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Abstract. Inflation is an undesirable situation for a country’s economy due to the negative effects it causes. Therefore,
it has been the subject of numerous empirical studies. Many of these studies focus on the interaction between inflation
and indirect tax revenues, and it presents arguments that there is a strong interaction between the variables discussed.
The main feature that distinguishes our study from others is that it talks about how the economic policies implemented
in the Presidential Government System, which was passed as of 09 July 2018, affect the aforesaid interaction. In this
study, which aims to reveal the interaction between indirect tax revenues and inflation, indirect tax revenues and infla-
tion data in Turkey for the period 2004:1-2021:8 are analyzed with Vector Auto Regressive (VAR) on a monthly basis.
As a result of the analysis, a statistically significant and important interaction was detected between the two param-
eters. In addition, findings regarding the existence of a one-way causality relationship from inflation to tax revenues

were obtained.
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Introduction

As known, inflation is a continuous increase occurring in
general level of prices. Due to negativities it leads to, in-
flation is an economic instability. In the short run, infla-
tion can disturb the effectiveness of resources a country
has and cause injustice in distribution. In the long run,
due to resource distribution disturbed, impeding forma-
tion of stable economic growth, it interrupts economic
activity.

Inflation is a critical phenomenon having a critical
importance in the sense of installing stability. To express
differently, although there is no excessive fluctuation in
general level of prices and full employment [rates], and
they range in a reasonable level. It can be defined as the
fact that countries can realize a growth in compatible
with their potential growth rates and that they have not
high current deficit (Tepekule, 2016).

In fact, inflation is not anything other than supply-
demand unbalance. This instability negatively influences
economies with the implications it will lead to. Especially

economic agents can move away from optimality with
the decisions they make due to inflationist process. From
this aspect, the most important negativity of inflation is
that economic decision - units (decision makers) make
the decisions they make awry. That is, in an environment
where general level of prices is continuously increasing,
economic decision makers move through the slogan
“store and gain”. In an economy in which prices are con-
tinuously changing, it is possible to expect that both pro-
ducers and consumers buy today and gain further. Thus,
in the sense of all economy, the amounts of demand and
supply will move away from the equilibrium.

As known, there are many elements determining the
prices of goods taking place in inflation basket. The in-
puts used for production of goods, transportation costs
and taxes can be exemplified in this scope. From this
point of view, for eliminating the existing inflation in
a country economy, it is extremely important to know
from which elements increase in prices arise.

The phenomenon inflation, which has begun to gain
importance after Second World War, is a leading issue
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that is necessary to be considered in terms of especially
developing countries. Another issue that is considered
in terms of developing countries is that the incomes ob-
tained from expenditures occupy an important place in
volume in total tax incomes. When taken into consid-
eration that inflation means that total level of demand
overtakes total level of supply, the following question can
come into mind: In the developing countries, where con-
sumption tendency is high, how do the taxes levied from
expenditures interact with inflation?

In our country, which is among the developing
countries, the expenditure tax occupies important place
in volume in total tax incomes. As known, our country
struggle with inflationist instability that becomes chronic
for very long times. Unavoidably, as mentioned above,
the question whether or not there is a relationship be-
tween inflationist instability experienced in our country
and expenditure tax comes into mind. Due to the impor-
tance it has, the interaction of inflation and expenditure
tax was selected as study subject.

In historical process, although inflation course in
Turkey follows a bumpy trend, inflation made itself felt
deeply in 1970s (Aydogan, 2004). Especially, that energy
crises erupt became the most scrutinized subject of in-
flation either academic or administrative point of view.
When reached 1980s, the issue inflation has any longer
become a bitter social problem of all country.

For preventing the course at full speed in inflation,
January 24, 1980 stability program was signed with IME
According to this, inflation rate that was 107.3% in 1980
was targeted to lower to 36.7% in 1981 and 26.8% in
1982, step by step. With neoliberal policies applied in
the same period, inflation accelerated toward the late
80s. In spite of tight monetary policy tried to be applied
with stability policy at January 24, 1980 the increase in
monetary supply continued, and that public deficits were
financed by means Central Bank of Republic of Turkey
[CBRT] led inflation to reaccelerate in 1990s (Aydogan,
2004).

