la t ion . t h c g o v e r n m e n t de f i c i t a n d K , l a g g e d 

r a l i s e d ' s i S ; A d i 1 J ™ ™ * * ™ 1T>°del which is based on the 

a n a l y s e d i n ( 1 9 8 4 , „ e # po ra t e s b o t h e q m h b n u m a n d d i s e q u i l i b r i u m 

{ l > ' U K 1 A t e o f g r o w t h ( 1 y t ) , so t h a t k - ft*"' 
Let ( S I Y ) * (A i , \ , , nf 

v ines i ncome I · l ) 4 r c p r c s e n t des i red level t , 
r l f n n d d e p e n d i n g non- l inear ly on g r o w t h (Ay), 
K ) a n d weal th i ncome (k 1 ra t io n • , , the eCl 

l ib r ium c o m p o n e n t of tl model" r t ' 1 0 ^ ' ^ >5 

vile (v j I w - mode l , r h e d i sequ i l ib r ium c o m p 0 1 ' c 
a pa r t i a l a d j u s t m e n t p rocess of ^ 

tua l i n c o m e ra t io , w / y , t o w a r d s its des i red level, k. 



il·; 
METU STUDIES IN DEVELOPMENT 

There fo re , t he ac tua l savings ra t io to income is 

( S / Y ) , ( l y , · H « — <w/>->,> 

T l l e l inearised f o r m of the mode l is the fo l lowing: 

- ^ ^ ( 2 ) c t «o r «iy - "-2-1 ' a y y 

T. J i i , in Ga / iog lu (1983). The 
l h c detail of the de r iva t ion of the model is m · - G a z i o g l u 

U l °de l i s i n i o g a r i t h m i c te rms. T h e wealth was de fmed 
( 1 9 8 3 ) ) as a c c u m u l a t e d savings, thus 

(2a) 

W I ( I) 
, 11oxi) was G D P , using 

„ Since the proxy of income in GaziogJ" M 
t h e na t iona l i n c o m e identi ty, we may rewrite I - ; -

, y Mt ¡) 
w , i : < i, i , Gt_i + x 1 

i - l 
, . , , l m e n t government spending 

T h u s W , rep resen t s cumula t ed , n v t s t n ' , j a t c def ini t ion f rom 
; l .n d cu r ren t a c c o u n t surpluses . A more a p p u u c s > d c f i n i n g 
l h c Perspective of the pr iva te sector, would alio 
heal th as 

W, , A' (I · : ! GI > - -
i - I 

Mi 0 ( 2 b ) 

, s u n l of investment , 

u Th i s d e f i n i t i o n of weal th is t h e c u m u l a ^ 
t h e b « d g e t def ic i t and the cu r ren t accoun t su .p 

• hp sector may 
h | / ^ r e is the possibil i ty tha t p n ™ „ „ wealth t h a n m-

def ic i t as hav ing a ra ther d i f ferent e f f e ^ ^ d e f I C I t s 
• S ; ^ n t and c u r r e n t surpluses , t e n d i n g * ' a - | g t h a t a d v a I 1 c e d 

y ^ n - a s s e s s n i e n t o f w e a l t h . O n e a r g u n i t . ^ re_ 

£ l r r o (1974) t h a t the pr ivate secto c ^ c o u ^ ^ 
1 U C S s q u i r e d to f i n a n c e the interest ^ government 

r ' imen t deb t . Since, however , in c o u n t u e s 
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' f t 

de f i c i t s arc n p i c a l l y monet i sed , this anumic iU is not re lcxanl . h i s u ^ j 
, ( , r j v a i c sector may discount ihc effect of jn ivc rnmcnt d e f i c i t s 

„ .,1,1, | ccausc of their inf lationarv consequences , in c o n t r a s t 
¡mes tmef l t and balance of p a y m e n t s surp luses . T o inves t iga te t j l K 

u e also cons ider an a l te rnat ive de f in i t ion of weal th given by. 

