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INFLATION & THE INFLATION IN TURKEY

A clear and inertial increase in the general prices level is called inflation

Inflation has three reasons;

a. an increse in the aggregate demand DEMAND INFLATION

b. an increase in the input prices COST INFLATION
¢. an intractability between supply formation and changing demand
composition STRUCTURAL RIGIDITY
INFLATION

I. TYPES OF INFLATION
a)DEMANDINFLATION

Demand inflation is rumoured, generally because of monetory reasons, in
the case of aggregate derriand's going beyond aggregate supply during full
employment level. Although all of available production factors labor and capital
and naturel resources are used in the economy, or in another way of saying if
supply elasticity equals to zero, if demand increases, there' Il be a demand
inflation. An increase in production in short period is imposible, real national
income stays in the former level but monetary national income increases because
of the increase in prices. This autonomic increase in the aggregate demand, can
be the result of monetary policy or finance policy. For example banks enlarge
credit capacity by getting into debt to Central Bank. The autonomic increase in
the consumption trend gives the same result 1n the growing countries, the
increase in population, urbanization and the contacts with developt countries,
causes an increase in the consumption trend. An autonomic increase in the

private investment expenditure will give the same result.

Finally, an increase which can not be balanced with an equivalent decrease
mm government expenditure (G) serviceable income or in private consumption
expenditure (C) is seen. The net effect of this is, the increase in aggregate

demand. As a result it is produce which rises with increasing prices.(l)

11 Richard G. lipsey, Peter O. Steiner, Douglas D. Purvis, "Economics", Seventh Edition, p. 72.




TO MEET AN INFLATION DEFICIT
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An inflation Deficit can be met by sliding SRAS (Short time aggregate
supply curvedline) upwards, by a decrease in the consumptions of privatesector
or by a decrease in aggregate expenditure which is warned by policy. At the
beginning the equilibrium is E, real national income is Y and price level is Po

Inflation deficit toy;, Yo.

i) In this grafic, the deficit can be met by sliding short time aggregate supply
curved line to SRAS as a result ofthe increase in wage and other prices. In that
situation the equilibrium income will increase and be Y!, which is fullemployment

level. The price will increase and move te P1 from Po.

ii) In this grafic; the deficit can be met by sliding aggregate demand
curvedlirie to ,L\D! . In that position income will be Y,,, price level P2 and the
equilibrium point will be E2 . The slide in AD will be just because of normal

decrease in aggregate demand or reducer finance policy.
b) COST INFLATION

Cost inflation is rumoured by an increase in one or more elements prices
which forms production costs that causes an increase in general prices level. Cost
inflation depends on the reasons which causes demand inflation., We have to
consider if the reasons are constant or removed. The reasons of cost inflation are
clevalution, the increase in indirect taxes, excess wage increases, the inrease in

interest rates and the increase in profit rates.




You can't say only one reason causes inflation. For example you can't say
only excess wage increases or only devaluation caused inflation. Inflation is a
complex happerining that is rumoured by economic, social and political factors.
That's why you have to consider of the some demand, supply and constitutional

part while searching the reasons.

An increase in some of the production inputs can be the reason of the start

m the increase of general level. For example in the countries where labor is
scanty and the syndicate is strong, the syndicates are succesfull in increasing

wages. The increase in wages will increase production costs in the ratio ~ith the
seriousness in the aggregate cost. On our times, in most of the sectors the
production is done in imperfect competition conditions. That's why firms have the
change to transfer the large part ofthe increase in costs by increasing the prices,
to consumers. The increase of the prices of the inputs which are imported, gives
the same result. The increase in the imported goods prices, is achieved because of
the increase in prices in export country or because of the decrease of the import

Country's money value. The increase in import inputs costs especially because of
the change in the rate of exchange, raises lot's of the cost of products in the

economies where the import inputs are used in most of the industries branches.