In 1990s, political stability in Turkey began to break
down and, in view of this, inflation rates began to very
rapidly increase. This case led foreign capital to go out
from the country ($ahin, 1995). Disturbance of the ex-
pectations of economic decision makers injured reli-
ability to Turkish Lira and demand of foreign currency
increased due to a possible devaluation. The increasing
demand of foreign currency became irremovable by
CBRT and, as a result, Turkey lost the status of invest-
able country.

The year 1994 was the year when inflation peaked.
High interest rates and domestic debt crisis experienced
in 1994 are among the main factors of inflation rise. For
preventing this bad course, a new stability program was
put into operation on the date of April 5, 1994 (Ozatay,
2009).

Inflation rate that peaked in 1994, together with
booming in economy, which occurred in the second
half of 1994, began to fall; however, in the late 1990s,
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optimistic air blowing in economy disappeared (Torun
& Karanfil, 2016). For Turkey economy, years of crisis
have any longer begun. As of the year 2000, inflation
rates began to rise again due to the increasing inter-
ests and domestic debt stock. In 2002, via Transition to
Strong Economy Program, central bank used short term
interest rates, which aims to provide price stability and
is an instrument, for achieving inflation target. In the
years of 2003 and 2004, depending on inflation target-
ing, inflation rates any longer followed a fixed and fluctu-
ated course (Egilmez, 2020). Implicit inflation targeting,
adopted in the period 2002-2005, played an effective role
in this period.

On the other hand, in 2005, six zero was removed
from Turkish Lira, and New Turkish Lira was passed.
Due to this, inflation did not both rise and prestige of
money rose. In 2006, instead of implicit inflation target-
ing program, applied as of 2002, open inflation target-
ing was passed (Ministry of Treasury and Finance, 2007,
2008).

Beginning from 2006, together with open inflation
targeting, although inflation was controlled with con-
tractionary monetary policy that have been applied, the
increases in the energy and food prices, which occurred
in international area, limited the effectivity of monetary
policies. On the other hand, in 2007, as a result of in-
crease of both public expenditures and consumption
taxes, inflation rate actualized as 8.8% (CBRT, 2006).

In the first half of the year 2008, the increase in both
domestic and foreign energy and food prices led infla-
tion to rise (Tiirk Sanayicileri ve Isadamlari, 2009). De-
pending on global financial crisis that emerged as of the
middle 2008, a recession was experienced in the world
economy. Therefore, the rate of increase in energy and
food prices fell. This fall in the prices caused rate of in-
crease in inflation to decrease (Ministry of Treasury and
Finance, 2010).

In this direction, global financial crisis that contin-
ued to influence Turkey economy in 2009 as well, leading
prices to fall, reduced Consumer Price Index (CPI) in
2009 in the rate of 6.3% compared to the previous year
(CBRT, 2009).

In 2010, due to rise in oil prices, CPI increased by
varying in the rate of 8.6% compared to the previous year
(CBRT, 2010). In return to this, in 2011, CPI, showing
fall tendency, varied in the rate of 6.5% compared to the
previous year (Miistakil Sanayici ve Igadamlar1 Dernegi,
2012). On the other hand, as a result of increase in the
general level of prices in 2012, CPI increased in the rate
of 8.9%, varying compared to the previous year (CBRT,
2012).

In 2013, in the course of consumption prices, the
group of unprocessed food and energy prices was effec-
tive over the year. In the first half of the year, inflation
remained over the value targeted. In the second half of
the year, due to uncertainty experienced at global level
associated with monetary policies, capital flows remained
weak. Therefore, Turkish Lira was devaluated. Especially,



Interaction of Indirect Taxes and Inflation: the Case of Turkey

via main group of goods, core inflation rose and CPI be-
came 7.49% at the end of the year (CBRT, 2013).

Beginning from May 2013, CPI that was in the ten-
dency of rise in the first half of 2014 began to decrease in
the second half of the year and, as of yearend, actualized
in the rate of 8.85% (CBRT, 2014). In 2015, especially
oil, the fall observed in the import prices over the year
limited the rise in inflation (CBRT, 2015). Thus, at the
yearend, CPI and WPI actualized as 7.67% and 8.63%,
respectively. On the other hand, in 2016, CPI and WPI
varied in the rates of 7.78% and 5.67% respectively, com-
pared to the previous year.