W 

\Y , r 
i I 

Bv compar ing the rela,ti\e in l lucuees ol W a id W . n c n w v as·· 
whether or not consumer b e l n u i o u r is affected, hv the b u d g e t d c | \ . j t 
posi t ion. Hv examining the relative effect of all th ree m e a s u r e s , w C 

ma·, assess the degree of misspee i f ica t ion resul t ing f r o m the use o f \ V 
in our earlier c o n s u m p t i o n s tudy ( G a / i o g l u (1983, 1984)). 

Ra ther than include the W and W var iables themselves , we a l l 0 w 
I'm a somewha t greater degree of general i ty by inc lud ing YV a n d i|H> 

two correct ion factors ! . ( T J ( j K — 'I , j and 

I T U C d ) A (Cm , l i d in the regressions. I Ins a l l o w s for 
i 0 

the possibility that these var ia t ions might l ake a coef f ic ien t d i f f e r en t 
f rom minus tha t on YV. as would be implied by the res t r ic t ion 

of including W a n d YV directly in the regressions. 

We now turn to present ou r empir ical results for the model;» 
presented in the previous section. All d a t a is t aken f r o m h i t e rna t ioa i i l 
Financial Stat is t ics. 1 he results of the c o n v e n t i o n a l c o n s u m p t i o n 
behav iour with the budge t defici t included a re presented in T a b l e 1-
I his is est imated using da t a for the period 1963- 1980. T h e o d d - n u m -
bered e q u a t i o n s represent e q u a t i o n s es t imated by O r d i n a r y Least 
Squa res (Ol S), while even numbered e q u a t i o n s represen t t h e esti-
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ma tes of the prev ious e q u a t i o n cor rec ted fo r a u t o c o r r e l a t i o n . 
s tuden t l-stat ist ics a re r e p o r t e d be low the coe f f i c i en t s . T h e best set 
of e q u a t i o n s a re 1.5 - 1.6 where the lagged de f i c i t a n d l a g g e d depen-
den t var iables a rc d r o p p e d since they were ins ign i f i can t . T h e coeffi-
cients on income are typical ly between 0.71 - 0 75 T h e s e results are 
similar to those ob t a ined by Yağc ı (1983). T h e nega t ive a n d s i g ^ 1 " 
can t coeff ic ients on the budget def ic i t indica te t h a t c u r r e n t consump-
tion is depressed by cu r ren t gove rnmen t def ic i ts . But wc a rc scept ic 1 

o he s ignif icance of this result because of t h e o b v i o u s t w o - w a y c a * 
al ty between c o n s u m p t i o n and the def ic i t . T h u s h ighe r c o n s u m p t i f 

>s likely to lead to h igher G D P and h igher tax revenues so tha t tb® 
— m b u d ^ d e f i ^ rails. Th i s s i m u 1 ta nei t y is I i kel y to e x p ^ 
f Ï o , r S e , U ° n t h C d e f İ C İ l 1,1 l h c - e q u a t i o n s r e s u l t 

s imu l t aneous e q u a t i o n bias. 

O n e o H h o ! f n a t ' V C a p p r o a c h u s e s t h r e e d i f ^ r c n t wea l th v a r i a b l y 
. İ S 980 H"16"8111"68 ' W a S U S C d i n G a z i o g l u (1983) f o r the p c ^ 
e x p e n d i t ™ , I T ^ ^ S e r i e s f o r ^ r evenues a n d g o v e r n i n g 
cxpend i tu i e and hence the g o v e r n m e n t def ic i t were ava i lab le ° ' l l y 

İ t ° ! h e
i

1 , W , and w „ cou ld only b e c o n s t r u c t e d 

2 i " " 0 6 f 0 r c o n s i s t e n c V > we e s t ima ted all these sel 
C s C ^ s I· C, 'i f n 0 d 1 % 3 - , 9 8 ° · w e n o t e in the f o l i o * » * 

ob ta ined for > , O I ' t C r P e n 0 d a r C m o r e ^ N a t i v e to t h o * 
ob ta ined to, the longer per iod in Gaz iog lu (1983). 