If cost increase will create a manner of inflation, monetary structure must
be suitable. If the money quantity in circulation and the speed of the money
circulation doesn' t change when the goods' prices increase because their costs
increased, the structure of proportional price can change or stagflation starts
while general prices level increasing, but a manner of inflation doesn't occur n
order to preserve previous level of aggregate dealing capacity and real national
income, money capacity must increase when general prices level increased. If
more money capacity than the price increasing needed, gained, the stagflation
will be removed. It can be gained by the help of banking system by increasing
their credits, Central Bank by enlarging its emission quantity, people and firms
by supplying their idle money store to circulation. The stagnation will be removed
but inflation will arise because the increase in the incomes because of the
increase in input prices, will cause cost inflation which is supported by demand

inflation. The increase in costs causes real profits increasing if imperfect

competition is valid in the market and firms determine their prices by the




method of cost + definite profit ratio and if demand conditions are suitable - 1n
this position it' s suitable-. If there is not over capacity that' Il counterbalance the
increasing demand in the economy, prices will increase again. The increase in
consumption goods prices causes, the sellers who sells production goods,
demanding new income raising. Finally the increases in costs and demands
creates a manner ofinflation by supporting each other. The cost increases which
aren' t supported by demand increases won' t cause a constant manner of

inflation. (2)

Especially, if there are budget deficits in developing countries, this might
lead the way to demand inflation and to constant over consumption. In order to
avoid this if you increase indirect taxes to decrease or to purchase illicitly the
budget deficit, it will cause a cost inflation for once only but as a covering fund, it
will avoid or decrease budget deficit and demand inflation in following years. If
constant indirect tax increases are made to avoid budget deficit, it will cause

frequently, for once but repeatedly and continous cost inflation rounds.

In Turkey the increases in the goods and services which are given by Public
Economic Enterprises, give the same result. The Public Economic Enterprises' s
deficit will cause demand inflation and money emission. Increasing Public
Economic Enterprises' goods prices instead ofincreasing productivity, decreasing
cost and reorganization at public Economic Enterprises will cause again budget
deficits and demand inflation. Constant Public Economic Enterprises' s increases

will cause repeatedly cost inflation rounds.

In practice to make a difference between demand inflation and cost
inflation, is difficult.(3) This has two reasons. First, especially in developed
countries generally price increases won't occur in an incorporated way at
markets, the board of directors of the firms which show activity in industry
sectors that are competition, come together and decide an increase in prices. You

have to take care that if that decision will cause inflation or not.

12) Prof. Dr. Sevim Gérgiin, 'Maliye Politikasa Dears Notlar1 4 Istanbul 1988, s. 81-82.

31 Tugrul Cubukgu, "Enflasyon Teorisi ve Tiirkiye'de Enflasyon, Ankara, 1983.




Second; in practice demand inflation and cost inflation occured together,
sometimes demand inflation helixes may occur. In that situation you can' t make
a difference between demand inflation and cost inflation. For example labor
syndicates may demand a wage increase which will be more than the inflation
that' 1l occur in next year and this will occur a cost inflatiom that' s over demand
inflation, or firms may cause a cost inflation by increasing the prices because of
the increase at demands. Again goverment in order to avoid the decrease in
employment which is occured because of cost inflation, may increase aggregate
demand over this and cause a cost-demand inflation helix. You have to take care,

you have to make an analysis.w'
c) STRUCTURAL RIGIDITY INFLATION

Structural Rigidity inflation occurs because of the maladjustment between
demand construction. There are alot of reasons. There can be an autonomic
increase at the demand ofa definite good production capacity can' t keep step to
the increase at demand in a short time. For example, if there is a great
urbanization trend in a country, the reason ofthe increase in some basic building
inputs prices, is unequal increase at supply with demand. Urbanization increases
housing demand and housing investments at cities. Then the demand to the
goods which are used in housing like iron, cement, will increase. Because the
supply ofthese goods don't increase, their prices increases and also in the sectors
where the same goods are used as inputs, the price will increase. If we suppose
that money. capacity and incomes don' t change, if the consumptions to the goods
that prices increased, increases, then demand ofthe other goods and the prices of
these goods must decrease. because the sources glides to the goods which prices
decreased from the goods which prices increased, after a period production
construction can change according to demand construction, but this kind of
change can become confirmed in a long period. Furthermore, the sources in the
country may not be available for the production of the good that demand' s
increased. In that situation, the bottleneck which is created by the good that
demand' s increased, continues. If demand construction changes and if there are
bottleneck in lots of goods and if money supply is elastic enough in a country,

then those kind ofincreases at prices change to a manner ofinflation.

