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PREFACE 

I believe that, this research was a very big opportunity for me. It provided me a 

better position and it also shows my efficiency to the public. This will open new horizons 

to me and it also will make me more powerful to struggle toward all kind of problems 

and difficulties. I tried to evaluate every important items of inflation combining with 

examples and my ideas. During my research, I contacted with many people. This gained 

me a lot of knowledge. I developed my ideas by discussions. Discussions provided me to 

make profitable use of the opportunities. It also effected my point of view perfectly. I 

understand that a good communication creates a New World and the result of 

interactions, I produced highly visible results. I am sure that, everything that I learned 

from this research will be very useful at my future life. 
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INTRODUCTION 

We live in an age of inflation. So I decided to make a research on this most 

important aspect of today's world. This thesis is prepared to give general information 

about the inflation and it's importance in a country's future. It also has statistical 

comparison of Turkey's inflation with other countries. 

At the beginning of this thesis the main aim was to make a research based on the 

most important problem of Turkey Inflation. I also tried to give brief explanations about 

the definitions of inflation, deflation, and stagflation, their types, causes, effects and the 

way of struggling with them. I support my research with statistical data and their 

evaluations by using different methods. 

The statistical methods used in this thesis were descriptive statistical analysis, Frequency 

analysis, Anova Analysis, T-Tests, Partial correlation analysis, and Regression analysis. 

Part 7 includes all the facts and figures about the statistical analysis comparisons between 

Turkey and other countries. 

At the last part I tried to give some important methods as examples, in struggling 

with inflation in Turkey. This part can not be considered as a full manual in struggling 
/' 

with the giant inflation of Turkey but can be considered as a starting point of a hard road 

of battlihg with inflation. 



2 

DEFINITION OF INFLATION: 

Inflation is a process of continuously rising prices, or equivalently, of continuously 

falling the value of money. In addition, inflation is an expansion in the monetary 

circulation; more precisely, as an increase in the quantity of money times the velocity 

of circulation of money. 

The rate of inflation in an economy is the rate at which the general level of prices 

in that economy is changing. It is the proportionate change in the general price level 

per unit of time. This definition rises two problems: first one related to the idea of a 

general price level, the second to the rate of change of any price. 

Even if individual commodities do not change their nature the fact that the prices 

of different products may change at different rates presents difficulties in measuring 

the rate of inflation. The price of a particular good is the amount of money for which 

one you need of it can be exchange, the amount of money needed to purchase one 

unit. 

DEFINITION OF DEFLATION: 

If inflation were defined as a condition of rising prices, it would seem natural to 

define deflation symmetrically as a condition of falling prices. Deflation does not 

settle the. question whether the policy of letting prices fall when output increases is 

advisable or not. However that reasons were given why we might well be satisfied if 

we· are able to keep long run price level stable and that it would be unduly optimistic 

to expect a long run decline of the price level. 

Deflation is often defined as equivalent to depression or recession that is, a low or 

falling level of real output and employment. It would seem to be better to keep the 

two terms, deflation and depression (recession), apart. Deflation will usually bring 

about depression, but there may be expectation to that rule: if wages and prices were 

perfectly flexible, deflation would result only in lower prices without ill effect on 

output and employment. 
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DEFINITION OF STAGFLATION: 

Stagflation is a condition in which the price level is rising despite the existence of 

substantial unemployment. Indeed, the unemployment level may be rising at the same 

time. 

In general we can distinguish two types of stagflation: 

1) Stagflation as an adjustment process following demand inflation can be understood as 

a business-cycle phenomenon that appears as in the later phase of the cycle. It is 

generally accepted that in this phase prices and costs continue to rise, where as real 

output fails to increase or begins to decline. 

2) Stagflation as supply inflation is explained by an upward shift of the supply function 

that was not induced by a preceding increase in aggregate demand. 
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EXPLANATIONS OF INFLATION 
Explanations of inflation run along two lines: the general, or monetary, 

explanation and various special-factor explanations. The monetary explanation views 

inflation as always the result of an excessive growth rate of money. Special-factor 

explanation relates with each specific inflation to particular economic condition 

occurring before or during the inflation. 

The monetary explanation starts with the observation that rising prices are the same 

things as a falling value of money. The more money there is, the relative the goods 

and services to be bought, the less valuable is each dollar. A period of increasing 

prices occurs when the quantity of money grows faster than real demand for it, 

measured in terms of the goods and services the money buys. Thus, inflation requires 

either a rapid growth in the money supply or a persistently falling real demand for 

money. 

Rapid money-supply growth may occur for several reasons, depending on the type of 

money used in a country. When money consisted of gold coins or paper exchangeable 

for gold, inflations followed major gold discoveries. In the United States and most 

other countries money is no longer convertible to a precious metal but is either bank 

note printed by the government or checking deposits exchangeable only for paper 

money. Rapid monetary growth can occur when the government sells securities to 

finance a war or other programs. Thus expanding the money supply through deficit 

spending; in concert with the central bank the government may encourage growth of 

the money supply through an expansionary monetary policy that increases bank 

reserves, and thus loanable funds. Countries may also increase their money supply to 

maintain a stable domestic price for an inflating foreign currency, such as the U.S. 

dollar. 