n e r a S ; w k T İ d r r ^ e S t İ m a t C S p r e s e " l e d T a b i c 2, of the P 
m İ t ¡ S r ' f m 0 d e 1 ' U S i " S W , as the d e f i n i t i o n of weal 

w h e n S f l V ? ' 0 1 t h C C q u a t i o n s · e ^ a t i o n (2.5) is t he be 
r e i Its ! a g r t İ C S U l t İ S t İ C S a r e cons ide red . C o m p a r e d * 

r ep re sen t i ng lagged u, 

sys tem. In L j ^ a u t o c o r r e l a t i o n ^ 
be h i filler for i o r i m w

 U l f c c l 0 n c o n s u m p t i o n is es t imated 
be I n g l e . io 1963 980 per iod t h a n for the longer per iod T h e m f 
sures ol goodness of f i t R- o r if y n • L p c u o u . 
n e r l n r m , u ( t „ , ' } i n c r e a s e d s h o w i n g tha t the m ° u 

p e r i o r m s better over this shor te r pe r iod . 

d e f i c ! t a m e t h o T e i f ' ^ U l t S 0 f i n c , u d i n 6 the c u m u l a t i v e b u d * J 
d c f i u t m the spec i f ica t ion . Th is var iab le c o m e s in wi th the o P P ° s l t 

sign t h a n predicted by the a r g u m e n t tha t c o n s u m p t i o n depends of 
- L ' w L f T 1 ' l l m V , a n a b l C H a S a q u a n t i t a t i v e ef fec t t h £ 
does W itself. However , the coef f ic ien t s on this va r i ab le a rc no t s>? 
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! 2 . 6 1 0 .741 
(13.539 
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1 0 .122 
(1.734) 

1 ! 0 .655 
j (6.196) 

1 Λ τ 
! " 

I .961 
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! .280 
1 0 - 6 4 7 ) 

1 —.037Í 
! ( .237 1 

1 2 . 8 ! .941 
1 (8 .685 

1 .152 
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M l Ti s i i m i r s in or vi i oi 'Mt N ' ' 

<ide of this. These results 
" ' f i c a n t . so tha t too much should not be mat ^ a s s e s s m e n t of 
S l 'ggesl that b u c k e t def ic i t s are not discoiimc 
X v e a I t h l « r c o n s u m p t i o n purposes . . n , i r i l i n „ government 

ol mcorpoi tu i "c fr 
Tab le 4 e x a m i n e s the consequences o ^ ^ w i t h a negative 

l u * revenues in the equa t ion . Ib i s U U ' ; j s ) h e r c ! e v a n t wealth vari-
S |gn as suggested by the a rgumen t that • significance) on W, 
a b lc . M o r e o v e r , it raises the c o c f i . c e n i a m ^ ^ o l 
S l | gges t ing an i m p r o v e m e n t m spocil , i c e level in 
'T- UCiR. I he re is a lso some ind ica t ion^ t ^ ^ ^ t h c w c a 

e q u a t i o n s 4.1 - 4 . 4 is responsible lor me ^ c q u a t i o l l s 4.5 4 > 
t c r m : e l im ina t i ng the lagged P r i C C

 a n t | significant, 
'«akes the coef f i c i en t on wealth much . * ^ definit ion of 

These resul ts suggest that the sector savings, 
wealth is the conven t iona l one ol cL1 1

 t >n f ixes is typically 
** given by W , t h o u g h the fact that ^ ^ ^ c s some evidence 
'ess t han tha t on W (in absolute n^agnU l ^ t h e r c is no ev.de -

a degree of d i s c o u n t i n g of tax c l u n g " · ^ ^ f o r thc dctei 
c e f r o m these resul ts t h a t budget delicits 
' " ¡na t ion of c o n s u m p t i o n . 

. „ . , , i ' O V K R N M i ' N I 
.. . , . ¡ \ l \ A B i i i A 

3) I N F L A T I O N A N D S i S l A i 
•OKFICITS ,· (he stability 

In this sect ion, we examine the question ^ t w 0 - w a y 
l a ' l a t iona ry process, t ak ing cxp « d the c J 
T i o n be tween the government buag , v e r s l 0 n ol that . 