\-1i Prof. Dr. Miikerrem Hig, "Para Teorisi ve politikas1" Istanbul 1992 s. 465.




II. EFFECTS OF INFLATION

1. According to social classes; Having narrow income, retireds, salarieds
represent the group whose income decreased the most, because their incomes are
connected with the augmentation that government will do. They don't have the
effect of projecting prices, but producter can increase prices. Sellers are in active

position and the others are in passive position.

2. According to saving; When the value of the money decreases, saving
decreases. Escape from money starts. People won't trust money. Buying glides to
gold and share instead of money because people arer1' t sure of what' 1l happen in

the future.

3. According to overseastrade; Goodsbecome expensive because internal
prices increase during inflation so foreign demand decreases. Goverment will
make devaluation, they decrease the external value of money in order to reduce

the price.

4. According to investment; Because the investments need a long time
during deflation period, investments won' t be done as the value of money will

change.

5. Acconding to interest; Interest rates increase during inflation because

the value ofmoney decreases.

6. According to wages; As wages are a price, they' Il increase during
inflation. Salarieds need more money because the prices increase. The increase in

wages depend on the power of syndicates.

7. According to National Income; nominal national income will increase
because prices increase but real national income decreases because the

purchasing power of money decreases. (5)

Il Prof Dr. Ali Ozgiiven. "Iktisada Giris". Istanbul 1989.




III. EVENTS WHICH CAUSE INFLATION IN TURKEY

I St Group; Reasons cause excese demand In this group we have to search

the reasons which increases aggregate demand.

a) The more money creation than the economy needs; During the
inflation periods which experienced in turkey and from 1970's till today we see
important increases at general prices level, emission and credit capacity and the
increase in money supply has been more than the increase in real national

income (Table I).

For example according to the prices in 1970's, although the national income
multiplied 2.2 times in Turkey, the money amount in the market multiplied 14.2
times and Central Bank credits multiplied 107 times and whosale prices
multiplied about 106 times. So we can say that one ofthe most important reason

ofinflation in our country is monetary policy.

b) Budget Deficit; Saving power of our economy has been inadequate in
order to provide rate of development which was determined development plan.
-\Iso government increased current expenditure because of political reasons and
that's why there has been always budget deficit and these deficits were
purchased illicitly by Central Bank sources and by getting into debt. (Table
I

c) Deficits of Publis Economic Enterprises : Fund need increasel year
by year for both circulating capital of public Economic Enterprises and
investments. Inflation was effected in a negative way because supplementary
financing need except equity capitals has been counterbalanced by Central Bank
sources till 1984. Financing part which was secured from budget, used to be

33% ratio of aggregate sources in 1984, in 1985. It receded to 18.3% and in

1984 1t receded to. 14%. However foreign project credits ratio in aggregate

sources increased to 58%in 1986 from 35.7%in 1984.




TABLEI
The Increases at National Income, Emission, Central Bank Credits,
Whosale Prices During 1970- 1986

(millionTL)
National Income"

(1986 Producter Prices) Emission= Central Bank Credits--  Wholesale
Prices
Value Increase Value Increase Value Index Index

