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Chapter 1 

Introduction: 
Turkey’s Disinflation Struggle 

Aykut Kibritçioğlu, Libby Rittenberg and Faruk Selçuk 

1. Macroeconomic Background 

In 1980 Turkey embarked on an extensive program of economic 
stabilization and liberalization. Over the ensuing 20-year period, the 
Turkish economy moved from being inward-oriented and fairly isolated to 
being export-oriented and well integrated into world trade and financial 
markets. 

Overall, Turkey’s economic performance, summarized by an average 
annual rate of growth of real GDP of about 4.5% from 1980 to 2000, can be 
characterized as adequate but not outstanding. As discussed in greater depth 
in Chapter 2, which details the behavior of the Turkish economy in the past 
two decades, more troubling is the fact that the economic dynamism 
unleashed by the initial reforms in the 1980s gave way in the 1990s to 
lower growth on average and an economy characterized by cycles of boom 
and bust. Rather than reducing the already high inflation of the second half 
of the 1980s, which averaged around 60%, inflation in the 1990s averaged 
around 80%. 

The result is that the gap between Turkey and the poorest economies of 
the European Union, such as Greece and Portugal, increased. Per capita 
income was $2412 in Portugal and $1289 in Turkey in 1982 (based on 
nominal GDP at current prices). The poorest economy of the European 
Union (Portugal) increased its per capita income five fold to $12,000 in 20 
years while the figure on the Turkish economy stalled between $2000–
$3000 during the same period. The contrast in economic performance with 
many Asian countries, whose growth in the 1990s averaged in the 5% to 
7% range, is also striking.  

While the 1990–91 Persian Gulf crisis, the 1998 Russian financial 
crisis, and two major earthquakes in 1999 must share some of the 
responsibility for rising output volatility and overall poorer economic 
performance, internal policy decisions also played a major role. In 
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particular, the internal reason for this less than satisfactory economic 
performance rests on the inability to put in place and sustain a series of 
policies that would bring the initial reforms to maturity. The enduring 
symbol of the incompleteness of the structural reform process is the 
persistent and high inflation. While the high double-digit inflation did not 
turn into hyperinflation, as is so often the case, it is clear that its persistence 
has, among other things, wreaked havoc on government finances and 
borrowing, stymied investment, and created another obstacle in Turkey’s 
path toward joining the European Union. 

2. Disinflation Programs 

Hence, in the latter half of the 1990s, Turkey undertook a series of 
disinflation programs. Following the financial crisis in 1994, Turkey 
entered into a stand-by arrangement with the IMF but it was quickly 
abandoned, as the governments of that period chose to follow relatively 
expansionary policies. In 1998, the government again began talks with the 
IMF, but this program gave way to pressures emanating from the Russian 
financial crisis in the summer of 1998, the April 1999 general elections, 
and the devastating earthquakes in August and October of 1999. 

Somewhat paradoxically, these same shocks may have also contributed 
to a broader consensus in the society on the importance of completing the 
reform process. A more far-reaching restructuring and reform program, 
conceived of in the summer and fall of 1999, had the specific target of 
reducing inflation to single digits by the end of the year 2002. The program 
gained further momentum after the country signed a stand-by agreement 
with the IMF in December 1999. A main tool of the disinflation program, 
designed to decrease imported inflation and inflationary expectations, was 
the adoption of a crawling peg regime; i.e., the percent change in the 
Turkish lira value of a basket of foreign exchanges was fixed for a period 
of a year and a half. To support the disinflation goal, the program also 
called for: stringent fiscal policy, obtained through tax increases and 
changes in public sector wages and agricultural price supports in line with 
the inflation targets; structural reforms in the areas of banking, social 
security, agriculture, and energy; and a renewed privatization drive. It was 
hoped that these moves would not only bring down inflation, but do so in 
an environment that would encourage foreign direct investment, improve 
productivity, and hence have minimal negative effects on economic growth. 



 Introduction: Turkey’s Disinflation Struggle 5 

 

The program was “pre-loaded” in the sense that several measures 
towards restructuring the economy took place before the program 
commenced. This conditionality increased the probability of success of the 
program. However, success of the pre-announced crawling peg rested on 
progress on the other aspects of the program so as to avoid substantial 
appreciation of the Turkish lira and to generate enough capital inflows, 
especially in the form of foreign direct investment, to finance the current 
account deficit. 

