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The purpose of this article is to show that the relationship between the deficit and inflation in Turkey is not linear; rather, budget deficit is a concave function of inflation.  This suggests that for a given level of PSBR/GNP ratio, there are two possible levels of inflation.

Metin (1996) argues that there is a cointegrating linear relationship between inflation and the public sector borrowing requirement in Turkey.  Bruno and Fischer (1990), on the other hand, argue that inflation and budget deficit relation can be characterized by multiple equilibria.  In this paper, we test these hypotheses for Turkey by using annual data from 1982 to 1998.  After investigating specifications with higher degrees, we decided to define the public sector borrowing requirement as a second degree polynomial in the inflation rate.  We estimated the model under various specifications, by using different lags and alternative sets of explanatory variables.  The estimation results vary under these various specifications, although without changing the basic nature of the results. 

We report below the results of one of these specifications, where we estimate, by using ordinary least squares, the PSBR ratio as a second degree polynomial in inflation and also as a function of the growth rate.  The estimation results suggest that the maximum PSBR is realized when the inflation is 114 %.  Moreover, the results indicate that when inflation is above this level the equlibrium is unstable under the assumption of adaptive expectations, yielding increasing rates of inflation even though the PSBR ratio diminishes.
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Hence, the estimation results show that the nature of the relation between the inflation rate and PSBR ratio are different in the two symmetric regions: one to the left (I) and the other to the right (II) of the maximum PSBR ratio (please see the graph). In the region to the left of the maximum level of PSBR/GNP, the relationship between the two variables is a monotonously increasing one, crossing the horizontal axis at an inflation level of about 4 %.  In the region to the right of the maximum PSBR ratio however, we find a monotonously decreasing relationship between PSBR and inflation, which surprisingly shows a pattern of increasing inflation in the face of a diminishing PSBR ratio.  Once the maximum level of PSBR ratio is reached, inflation moves on a rising path, and thus even when PSBR/GDP is lowered to zero, the corresponding inflation rate of inflation reaches 224 %.

 Turkish inflation has thus far been in the first region indicated by the above graph, that is to the left of the combination of 114% inflation and the corresponding PSBR ratio of about 9 %.  Even though the inflation rate has exceeded far beyond 100% in 1994 in response to higher than 10% PSBR ratio in the preceeding years, the subsequent stabilization attempts have prevented the economy to move on an unstable path of inflation.   Hence, as long as the combination of higher than 9% PSBR ratio and 114% inflation rate is not reached, we can suggest that low inflation equilibrium is possible under the assumption of adaptive expectations.  Our findings suggest that if Turkey reduces its PSBR ratio to about zero percent -- on a persistent basis, this could lead the inflation rate to converge to about 4%, which is the level experienced by many developed countries.
Double equilibria observation for Turkish deficit-inflation relationship is particularly important for its policy implications.  If Turkey maintains an inflation rate of lower than 114 percent accompanied by lower than 9-10 percent of budget deficits to GDP ratio, it appears possible to reduce inflation through orthodox stabilization policies that aim to reduce the deficits.  If inflation and budget deficits exceed the aforementioned rates, however, orhtodox policies would seize to be effective, and heterodox policies would be needed to reduce inflation that settle on a self-sustaining path.  In this latter scenario, incomes policy of some sort would need to accompany a nominal anchor to reduce deficits, probably resulting in higher costs on the work force.  
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