Years % % % %
1970 125.425.2 100.0 13.915 100.0 14.565 100.0 100.0
1971 138.185.3 110.2 17.032 122.4 16.273 111.7 115.9
H1,2 148.476.5 118.4 20.055 144.1 19.534 134.1 136.8
19,'3 156.457.6 124.8 25.332 182.0 27.886 191.4 164.8
I\ 4 168.012.9 134.0 32.860 236.1 45.816 314.6 214.0
HIL5 181.383.3 144.6 40.938 294.2 54.756 375.9 235.5
19713 195.327.5 155.7 52.061 374.1 96.824 664.8 272.2
1977 203.358.2 162.1 77.881 575.9 189.699 1.158.6 337.7
1978 209.182.6 166.8 113.662 819.9 241.886 1.511.1 515.3
1979 208.343.1 166.1 182.877 1.314.2 382.138 2.623.7 844.7
198() 206.120.9 164.4 278.615 2.002.3 655.183 4.498.3 1.750.6
1D81 214.671.7 171.2 386.445 2.777.2 925.480 6.354.1 2.349.2
L9382 224.542.8 179.0 542.724 3.900.3 910.513 6.251.4 2.998.6
1983 231.863.4 184.9 730.511 5.249.8 1.234.079 8.472.9 3.917.6
1984 245.521.2 195.8 972.609 6.989.6 879.943 6.041.5 5.955.7
1985 258.086.0 205.8 1.393.500 10.014.1 1.299.600 8.922.8 8.335.4
1986 278.102.4 221.7 1.983.900 14.257.7 1.555.500 10.679.7 10.561.2

1970-76, Turkish Statistigs Annual 1977, p. 363, 1977-84, Turkey Statistics Annual 1985
p. 435; 1985-86 Yearly Economic Reports, ministry ofthe Finance & Costoms p. 9
" 1970-78, Conjuncture 1978, p. 29, 1979-84, Turkish Statistic Annual, s. 402 1985-86 1986
Yearly Economic Reports, ministry ofthe Finance & Customs p. 93
" 1970-76. Turkish Statistics Annual 1977, p. 254, 1977-84, Turkish Statistics Annual 1985
p. 403, 1985-86. Yearly Economic Reports 1986, ministry ofthe Finance & Customs p. 99,




TABLE 11
CONSOLIDAToEDBUDGET DEFICITS BY CURRENT PRICE
Years Consolidated Consolidated Budget Budget
Budget Incomes Budget Deficit Deficit
Expenditure Gross

National

Product
1975 115.1 116.3 -1.2 0.2
1976 153.8 157.7 -3.9 0.6
1977 200.3 240.6 -40.3 4.6
1978 326.6 350.6 -24.0 1.9
1979 556.6 612.8 -60.2 2.7
1980 955.7 1.115.5 -159.7 3.6
1981 1.468.3 1.564.7 -96.4 1.5
1982 | 1.564.5 1.689.6 -143.1 1.6
1983 2.571.8 2.792.3 -220.5 1.9
1984 3.603.8 4.078.0 -474.2 2.6
1985 5.480.5 5.987.4 -506.9 1.8

1986 7.254.0 6.750.0 -504.0 1.3 \

Source : Ministry ofthe Finance and Customs, Yearly Economic Reports 1986 p. 83 and Turkish
Economy When Starting 1987, 1987 TUSIAD p. 31

TABLE III

SUPPLEINN'IENTARY FINANCING SOURCES OF PUBLIC ECONOMIC

ENTERPRISES
(Million TL)

Financing Source 1975 1976 1977 1978

Budget 10.749 18.352 31.703 45.375
Foreign project credits 1.430 3.811 5.865 12.500
Goverment Investment Bank 6.968 11.741 12.841 18.000
Funds 9.852 10.549 11.130 11.500
Foreign Ilidebtmerit 1.957 3.775 - -
TOTAL 30.686 48.228 61.530 87.375
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Financing Source 1980 1981 1982 1983 1984 1985 1986

Budget 153.000 | 229.600 | 205.000 | 292.000 238.000 | 180.700 150.000
Foreign project

credits 82.700 98.800 113.800 154.900 207.800 | 530.100 625.000
Goverment

Investment

Bank 16.000 51.800 51.900 39.400 51.200 27.900 120.700
Funds 53.600 73.800 94.000 108.400 173.000 | 248.200 176.700
TOTAL 305.500 | 449.000 464.700 594.700 | 720.800 | 986.900 | 1072.400

Source : Dog. Dr. Ayhan Tufan "Inflation in Turkey and Effects", 1988 TUSIAD

Economic Searches p. 95

d) Consumption Trend' s Increase; The increase in the consumption
expenditures part from Gross National Product, had an important effect on the

increase in aggregate demand.