1 l l e m o d e l t h a t we use is a somewha t s ,mP l 
S e d in G a z i o g l u and Curr ic ( I ' « 4 ' · 

T h e mode l ha s the f o l d i n g equat ions ^ 

in c exp( 7-Vl' . 

b b „ - bi(y ' y;i:) '' (3) 

b m * ! m(i> i n )
 (4) 

p <H\x - ! ' ) ( ' S ) 

s v o(w p) ; 

V v h c r e the fo l lowing no ta t ion is t i o I 1 0 f income 

m real m o n e y balances as a P> . m e 

h budge t def ic i t as p ropor t .on 

of the 
inter-
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— .593 j 
(3 .129) 

i 4 8 1 
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M E T U J U D I E S IN D E V E L O P M E N T 

> logar i thm of real na t ional income 
logar i thm of t r end level of real national income 

P loga r i thm of prices (so p denotes the rate of inf la t ion and P 

the change in inf la t ion) 
* f o r w a r d look ing average of fu tu re expected inf la t .on based 

°n wage cont rac ts . 

, Equa t ion (1) is a semi- logar i thmic money 
» ' s t a n d a r d in the l i terature on money and ' b u d g e t 

¿ Cagan ( ,956)) . E q u a t i o n (2) represents the go ¡ n 
l.S ' P ropor t i on of income. This is assumed to depen s o f 

e V c ' of i ncome (relative to t rend) to allow for the ten * 
X v e n u e s t o fall and expendi tures to rise as n a ü o n ¿ m«>r . ^ 
* also assumed to depend positively f . ^ " . c o n s e q u e n c e 

" f n c y of real tax revenues to fall with m at ron as a co q ^ 
í 8 s 111 the p a y m e n t of taxes. Equat ion (3) is an i j n t o 

f s L l p t h e m L y supply as a result " ^ f i a n c e s (as a 
^ c o m p o n e n t s : t h a t par t (m) causing iea1 money ^ ^ ^ 

P ? P ° r t i o n of income) to rise, tha t part m P ) m w n t a m . * a n d tha t 
(as a p r o p o r t i o n of income) in the face o · ^ , ^ ^ ^ 

' * r t ( m > ) ma in t a in ing real money balances (as a F< v t a 

i" the face of real growth . Equat ions ( 4 ) a . ^ » ^ 
8 U y m ° d i f ' « ¡ version o í Calvo 's model ot s ^ u g g ^ b ^ o f 

ove i"18" P r i c e a d j u s t m e n t (which may be ^ ^ E q u a t i o n (5) 
" a p p i n g wage on price con t rac t s : see C a m ( j n f h t i o n w , while 
: i 'niines a f o r w a r d looking "cont rac t rate h , y t o w a r d s 
i l t l °n (4) states t h a t actual inf la t ion, i>, adjust « s m n _ 
contract rate of inf la t ion , w. The mode is closed t>y 

111 ,1 . I . .„l innci V. 

t1 / ' a p p i n g wage on price con t rac t s : see La v a t i o n w > while 

can ? l n e s a f o r w a r d l o o k i n g " c o n t r a C t 1 sluggishly towards 
l U ; i t l ° n (4) states t ha t actual inf la t ion, P a d j ^ ^ ^ a s s u m -

c ° n t r a e t rate of inf la t ion , w. The mode is closed y 
M l 0 n »hat expec ta t ions are fo rmed rationally. 

, s r n D e for f inanc ing the 
8 o v

 l h e mode l a s sumes tha t there is limited sc ^ n l o n e y 

f ^ e m , ^ n t def ic i t by b o n d issues, so tha t r e c o u r s e s _ 
i n C e · a s s u m p t i o n broadly accords w 1 ^ ^ ^ ^ 
U i V V h c r c the m a r k e t f o r government non- o ^ Y ^ ^ ^ ^ 
the , P e d ' a s well as with tha t of o ther countries. ^ 
by ^ Cagan (1956) mode l of inf la t ion m ^ o u p ^ ^ 
,,ff l I f i f y recognis ing the role of the, g * n u n u ^ 
<*ov

 n a r y p rocess ; a n d by allowing <or { e m _ 
p ^ - e n t budge t . Th i s second f ^ ^ S ^ money and 