During the first half of the year 2000, the economy enjoyed a rapid 
decline in real interest rates and an increase in the real GDP growth rate. 
The monthly inflation rate also gave the impression that it was converging 
to the monthly percent change in the exchange rates. However, given the 
past record of the country in implementing IMF programs, there was 
increasing concern among market participants about the government’s 
willingness to carry out the program. These concerns stemmed from the 
fact that there were several delays in implementing most of the structural 
measures, mainly in the areas of privatization and financial sector reforms. 
In other words, the Turkish authorities gave the impression that they were 
reluctant to solve the long-standing fundamental problems of the economy. 
In addition, one of the strong assumptions of the program, a substantial 
increase in long-term foreign direct investment, was not realized and the 
financing of the increasing current account deficit, in light of surging 
demand, became another major concern. 

An extremely risky position of a small private bank (with a capital of 
USD 300 million and carrying a government bond portfolio of USD 7 
billion financed from the short term money market) caused a short-term 
crisis in November 2000. The actions taken by the monetary authorities 
during the initial period of this crisis (and actions not taken by the 
regulatory and supervisory bodies before and during the crisis) increased 
doubts about the success of the program. Nevertheless, IMF backing of the 
program, with an additional promise of USD 7.5 billion, calmed the 
markets down. February 2001 became a litmus test for the future of the 
program. A domestic debt auction aimed at borrowing USD 5 billion was 
scheduled on February 20, the day before the maturing of USD 7 billion of 
domestic debt. Suddenly, on February 19, the Prime Minister Bülent Ecevit 
stormed out of a meeting of top military and political leaders, including 
President Ahmet Necdet Sezer, stating that “this is a serious crisis”. Indeed, 
the seemingly minor political rift was all the encouragement the financial 
markets needed to test the authorities’ commitment to the exchange rate 
regime.  
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The stock market plunged 18% and the central bank sold one third of its 
foreign currency reserves the same day. Record interest rates during the 
following days forced the government to abandon the crawling peg regime. 
The Turkish lira was allowed to float starting on February 22, 2001. This 
was the end of the program in its initial conception. Over the next few 
months, the Turkish lira lost about half of its value and there was a 
resurgence of inflation.  

While the Turkish policy makers had gained some credibility during the 
early phase of the program, they lost it in a very short period of time. In 
order to re-gain some credibility and to restore confidence in the market 
again, a well-known World Bank executive, Kemal Derviş, was appointed 
as the minister in charge of economic affairs. Mr. Derviş prepared a new 
program, mainly a summary of previously promised but not fulfilled 
structural reform measures. The new program gained IMF support once 
again. At the time of this writing, the government was fully backing the 
program and taking the necessary measures as much as it could. However, 
market confidence was not yet restored. One of the reasons for this lack of 
credibility is the domestic debt situation of the public sector. The February 
crisis with its impact on banks, which were depending heavily on short-
term financing to meet their obligations, and rising real interest rates during 
and afterwards, due to growing risk, made it clear that the sustainability of 
the domestic debt needed extraordinary measures which would definitely 
put the whole economy into a stall. Indeed, the economy is expected to 
shrink by about 9% in 2001.  

It is against this backdrop of Turkey’s repeated attempts to complete its 
structural reforms, and in particular to finally rid itself of high inflation, 
that the current volume was conceived. Following a review of the 
performance of the Turkish economy since 1980, Part II examines the 
experience of Turkey with its high and persistent inflation and thus 
constitutes a review of inflation over the post-liberalization period. Part III, 
in contrast, is more forward-looking in that the chapters in this part 
consider more directly the consequences of disinflation on various aspects 
of the Turkish economy. 

3. Overview of the Chapters 

Chapter 2, by Ahmet Ertuğrul and Faruk Selçuk, reviews the 
macroeconomic performance of the Turkish economy from 1980 to 2001. 
The body of the chapter was written prior to the financial crisis of February 
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2001, and the epilogue serves as an update on that crisis and the early 
government response to it, i.e., the putting into place of a new IMF-
supported program. The body of the chapter focuses on overall 
macroeconomic performance, with particular attention to real GDP and 
inflation; the external sector, including analysis of the balance-of-
payments, the exchange rate, and external debt; fiscal policy, with a focus 
on the public sector borrowing requirement (PSBR) and its financing; and 
the banking sector, with emphasis on the relationship between the banks 
and the various stabilization programs over the years. 