In 1972 83.2 % of Gross National Product was used for consumption
expenditures. In 1977 the ratio was 84.5 %. in 1984 the ratio was 82.6 % and in
1986 a decrease was planned but did not succeed because inflation was

increasing and also conspicuous consumption was diffused.

Consumer durables, clothing, drinks-tobacco, food and leather are the most

increasing items.

Workers remittances can be valid as an important reason of the increase at

consumption expenditures.

e) ESCAPE From Money; During high inflation periods because of the
decrease at purchasing power of money, people use their savings to gold,
consumerdurables, landed properties. They' re afraid of pecuniary saving and use
their saving for real values. This causes saving gliding to unproductive areas
then production decreases and inflation spead increases. In this situation may be

people don't experience harm but society creats an harmful social setting.

f) Increase of Population; Our population increases more than 1 million
in a year. Nearly half of our total population is under 15 years old, it means they
are under production period. That's why most ofthe good and service production

can' t be enough for increasing population and this fastens inflation.
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g) Subvention buyings and support Price Policy; Subvention Buyings
are done without obeying real cost and market conditions and payments are not
financed real sources. They're financed by funds which are obtained by Central

Bank sources so they cause inflation.

Und GROUP: Reasons which cause supply Bottleneck during periods when
there is surplus of demand and inflation if aggregate supply can' t increased
because of some reasons such as scarcity of exchange, scarcity of energy, scarcity
of skilled labour etc. (even in our country aggrégate supply decreases) Inflation
becomes more rapid. That' s why we have to look at supply.

a) The largeness of agriculture sector share in National Income; In
our country the largeness of agriculture sector share in National Income
decreases year by year but if we compare our country with developed countries
the largeness of agriculture sector share is very much. Even as in 1968
agriculture sector formed 28.2 % of Gross National Product. This ratio decreased
to about 20 % in nowadays (again with 1968' s constant price). agricultural
production depends on weather conditions and production can't increased

immediately that' s why in respect of supply inflation increases.

b) Difficulties at foreign debt servicing; when we examine balance, of
payments 1n our country, we see that trade balance deficits are in an cronical
position. As being a developing country our exports were less then our imports
because of the effects of investment good demand surplus and augmentation of
petroleum products. We didn't meet a difficulty at foreign debt servicing during
first two period of our development effort although trade balance deficit has been
continued. (1963-72) Balance ofinternational payments only gave deficit in 1963
and 1968 and the amount was 88 million and 14 million $ then it didn't give
deficit till 1974. During 1975-1980's our export incomes were 2 billion dolars and
our import expenditures were about 5.5 billion dolars. The defecit was about 3.5
billion dollars every year. As we can see there was a scarcity of exchange and
country economics could only import forced goods and the sectors' production
capacity which were tied to overseas, decreased or stopped. That's why aggregate

supply decreased and inflation became more rapid.

Also started investments starting to production were late and some of the
investments never been started because of scarcity of exchange. This caused

acceleration at unemployment, Stabilisation at production capacity and cronical

inflation impression.
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TABLE 1V
AGRICULTURE SECTOR SHARE IN GROSS NATIONAL PRODUCT
(with 1968' s prices)

- (million TL)

Years Value - s

1968 s
31.699.8 28.18

1969 34.113.3 27.31

o7 o5

o .675. 26.54
36.542.9 24.61

1973 32.931.6 21.04 |

1974 36.330.1 21.60

1975 40.280.7 22.20

1976 43.362.5 22.20

1977 43.505.6 21.40

1978 44.744.5 21.40

1979 45.989.0 22.07

1980 46.766.4 22.70

1981 46.828.8 21.80

1982 49.722.3 22.10

iz:i:' 46.960.5 20.14

- .028. 19.77
54.667.5 19.65

Source: Government Statistics Institute Editions

Provisional numbers

" Provisional estimations

c) Government Investments Delays: The substructure system delayed

(energy deficit, way, canal, watering system etc.) because government couldn't
on time. According to these delays, the other investments