As of 2017 yearend, inflation rate actualized at the
end of 11.92%. In the formation of inflation over un-
certainty range of around the target determined, value
loss in TL, increase in unprocessed food prices, and tax
regulations made in 2017 were effective (CBRT, 2017).

The year 2018 was a period, when important shocks
were experienced. In the first period of 9 months of the
year, GDP increased in the rate of 4.5% compared to the
previous year. Depending on revaluation of TL and fall
in demand, inflation regressed and actualized at the level
of 20.30% (CBRT, 2018).

Economic activity that slowed down beginning from
the second half of 2018 left its place to the tendency of
recovery with the actions taken and policies applied be-
ginning from the first quarter of 2019. Consumer infla-
tion, largely regressing compared to the previous year,
actualized at the level of 11.8% as of yearend. In the first
half of the year, while policy interest was kept constant,
considering improvement in inflation, beginning from
July, policy interest was reduced a total of 12 points
(CBRT, 2019).

Consumer inflation completed the year 2020 with
14.6%. There is a large contribution of the elements of
demand and cost. In this period, arising from in domes-
tic demand conditions, especially exchange rate, cumula-
tive cost effects, increase in prices of international food
the other products and rise in inflation, consumer infla-
tion followed a higher course than estimated. In addition
to producer prices, devalued TL and upward course in
product prices, as a result of resistant demand conditions
and supply limitations that became evident in some in-
dustry, [inflation] rose fast and, thus, cost pressure on
consumer inflation became strong (CBRT, 2020).

Consumer Price Index
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Figure 1. The course of CPI in Turkey (01.2019-08.2021)
(source: Turkish Statistical Institute, 2021)
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In the direction of explanations given above, the
course of CPI that actualized in the period of January
2019 - August 2021 in our country is shown in Figure
1. As known, open inflation targeting was applied in our
country until 2010 and, in post-2010 period, application
of interest corridor, which consists of combination of
open and implicit inflation targeting, was used.

Interest corridor is a difference between overnight
lending and borrowing rate of Central Bank of Republic
of Turkey and, CBRT, changing lending and borrowing
interests, aims to control monetary supply (Bernhardsen
& Kloster, 2010).

Consumer inflation that achieved single digit num-
bers in September and October 2019 (9.26 and 8.55),
toward the late 2019, increased with the effect of lower
basis and completed the year 2019 with 11.84% (CBRT,
2019).

The year 2020 followed a fluctuated course due to
global pandemic experienced all over the world. Espe-
cially, precautions taken in quarantine scope led to an
unstable appearance in consumer inflation.

In the year 2021, increases in international commod-
ity prices as well as the elements of demand and cost,
high levels in inflation expectations, and supply decrease
seen in some sectors also led inflation indicators to range
higher (CBRT, 2021). Therefore, CBRT, using the instru-
ment of policy interest rate, went toward monetary tight-
ening.

To explain historical development in tax income, the
period 1995-1999 became the years in which political
stability could not be provided in terms of political pow-
ers. Between these years, that four governments took
charge in prevented making decision mechanism from
functioning effectively and, consequently, caused many
problems to emerge (Sugozii, 2008). Double digit infla-
tion, economic shrinkage, dollarization, 1997 Asian Cri-
sis and 1999 Earthquake became developments stamping
this period.

With No.4369 law, which came into by being pub-
lished in Official Journal dated July 29, 1998, important
arrangements were made in public finance, in order to
reduce informality and provide tax compliance.

The main reason for the increase in the general level
of prices in 2000s is the deficits in public finance. As a
result, borrowing form Central Bank increased inflation
rates. In order to be able to take support from IMF and
World Bank and reduce inflation, decision was made to
apply disinflation program. In this direction, it was tried
to provide reducing public expenditures and increasing
tax incomes (Kurtoglu, 2014).