11 mding tha t there is a two way casuaiuy 
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in f la t ion , and not the un i -d i rec t iona l c ausa t i on r u n n i n g f r o m m o ^ 
to i n f l a t i on as assumed in t h e C a g a n (and many o t h e r ) mode l s on t 1 

i n f l a t iona ry process. 
i by 

T h e m o d e l has two potent ia l equ i l ib r i a dep ic ted in F igure 1 
in* ( the low in f l a t ion equ i l ib r ium) a n d p 2* ( t h e h igh in f l a t i on e4 l ^ 
l ib r ium) . Jn this mode l , as in m o s t o the r s of t h i s genre inc lud ing tW* 
i n c o r p o r a t i n g adap t ive , r a ther t han ra t iona l expec t a t ions , the Wfe 
in f l a t ion equi l ibr ium is uns table . ( H o w e v e r , G a z i o g l u a n d C u ? 
(1984) present a m o r e deve loped mode l in which the high i n l U l , is 

equ i l ib r ium may, in some c i r cums tances , be s tab le T h e y use tn 
mode l to analyse the possibili ty of , and f a c t o r s d e t e r m i n i n g , a* 1 

f l a t i o n a r y process involving a t r ans i t i on f r o m a low to a high infl»** 
equ ihbr ium) . T h e equi l ib r ium i n f l a t i o n rate, (,,* is given as the 

Figure I Long Run Equilibria 

(by + b,[>,*) e x p (ap*) c(i>,* -f- v*) 
P r o m (6) it fo l lows t h a t ' 

(a?1 

<P * 

(6) 
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i 'C 
— Y c ' (p* >*> *\ < 0 

- r . V ' > 0 

' . · ' ; · y m * " > 0 
f'bn ' 

'<• a 

' U n i and y p . , + V* and m * denotes the q u . h U n ^ ^ ^ 

Thus the equ i l ib r ium ra te of inf la t ion is l o w u e y ^ ^ ^ 
i U e of g rowth and by an increase in the prop^ns y ^ u n d c r l y i n g 

(,ds measured by c) ; and is raised by an m C i e ; . b u d g e t to inflation 
f , U d g e t d ^ i c i t (b0), by a rise in the sensitivity i n f l a t i o n . e x p e c t a t i o n 
s ; measured by b2), and by an increase ,n t 0 n o t B 

^ - e l a s t i c i t y of money demand («). The .ml· t a r y forces at 
inf la t ion is the resultant of both .eal <in

 o f monetary 
! ° r k ¡n the economy , and not simply the consequcn 

n, To analyse the stability of the system, we may 
d m i c s a r o u n d ermil ibr ium in state space. 

P 
o 

8 

P = 

o 

U v P)" 
$pm*(m*H b | ) 1 

* - l \ ««182m*1 b ( l_*a>-b 2 m* ') ^ 

P 

w - p (7) 

, \ · ·» i i ' 

, stability condition is 
t ^ W k h o n e non-prede te rmined variable, i ' ^ p a r t d 

onp m in (7) should have one roo t wrth P m ) ) m The 
real part (see B l a n c ^ j n ( V ) should 

be n
d , t , ° n for this is that the de terminant ot 

negatii/o ...u: .>. · : c A nnlv if 
(8) 

0 , 1 t o r this is t ha t the determi»« 
' a t ' v e , which is so if and only if 

/ „ * 4- v * ) — b2m*~~' > 0 

- « '. _ b , m * " 1 = 1 — «(P 1 y ' 
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A n in te res t ing f e a t u r e of this m o d e l , in c o n t r a s t to t h e c l a s ^ -
m o d e l of i n f l a t i o n d u e t o C a g a n (1956) , is t h a t s t ab i l i ty is n o t in<] ^ 
p e n d e n t of t he g o i n g i n f l a t i o n ra te , b e c o m i n g less l ikely a s i n f l a t i , ^ 
r ises. T h i s is because p* en t e r s (8) d i rec t ly , bu t a l so b e c a u s e m * <4 l* 
p e n d s nega t ive ly on i">*. It is a l so o f in teres t t h a t a fall in t h e u n d t ) 

ly ing r a t e of g r o w t h , >'*, m a k e s s tabi l i ty less l ikely. M o n e y d e m a ^ J 
b e h a v i o u r is a l so i m p o r t a n t fo r s tab i l i ty , a l o w v a l u e o f c i m p l i e s . 
smal l v a l u e of m * , ce ter i s par ibus , r e d u c i n g t h e c h a n c e s o f s t a b i l , ^ 
a n d a la rge v a l u e of a has the s a m e e f fec t . T h e c h a r a c t e r i s t i c s o f 
l ax sys t em, as m e a s u r e d by b a l so i n f l u e n c e s s t ab i l i t y . T h u s s t a b i l j ^ ' 
js i n f l u e n c e d by b o t h real a n d m o n e t a r y f a c t o r s . 