Monetarist economists believe that unusual events may decrease the growth rate of 

real-money demand in any particular year but that over any considerable period of 
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time these events average out. As a result the average growth rate of real-money 

demand measured in terms of the goods or services to be bought is quite stable, and 

sustained inflations arise only from rapid money-supply growth. It is here that the 

special-factor explanations differ. Special-factor explanations focus on particular 

events or sequences of events--not necessarily directly related to the money supply-­ 

to explain an episode of inflation. An example of this approach observes that a large 

increase in the price of imported oil would tend to make the consuming nation poorer 

and so reduce its purchasing power and raise prices. 

A whole sequence of such events--and the absence of offsetting conditions (such as 

increased output) tending to increase real-money demand--may be used to explain a 

given inflation. Responding, the monetarist posits that over periods of four or five 

years there is very little variation in the growth of real money measured in terms of 

purchasing power. 

A hybrid explanation of inflation begins with some special factor as the start of the 

process. If the initial cause relates to the costs of producing goods and services, some 

economists have termed the process cost-push inflation. If, for example, the price of 

oil increases, the resulting increase in prices results in higher wage demands by 

workers who want to maintain their current standards of living. Producers may try to 

pass wage increases along to the consumer trough higher prices; producers could 

meet increased wage demands by increased borrowing, which the central bank can 

accommodate through larger bank reserves, which increase the money supply. The 

government fears the temporary increase in unemployment that would result if the 

demands were frustrated. Thus, the argument goes, the government increases money­ 

supply growth, which leads to further price increases and starts the whole process 

over again. This sort of price-cost-money vicious circle--or the so-called wage-price 

spiral--converts what might otherwise be a temporary increase in the rate of inflation 

into a substantial and sustained one. 
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TYPES OF INFLATION 

1) Open or suppressed inflation: If inflation is open, the market economy basically 

continuos to function as a process in which prices are set. Any excess demand leads to an 

increase in prices and money wages. Suppressed inflation occurs when government 

controls prevent goods prices and money wages from rising, so that excess demand is not 

reduced but suppressed. 

2) Creeping, moderate, or galloping inflation, hyperinflation: The criterion underlying 

this classification is the rate of the observed increase in the general price level. 

Inflationary processes in which the increase in prices does not exceed 2-3 percent and in 

which there are no expectations of inflation to speak of, may be characterised as creeping 

inflation. Higher rates of price increase are labelled moderate; a further acceleration of 

the increase in prices merits the epithet galloping. However, one can not set exact 

boundaries between any to of these categories. Extra ordinarily high rates of price 

increases, which in general are also accelerating, can be called hyperinflation. 

Hyperinflation is a condition in which the general price level is increasing at a rate of 

more than 50 percent per month. In hyperinflation money loses its function as a store of 

value and at least partly as a medium of exchange. In the period after World War I 

hyperinflation occurred in various European Countries such as Germany, Poland, Austria, 

Russia, and Hungary. After World War II ,it occurred in some South American Countries. 

3) Anticipated and unanticipated inflation: In this case expectations are the criterion 

used to classify inflation. In its emphasis on the difference between anticipated and 

unanticipated inflation. The classification is relevant in determining the effects of 

inflation. Only unanticipated inflation produces real effects; that is unanticipated inflation 

affects output and employment. 
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4) Cost-push or Demand-pull inflation: The differentiation between Demand-pull and 

Cost-push inflation hinges on the cause of inflation. The former is considered to result 

from excess aggregate demand; the later from a shift in the aggregate supply function. 
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CAUSES OF INFLATION 

Many different factors and policies have been held responsible for inflation. Some 

experts think that aggregate demand rising faster than aggregate supply II pulls up 11 

prices and wages. This is called demand-pull inflation. The rise in demand in turn 

may be due to a government deficit (government inflation) or to an expansion of bank 

credit for private investment ( credit expansion) or rising demand from abroad 

(imported inflation) or an increase in gold production (gold inflation). 

Other experts think that rises are being pushed up by wage increases forced upon the 

economy by Labor unions under threat of strike (wages push inflation), or cost may 

be rise by business monopolies (administrative price inflation). To these positive 

factors can be added negative ones. For example, the failure of overall output to grow 

or of savings to stay on their normal level. These factors may be found in different 

causes. 

It is not difficult to think of conditions under which one or the other of these 

hypotheses would be valid and for several of these possibilities actual examples can 

be found in recent economic history. But let me try to give a somewhat more orderly 

and systematic analysis of the primary cause. Let me start from the basic fact that 

there is no record in the economic history of the whole world, anywhere or at any 

time, of a serious and prolonged inflation which has not been accompanied and made 

possible, if not directly caused, by a large increase in the quantity of money. This 

generalisation holds for developed as well as underdeveloped countries, for capitalist, 

precapitalist, and even centrally planned economies. It is true that the velocity of 

circulation of money changes. It has a cyclical pattern usually going up during 

prosperity phases of the cycle and falling during depressions. In addition, expect in 
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periods of hyperinflation a rise in velocity by itself has never caused, or substantially 

intensified, serious inflationary trouble. During depression velocity of circulation of 

money falls and the economy becomes more liquid. Recovery from a depression can 

be financed to some extent by a more intensive utilisation of the existing money 

stocks. 