In 2002, Special Consumption Tax (SCT) came into
force, in 2004, Special Communication Tax and Tax on
Games of Chance. With the new taxes of interest, the
share of indirect taxes in total taxes rose (Cural & Cevik,
2015). As seen in Table 1, in the period of 2008-2013, the
share of indirect taxes in total taxes gradually rises. Even
if some fluctuations occurred, in the period from 2013
to 2020, percentage share of taxes was always bigger than
that of indirect taxes.
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Table 1. Percentage Share of Direct and Indirect Taxes in
Total Tax Incomes source: compiled from the Statistics in the
2006, 2007, 2009 and 2021 reports of the Ministry of Treasury

and Finance)

Year Total Tax Indirect Tax Direct Tax
Incomes Incomes (%) Incomes (%)
2003 100 67.0 33.0
2004 100 68.9 31.1
2005 100 69.4 30.6
2006 100 68.5 31.5
2007 100 66.1 33.9
2008 100 64.9 35.1
2009 100 64.5 35.5
2010 100 68.4 31.6
2011 100 67.7 32.3
2012 100 66.8 33.2
2013 100 67.9 32.1
2014 100 66.5 33.5
2015 100 67.1 329
2016 100 67.6 324
2017 100 67.0 33.0
2018 100 62.8 37.2
2019 100 61.8 38.2
2020 100 65.3 34.7

1. Literature review

Some part of empirical studies, for example Koutsouvelis
and Papastathopoulos (2013), introduced about interac-
tion of taxation and inflation focuses on the effects on
tax applications, which is an unit of fiscal policy, continu-
ous increases in general level of prices. Some studies, for
example Givenek, et al. (2010), analyses the effect tax
policies reveal in inflation. Some studies in the literature
scrutinize interaction continuous increase in general
level of prices with direct/indirect taxes.

Karadag and Westaway (1999) analyzed inflation- in-
direct tax interaction in Turkey by means of Structural
Equality Model. In the study, it is introduced that an in-
crease to be made in the rate of Value Added Tax (VAT)
in Turkey will reflect on consumer prices in the same di-
rection, and that it will lead to decrease in total demand.

Giivenek et al. (2010) scrutinized the interaction
between inflation and indirect taxes by means of VAR
model for the period 1980-2008 in Turkey and obtained
strong findings regarding that there is a mutual relation-
ship between inflation and indirect taxes.

Arisoy and Unliikaplan (2011) analyzed the relation-
ship between VAT, public expenditures and inflation by
means of VAR model in Turkey for the period 1994:1-
2000:6. As a result of the study, there was a mutual rela-
tionship between VAT incomes and public expenditures,
and, additionally, that VAT had a strong effect on both
public expenditures and inflation.

Koutsouvelis and Papastathopoulos (2013), in
Greek economy for the period 2000-2011, analyzed the
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interaction of indirect taxes and inflation by means of a
simple regression model and concluded that the increase
in the rates of indirect taxes increased inflation.

Mozdzierz (2017), for the period 2007-2016, in the
study they carried out on some European Union (EU)
countries, obtained findings regarding that there was
mutual interaction between inflation and indirect taxes.
The findings of interest express that increase in indirect
taxes affected general level of prices and that it also in-
creased inflation. In addition, the study of interest reveals
that the increase occurring in the prices also increased
tax assessment.

Akinct and Ozgelik (2018) analyzed the effect of
indirect taxes on inflation by means of ARDL analysis
for the period 2006:M1-2018:M5. The findings obtained
show that there was a long term co-integration between
indirect taxes and inflation.

Cakmakl et all. (2018), in the study they analyzed
the relationship between indirect taxes, levied through
tobacco products, and inflation in Turkey for the period
2005-2017, concluded that an increase in indirect taxes
applied to tobacco products increased inflation.

Akdugan (2020), in his study, using monthly data in
Turkey for the period 2004-2019, examined the interac-
tion between inflation and indirect taxes by being based
Granger and Yamamoto causality relationship and VAR
model. According to the findings obtained, while there
was no causality between indirect taxes and producer
price index (PPE), there was unidirectional causality
from CPI to indirect tax incomes. On the other hand,
according to the result of ARDL bound test, there is a
long term relationship between CPI and indirect taxes.