W i t h th i s ana ly t i ca l f r a m e w o r k in m i n d , we n o w t u r n t o a p j n 
it t o t h e case of T u r k e y . T a b l e 5 p r e s e n t s d a t a o n t h e m o n e y / i n c o r ^ " . 
r a t i o f o r T u r k e y s ince 1963. In m e a s u r i n g t h i s u s i n g m o n e y s u p ] ^ ] 
d a t a r e l a t ing to t h e end of t h e yea r in q u e s t i o n , c a r e m u s t b e e x e r c [ 

T A B L E 5 G D I 1 Share of Money Supply 

Years II 

1963 0 174 0 171 
1964 0 192 0 183 
1965 0 196 0 200 
1966 0 206 0 199 
1967 0 213 0 209 
1968 0 221 0 251 
1969 0 224 0 226 
1970 0 213 0 226 
1971 11 209 0 212 
1972 0 203 0 209 
1973 0 202 0 21 1 
1974 0 195 0 197 
1975 0 202 0 212 
1976 0 201 0 206 
1977 0 199 0 212 
1978 0 168 0 197 
1979 0 140 0 171 
1980 0 1 34 0 136 
1981 0 129 0 132 

sed in a l i g n i n g the s tock a n d f l o w d a t a . C o l u m n 1 m e a s u r e s t h e m o -
n e y / i n c o m e r a t i o as t h e m o n e y s tock a t t h e end o f t h e y e a r d i v i d e d 
by a n a v e r a g e of n o m i n a l i n c o m e in the s a m e a n d s u b s e q u e n t y e a r , 
t h e r e b y c e n t e r i n g t h e i n c o m e d a t a on the end o f t h e y e a r . C o l u m n 
II a v e r a g e s the e n d a n d b e g i n n i n g of t h e y e a r m o n e y s t o c k f i g u r e s , 
t h e r e b y c e n t e r i n g the m o n e y s tock f i g u r e s on t h e m i d d l e o f t h e y e a r , 
a n d t h e n d iv ides by i n c o m e d u r i n g t h e y e a r . Bo th ser ies s h o w a si-
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miiar p a t t e r n , with m i n o r d i f ferences in the detailed movements . 
A f t e r a pe r iod of a r is ing m o n e y / i n c o m e ratio up to the late 1960s, 
the m o n e y / i n c o m e ra t io r ema ined on a p la teau throu gli the middle 
1970's. T h e r e a f t e r it fell sha rp ly with the onset of rapid in f la t ion 
a n d reached a low po in t in 1981. The preceding analytical f r a m e w o r k 
sugges t s t h a t this w o u l d have been an impor t an t potent ial de-sta-
bil is ing i n f l uence on the m a c r o e c o n o m y , threatening a shift into 
i n f l a t i o n a r y col lapse . 

Th i s dec l ine in the m o n e y / income ratio must be considered 
t o g e t h e r with t r ends in the f inanc ia l deficit . A propor t ion of G D P , 
rose s h a r p l y f r o m a low po in t in 1974/ 75 reaching the unprecedented 
level o f 5 . 7 % in 1980. A t tha t po in t somewha t over 2 0 % of government 
s p e n d i n g was no t covered by g o v e r n m e n t revenues. It seems rather 
l ikely tha t a def ic i t of tha t size, relative to G D P , would have been 
u n s u s t a i n a b l e pa r t i cu la r ly with the ra ther low money / income ratios 
s h o w n in T a b l e 6. F o r t u n a t e l y the def ic i t was brought under control 
a f t e r 1980, as T a b i c 6 shows . As Tab le 7 shows, these emerging defi-