capacity at some parts delayed. While aggregate

finish investments

delayed, increase atproduction
demand was increased, production couldn't be increased enough so inflation

became more rapid.
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N1= Group; Reasons which Caused Cost Inflation;

a) Devaluati9n and increase at import goods prices; Devaluation and

increase at import good prices are one of the most important reasons of cost
inflation. Imported goad's prices increase because of devaluation (inputs like
rawmaterials, investment good, intermediate good, spare port and liquid
combustible). These kinds of increases, increase production costs so selling prices
increase and they change to a rapid inflation if monetary- credit policies do not

regulated in a good way.

In our country if we examine price increases and devaluations together in
1970-1985 period, we can see a close relationship between two events. As you can

see at Table VI price increases become severer during the years when

devaluation is high.

Except this, effect of devaluation was reflected to general prices level more

than before because' market mechanic couldn't work properly because of

psychological factors.

Together with inflation, the increase in oilprices, the increase at import

goods in devoleped countries aggravated the effect of devaluation.

b) Support Price Policy: Inconsequent Support price policies created both

demand inflation and cost inflation because these goods were important inputs in

lots of production.

c) Excess wage Increases; Wage increases may cause cast inflation when

they are more than inflation ratio and productivity increases.




vth  Group; Structural Changes;

According to the theory reasons caused demand and cost inflation do not

exist in developing countries, but inflation may occur as a result of structural

changes.

Supply elasticity is low at agriculture or industry sector in devoloping
countries. In the other hand increase at real incomes of the ones who stayed at
agriculture part and increase at food goods demands are expected because there
are always population rushes from village to city. Food goods' supply elasticity is
very low so food goods prices will increase because' production does'nt increase

Inreasing prices will cause wage increases, wage increases will cause increase at
industry goods costs and this cause increase at general prices level. If this change I

is supported by monetary and credit policies than inflation will become rapid.

TABLE VI
Devaluations and Wholesale Prices Increases
Years | Dolar= TL Devaluation Ratio Wholesale Price Index
According to Last Year(%) Increase (1963=100)
1970 11.50 27.80 6.7
1971 14.92 29.73 159
1972 14.15 -5.16 1S.0
' 1973 14.15 0.00 20.5
1974 13.93 -1.49 29.9
1975 14.44 3.66 10.1
1976 16.05 11.15 16.5
1977 18.00 12.15 o241
1978 24.28 34.88 52.6
1979 31.08 28.00 63.9
1980 76.04 144.66 107.2
1981 111.22 46.27 36.8
1982 162.55 46.15 25.2
1983 280.0 72.25 30.6
1984 444.30 58.69 52.0
1985' 575.00 29.19 40.0
1986 755.00 31.30 26.7

Source: Treasury and Foreign Trade Under Secreteriat,

I EEr=—r=




In our country, urbanization ratio is very high, the goods which support
piicas are applied increases, people who works at agriculture part start to have
increasing sreal income because of workers remittances. Thats-why as a result of

structural changes we can talk about increasing inflation.C6)
INFLATION

All the indices used as indicators of inflation show that the annual rate of
inflation, which had been pulled down to around 30 percent in 1982-1983,
reaccelerated in 1984. The different indices indicate that, in 1984, price increases
wel-e¢ somewhere between 43 percent (Istanbul Cost of Living Index of the
Istanbul Chamber of Commerce) and 52 percent (Wholesale Prices Index of the
Treasury and Foreign Trade Under-secreteriat). Despite the fact that price
mcreases during the last quarter of 1984 were considerably pelow those in the
corresponding period of 1983 (the Wholesale Prices Index rose by 7.5 percent in
the last quarter of 1984 as against 12.8 percent in the corresponding quarter of
1984 as against 12.8 percent in the corresponding quarter of 1983), it is difficult

to accept that inflation is now under control).

(6) Dog. Dr. Ayhan TUFAN "Inflation in turkey and Effects", TUSIAD Economic Seorches 1988 p.

93-103.