The authors argue that Turkey experienced its greatest success 
macroeconomically over the first 8 years of the export-led growth strategy 
from 1981–88. Since then, growth has been more sluggish and volatile and 
policies that have sought to control inflation have been largely 
unsuccessful. Similarly, the current account improved in the early years as 
the export-led growth strategy led to a substantial increase in exports, 
which was greater than the increase in imports. This section also shows that 
with regards to the capital account, foreign direct investment has overall 
been disappointing and the economy depends on short-term capital flows. 
In addition, external debt is not only on the rise, but the percentage with 
short-term maturity has risen. Inspection of the public sector reveals rising 
domestic debt, related at least in part to deteriorating public enterprise 
performance and delays in privatization, alongside a largely 
accommodating Central Bank. As the authors explain, the 1980 reforms 
also ushered in liberalization of the banking sector and greater efficiency in 
that sector. However, over time, the banks resorted to earning profit 
primarily through short-term borrowing from abroad and lending at home 
to government to finance the PSBR. The authors refer to this as “hot money 
policy” because of its reliance on short-term capital inflows and highlight 
the vulnerability of the banking sector to exchange rate risk. Indeed, before 
the launching of the 2000 disinflation program, a new banking law was 
enacted to create an independent banking supervisory agency. This and 
other banking reform steps, however, still left in place a fragile financial 
system that depended on short-term capital flows. 

In the epilogue of Chapter 2, which briefly covers policies undertaken 
after the February 2001 crisis, the authors emphasize that despite stronger 
commitments to structural reforms, the new program does not address the 
issues of domestic debt sustainability or overhauling of the banking system. 
They repeat their conclusion from the body of the chapter that “unless the 
Turkish economy creates an environment in which foreign direct 
investment finds itself comfortable, unless the domestic debt dynamics are 
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put onto a sustainable path, and unless there is a major overhaul in the 
banking system, the program is destined to fail like the previous programs”. 

Leading off Part II, Aykut Kibritçioğlu has provided a concise review of 
the various theories of inflation from the general literature on the topic. He 
shows that the causes of inflation stem from: demand-side (or monetary) 
factors, supply-side (or real) factors, inertial (or adjustment) factors, 
political (or institutional) factors, or some combination of these. In 
reviewing empirical studies on Turkish inflation, he notes that most 
examined demand-side causes, with some attention to supply-side causes. 
Most studies of inflation covering the post-1980 period found that 
exchange rate devaluations, monetary growth, and public sector borrowing 
were causes of inflation and that oil-price shocks played a negligible role. 
While a few studies of inflation in Turkey have looked at the role of inertia, 
he argues that more attention should be paid to this potential source. He 
adds that the possible contribution of the political process and institutions 
to the Turkish high and persistent inflation also needs to be investigated in 
more detail in the future. 

 Chapter 4, by O. Cevdet Akçay, C. Emre Alper, and Süleyman 
Özmucur, investigates the relationship between inflation and the budget 
deficit and debt sustainability. After testing for stationarity in the 
discounted debt to GNP ratio from 1970 to 2000, they conclude that the 
fiscal outlook does not appear to be sustainable. While noting that lack of 
sustainability does not imply insolvency, this finding nonetheless suggests 
the importance of a change towards fiscal austerity to avoid insolvency in 
the future. They also find that increases in the public-sector borrowing 
requirement (PSBR) lead to higher inflation and that the PSBR is a better 
indicator of Turkey’s fiscal position than is the consolidated budget deficit. 
They suggest that previous studies that have focused on the more 
transparent budget deficit may have drawn erroneous conclusions between 
Turkey’s fiscal policies and inflation. 

Chapter 5, by Haluk Erlat, examines the extent to which inflation is 
persistent or inertial and the nature of that persistence. Erlat employs a 
series of estimation techniques to conclude that inflation is generally 
stationary but has a strong long memory component. From a policy 
perspective, he reasons that a disinflation program will eventually achieve 
its aim but that there will initially be a great deal of resistance on the 
inflation front. 

Part III’s articles on aspects of disinflation begin with Selahattin 
Dibooğlu’s rather optimistic suggestion that the output loss associated with 
Turkish disinflation could be minimal. This conclusion hinges on how 
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inflationary expectations are formed. To the extent that forward-looking 
elements outweigh backward-looking ones, a credible disinflation program 
will entail a small sacrifice of output. In a quarterly model covering 1980 to 
the middle of 2000, he finds that the weight attached to forward-looking 
elements (56%) exceeds that of backward-looking ones. Further evidence 
of the potential for costless disinflation stems from Dibooğlu’s VAR model 
of aggregate demand over the same 20-year period which shows that 
aggregate demand shocks have had a negligible effect on output. Hence a 
disinflation program aimed at stabilizing aggregate demand would be 
expected to entail little output loss. The key then to a successful disinflation 
program is government commitment, according to Dibooğlu. 