T A B L E 6 I'hc Share of Gove rnmen t Expenditure, Government Revenues and Deficit in 
G D I ' 

Year ( G E X / G D P x l 0 0 ( G R /GDPJxIOO ( D E F /GDP)x l0 ( (DEF/GEX)xlOO 1 

1963 18.2 14.1 4.11 22 .6 
1964 18.4 14.5 3 .89 21 .12 
1965 18.9 15.0 3 .98 20.94 
1966 18.2 15.5 2 .73 14.99 
1967 18.5 16.6 1 .89 10.26 
1968 19.1 16.7 2 .35 12.34 
1969 20 .3 17.4 2 .99 14.69 
1970 2 1 . 7 19.8 2 .49 1 1 .44 
1971 23 .7 2 0 . 6 3 .45 14.57 
1972 22 .6 2 0 . 5 2 .20 9 .75 
1973 21 .79 2 0 . 0 1 .86 8 .54 
1974 18.8 17.5 1 .82 9 .66 
1975 2 1 . 8 2 1 . 0 1 .34 6. 19 
1976 23 .4 2 1 . 8 2.01 8 .59 
1977 2 6 . 7 21 .7 6. 13 22 .99 
1978 2 5 . 7 22 .8 4 . 3 16.66 
1979 2 7 . 9 20. 1 5 .72 22.39 
1 980 25 .8 20.1 5.72 22.19 
1981 2 3 . 0 2 0 . 3 1 .72 7 . 6 
1982 19.0 16.4 | 1 .72 1 10.5 | 

G E X : Gove rnmen t Expendi ture 
Gl< Governmen t Revenue 
D E F : Budget Deficit 
G D P : Gros s Domest ic Product 

Sou rce s : I Ml· , Internat ional Financial Statistics and Republic of Turkey Ministry of Fi-
nance , 1984 Financial Repor t . 
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T A B L E 7- Government Fiscal f i n a n c e (1975 prices) 

Year Deficit Revenue 

M i ' " 

E x p e n d i t u r e 

196.1 
1964 
1965 
1966 
1967 
196 S 
1969 
1970 
1971 
1972 
1971 
1974 
1975 
1976 
1977 
1978 
1979 
198(1 

101.00 
99 .64 

104.83 
79.612 
58..16 
77. 19 

10.1.05 
90 .50 

115.45 
92.91 
8.1.58 
86.63 
71 .00 

111.16 
156.42 
227.5 
348.52 
325.47 

346 .32 
372 .04 
395.86 
455 .02 
510 .64 
546 .78 
598.61 
720 .50 
818.72 
863 .64 
886.27 
833 .95 

1090.0 
1228.5 
1263.4 
1214.3 
1267.9 
1142.9 

4 4 7 . 4 3 
4 7 1 . 6 8 
5 0 0 . 6 9 
5 3 5 . 2 8 
5 6 9 . 0 
625 . 1 5 
7 0 1 . 3 9 
7 9 1 . 0 0 
94.3 . I 9 
9 5 2 . 5 5 
9 6 1 . 1 9 
8 9 6 . 5 1 

1129 .3 
1318 .0 
1550.1 
1365 .9 
1556.I 
1467 .0 

Source: IML, International f inancia l Statistics 

cits a rose f r o m a surge in real g o v e r n m e n t s p e n d i n g f r o m 1974, 
upled with a s tagna t ion in real tax revenues f r o m 1976 o n w a t · ^ 

T w o main fac to rs lay behind the s t agna t ion of t a x a t i o n f r o m I 9 7 5 
onwards . T h e f i rs t was the relat ively dep re s sed s ta te of t h e e c o n o ) T l V 