It follows that in every inflation the quantity of money is a causal factor, either 

active or permissive and non of the factors and policies mentioned above can produce 

serious inflation unless they cause or induce or are accompanied by an increase in that 

quantity. Sometimes the connection between any one of these factors and the quantity 

of money is direct and noncontroversial. In other cases it is indirect and subtle. 
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THE ECONOMIC EFFECTS OF INFLATION 

If all inflations could be examined, the effects could be different at different 

times. This, at best, results in a conditional set of generalisations: under condition ~ 

then certain results; under condition B, then other results; and so on. Inflation and its 

effects cannot be isolated in a laboratory, it is never certain whether the results 

observed in any given period were caused by inflation ( during the same or a 

preceding period) or by some other set of circumstances. For example, the fact that 

higher national output follows inflation may or may not mean that it was caused by 

the inflation, even if the sequence appeared a number of times. 

Even if the effects of inflation in the past were known with certainty, there would be 

no way to be sure that the same effects would recur in another inflation. This problem 

is a complex one and the result will be reasonable conditional prediction: If a certain 

amount of inflation occurs under condition A in the future, then the effect on national 

income will probably be this: if the same amount of inflation occurs under condition 

B, then the effect will probably be that; and so on. 

THE EFFECTS ON OUTPUT: It is convenient to consider four main ways m 

which inflation may affect the size of the total national real output: 

1. Inflation may decrease current national output by disrupting normal relationships 

and diverting people from productive activity. 

2. Inflation may decrease future output because inflation may be followed by 

deflation and depression, which means mass unemployment of men and machines; 

and it may decrease long-term output by discouraging saving and capital 

accumulation (i.e., it may reduce the rate oflong-term economic growth). 

3. Inflation may increase current output by increasing profit margins as wages and 

other costs lag behind rising prices, thereby stimulating employment and output; by 
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inducing people to work longer and harder in order to protect the real purchasing 

power of their incomes against diminution as inflation erodes the purchasing power of 

any given number of dollars; and by stimulating buying ahead because further price 

increases are expected. 

4. Inflation may increase long-term national output by stimulating the rate of saving 

and capital accumulation (i.e., it may speed long-term economic growth). 

THE EFFECTS ON INCOMES: In considering the redistribution effects of 

inflation, the following four propositions provide a useful analytical framework: 

1. Inflation redistributes real purchasing power ( over current output and over assets) 

from those whose incomes rise less rapidly relative to the prices they pay as a result 

of inflation to those whose incomes rise more rapidly relative to the prices they pay; 

more roughly, inflation redistributes real purchasing power from those whose 

incomes rise more slowly to those whose incomes rise more rapidly. 

2. Inflation redistributes real purchasing power from those whose assets rise more 

slowly in price as a result of inflation to those whose assets rise more rapidly in price. 

3. Inflation redistributes real purchasing power from creditors to debtors, when debts 

are stated in fixed-dollar terms. 

4.To the extent that accurate expectations of continuing inflation affect economic 

behaviour, the redistribution effects indicated above will tend to be negated, except 

where readjustment of terms of economic contracts is prevented or retarded by 

government rules, long-term contracts, unequal knowledge, unequal bargaining 

power, and so on. 
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THE EFFECTS ON WEAL TH: Inflation has another set of economic effects­ 

effects on the distribution of wealth, as contrasted with the distribution of current 

income. It is well known that unanticipated inflation transfers wealth (future 

purchasing power) from creditors to debtors. 

THE EFFECTS ON HOUSEHOLDS: Everyone is part of a household, and more 

information on particular types of households is needed in order to see clearly the 

impact of inflation on creditors. The main conclusion is that the elderly are heavily 

exposed to inflation; they have few debts and hold a relatively high proportion of 

their assets in fixed-value forms. Conversely, young families are generally heavily in 

dept (which is, other things being equal, a good thing to be in inflation) and have 

correspondingly high leverage ratios. Clearly, inflation transfers wealth from the old 

to the young. Among occupational groups the picture is mixed. Professional men 

appear to be best protected against inflation, mainly because of their high debt ratios. 

THE EFFECTS ON BUSINESS CORPORA TIO NS: Businesses are commonly 

said to gain from inflation because profits grow when wages lag behind rising prices 

and because businesses gain as net debtors. 

THE EFFECTS ON THE INTERNATIONAL ECONOMY: Inflation affects the 

international economic position of a nation. For international economic 

interdependence is an inescapable fact of life in the modern world, and if one nation 

inflates faster than others, its exports will, other things being equal, lose out in world 

markets. Workers in exports industries will lose their jobs, and owners will lose their 

profits. Thus inflation may directly affect a nation's economy through international 

channels. 
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