In Chapter 7, Tevfik F. Nas and Mark J. Perry test the relationship 
between inflation and inflation uncertainty and between inflation 
uncertainty and real output growth. Using a GARCH-M system of 
equations and analyzing a nearly 40-year period (1963–2000), they find a 
direct relationship between inflation and inflation uncertainty and an 
inverse relationship between inflation uncertainty and real GDP growth. 
Thus a benefit of disinflation in Turkey should be higher real growth. 

Faruk Selçuk’s chapter entitled “Seigniorage, Currency Substitution and 
Inflation in Turkey” addresses the question of whether the seigniorage tax 
from Turkey’s currently high inflation economy creates a benefit for 
government in the form of higher revenues. His initial approach to 
estimating the seigniorage maximizing inflation rate is based on a Cagan-
type money demand function. The results of this model show that an annual 
inflation rate of over 500% would have maximized seigniorage revenue. 
However, this approach does not account for currency substitution, i.e., the 
fact that domestic residents may substitute foreign for domestic currency 
when they expect a relative increase in the cost of holding domestic 
currency balances. Using a money-in-the-utility function model, which 
allows for currency substitution, he shows that in Turkey, where there is a 
high degree of currency substitution, the seigniorage-maximizing rate of 
inflation cannot deviate from the world inflation. In contrast to the 
(misleading) result from the Cagan-type money demand model, the Turkish 
economy is on the wrong side of the seigniorage Laffer curve so long as 
inflation in Turkey exceeds world inflation and so long as there is some 
degree of currency substitution. This finding suggests yet another benefit 
from a successful disinflation program – higher real fiscal revenue in the 
form of seigniorage. 

The final chapter in the book, by C. Emre Alper, M. Hakan Berument, 
and N. Kamuran Malatyalı, examines whether the structure of the financial 
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system is compatible with a more stable, lower inflation environment. 
Based on descriptive and regression analyses of the Turkish banking sector, 
they conclude that a successful disinflation program, including continued 
privatization or “autonomization” of public banks, will result in bank 
consolidation and a growth in the size of foreign banks (either through 
opening new branches or through mergers and acquisitions). They predict 
that as outstanding government debt stock falls and banks compete with 
each other for asset management, economies of scale will become 
important and small banks will disappear. Efficiency should also increase 
in this sector and the installation of fee-based services will become more 
common. Because in this new environment, management of credit risk, as 
opposed to sovereign risk, will grow in importance and banks will return to 
core banking activities, the development of secondary securities markets 
will be critical in shoring up Turkey’s fragile banking system. Further 
progress on bank restructuring is critical, the authors argue, to the success 
of the current disinflation program. 

4. What’s Next? 

The economic policies for achieving disinflation are not, as the saying goes, 
a matter of rocket science. Other countries have been able to move to 
sustainable low inflation environments, albeit often at the cost of slower or 
negative growth in the short term. So, the real issue for Turkey and other 
countries struggling with inflation is one of political economy. As Thomas 
Friedman (1999) has written, countries must decide if they want to don the 
“Golden Straitjacket”, i.e., to abide by the set of rules that global financial 
investors will reward with stable capital inflows. These policies include not 
only appropriate fiscal and monetary policies, but also transparency and 
rule-based accountability. 

Figure 1 shows the erratic nature of short-term capital inflows into 
Turkey over the past 25 years. One indication that Turkey’s policies are on 
the right track would be a return to positive short-term inflows at a steady 
and sustainable level. But the real indication would be a substantial 
increase in longer term capital inflows. 

Policies pursued following the February 2001 financial crisis – from 
new banking laws aimed at greater transparency to stepped-up privatization 
– suggest a renewed commitment to move in the direction required for 
success. However, this already difficult challenge has been made more so 
by the economic and political circumstances at the end of 2001. 
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Figure 1: Annual Net Short-Term Capital Inflows (million US$, 1975–2001) 
Source: Central Bank of the Republic of Turkey. 
 
In particular, it was hoped that the devaluation of the Turkish lira would 
spur exports and tourism. The slowdown in growth, possibly even 
recession, amongst Turkey’s largest trading partners will offset, at least in 
part, devaluation-induced export growth, while the tensions following the 
September 11, 2001 terrorist attacks against the United States are likely to 
suppress tourism. Against this backdrop, sticking to any set of reforms will 
be more difficult. 

However, in October 2001, Turkey seemed to be sticking to its reform 
program and the IMF seemed to be moving towards increased financial 
backing. Barring further unforeseen circumstances, we are inclined to think 
that the authorities will take the right path this time. 
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