af te r the oil shock in 1974 a n d the ba l ance of p a y m e n t s p r o b l e m s t h a i 
emerged thereaf ter . T h e second f ac to r has been the rise in i n f l a t i 0 r 
in the second par t of the 1970s. A n u m b e r of s tud ies h a v e d e m o n -
strated tha t tax revenues tend to fall beh ind prices in p e r i o d s o f r a p i d 
inf la t ion , so tha t tax revenues fall in real t e r m s (sec, f o r e x a m p l e , 
Aghevli and K h an (1978)). I his ar ises f r o m lags in t h e p a y m e n t o i 
taxes and a fai lure to raise indirect taxes and the pr ices of s t a t e s e c -
tor o u t p u t quickly enough in. line with genera l i n f l a t i o n . It is t h i s 
f ea tu re of endogenous taxes react ing to i n f l a t i o n , in t u r n a f f e c t i n g 
the government budge t a n d money c rea t ion , a n d t h e r e b y i n f l u e n c i n s 
inf la t ion in tu rn , tha t helps to explain the t w o - w a y c a u s a t i o n b e t w e e n 
money and inf la t ion that is so f requent ly observed in p e r i o d s of r a p i d 
in f l a t ion . (See, f o r example , Frenke l (1977) a n d J a c o b s (1977)) . i n 
this regard , it is impor t an t to emphas i se the need for t axes a n d p u b l i c 
enterpr ise prices to be ad jus t ed smoo th ly a n d f r e q u e n t l y in r e s p o n s e 
to general in f la t ion . Th is is because the prac t ice in the recen t p a s t in 
T u r k e y of mak ing in f r equen t bu t very large a d j u s t m e n t s c a n b e v e r v 
d a m a g i n g , possibly t r igger ing m o r e rap id in f l a t i on t h a n is n e c e s s a r y . 
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F o r the i n f r e q u e n t , very large, changes in prices raise genera l pr ices 
in l a r g e s teps a n d unexpec ted ly , and lead to a large fall in d e m a n d 
t h a n w o u l d o t h e r w i s e occu r with more rap id , f r equen t a d j u s t m e n t . 
A n d t h e fall in d e m a n d itself depresses net s ta te revenues , ac t ing to 
o f f s e t the r e d u c t i o n in the budge t defici t and m o n e t a r y expans ion 
t h a t t h e a d j u s t m e n t of pr ices is in tended to effect . A s imilar po in t 
a p p l i e s to t h e i n f r e q u e n t a n d large a d j u s t m e n t of indirect taxes. 

T h e s e p o i n t s e m p h a s i s e the need to move towards a lax a n d pri-
c i n g sys tem that a v o i d s u n d u e delay in tax col lect ion and avoids 
u n n e c e s s a r y f l u c t u a t i o n s in real taxes and the relative prices of the 
o u t p u t of s ta te en te rpr i ses . Th i s p robab ly requires an indirect tax 
s t r u c t u r e t h a t is f l ex ib le and easy to admin i s t e r ; fo r a compl ica ted 
s y s t e m will de t e r f r e q u e n t a d j u s t m e n t . W h e t h e r this is c o m p a t i b l e 
w i t h t h e V a l u e - A d d e d T a x be ing in t roduced in T u r k e y is a ques t ion 
of s o m e i m p o r t a n c e , t h o u g h such a tax has the advan t age of au to-
m a t i c i n d e x a t i o n to pr ices p rov ided only tha t the revenues of the tax 
a r e co l l ec t cd w i t h o u t u n d u e delay. 

F ina l ly , o u r ana ly t i ca l f r a m e w o r k emphas i ses the impor tance ol 
t h e u n d e r l y i n g g r o w t h of p roduc t iv i ty in the e c o n o m y in the inflat i-
o n a r y p r o c e s s . If the real ra te of g r o w t h falls, as it did a f te r the mid-
1970 ' s in T u r k e y , t he size of sus ta inab le f iscal def ic i t is reduced. In 
t h e a b s e n c e of c o n s c i o u s fiscal a d j u s t m e n t , in f la t ion will ensue. The 
g e n e r a l q u e s t i o n of ra is ing ef f ic iency in industry is there fore central 
t o t h e i n f l a t i o n a r y issue. Th i s is par t icular ly crucial in the state en-
t e r p r i s e s , w h e r e increased ef f ic iency will cu t state enterpr ises deficits . 
S i n c e these de f i c i t s a r e f u n d e d by g o v e r n m e n t typically t h r o u g h money 
c r e a t i o n , t he need to raise eff ic iency t h r o u g h bet ter m a n a g e m e n t 
m e t h o d s in this sec to r a r e crucial to overal l e c o n o m i c pe r fo rmance . 
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