2. Econometric analysis

Taxes can be nominally collected without discriminat-
ing between the real and fully inflationist components
of the items forming taxable income. This case changes
the effect of inflation on direct taxes and leading to some
erroneous calculations in the collection and analysis pro-
cess of tax incomes, causes unreal analyses. However, in
economic conjuncture, the effect of direct and indirect
taxes on inflation also brings the discussions about how
long policies will be effective with it (Jenkins & Lahouel,
1981).

When considering the structure of indirect taxes
from expenditures and reflection of the tax, an increase
general level of prices will nominally increase the in-
comes of indirect tax as well (Akdugan, 2020). In other
words, the effect of interest of the continuous increase of
general level of prices can lead to erroneous determina-
tion the direction and resource of interaction between
inflation and indirect taxes.

2.1. Dataset and methodology

In this study, in which interaction of inflation and di-
rect tax is studied, the monthly data of the period
2003:01-2021:8 were utilized. As inflation data, while
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using Consumer Prices Index (CPI) published by Tur-
key Statistics Institute, percentage equivalence of indirect
tax incomes, utilizing budgetary statistics published by
Ministry of Treasury and Finance, was formed by the
definition of indirect tax, which is accepted in the meth-
odology used by European Commission.

According to the relevant definition, indirect taxes
are the consumption taxes collected from VAT expendi-
tures, manufacturing and import taxes, and other prod-
uct taxes (European Commission, 2016).

Table 2. Data Information used in the analysis

Data I?atg Data Resource
Indication
Consumer Price | CPI Turkey Statistics Institute
Index
Indirect Tax ITI Ministry of Treasure and

Income Finance

The data belonging to the variables of interest, first
of all, are subjected to test in terms of whether or not
to have unit root; lagging lengths were identified, it was
scrutinized whether or not there are autocorrelation and
varying variance and, finally, cause-effect functions of
VAR model were formed.

2.2. Empirical results

2.2.1. Stationarity (unit root) test

In analysis of time series, whether or not series is station-
ary. Stationarity is that average and variance of a time
series is fixed, and that co-variance between two values
belonging to series only depends on the difference be-
tween two values. In order to be able to obtain signifi-
cant relationship between parameters used in analysis,
it is necessary for series to be stationary or have a ho-
mogenous structure from the same degree (Korkmaz &
Uygurtiirk, 2008).

In the study, [for] unit root test of time series Aug-
mented Dickey-Fuller (ADF) (1981) and Phillips-Per-
ron (PP) (1988) tests were used.

2.2.1.1. ADF Test

For ADE, the models, in which there are constant and
trend; there is only constant and there are both constant
and trend, are shown by the Eqs (1), (2) and (3), respec-
tively (Seviiktekin & Nargelecekenler, 2010).

n
Ayt =3yt —1+ ZaiAyt —j+ut

(1)
j=l
n
Ayt:b0+5yt—1+2aiAyt—j+ut; (2)
j=1
n
Ayt:b0+b1t+6yt—1+ZaiAyt—j+ut. (3)
j=l

In the Equations given place above: p represents lag-
ging length; A, first degree difference processor; b, 3, o;
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coeflicients of variables; b0, constant term and pt, error
term.

t value obtained as a result of ADF test is compared
with MacKinnon table values, calculated by Dickey-Full-
er, and 8 = 0 or B = 0 is tested. Null hypothesis shows
that series is not stationary, namely, that it has unit root;
if (HO: 8 = 0 or HO: B = 8 = 0) is alternative hypothesis
and (H1: 8 # 0 or HI: B # & # 0), that series is stationary
(Goktas, 2005).

2.2.1.2. PP Test

PP unit root test is one of the other tests used for re-
searching whether or not series contains unit root. This
test is also used for identifying the presence of higher
degree series correlation in a time series (Seviiktekin &
Cinar, 2017). PP test is calculated by the following Eq.
(4):

Ayt =a+byt —1+clAyt —14+c2yt —1+...+

cp—1Ayt —p—1+pt, 4)

where Ay; denotes first degree difference of series y; a,
b,c,cys s ¢, -1 coefficients; £, time, p, lagging number
and Ut, error term.

PP test applies a non-parametric revise to t-statis-
tics of ¢ coefficient for identifying a series correlation.
Asymptotic distribution of PP test statistics shows simi-
larity to ADF test. That is, if r-statistics is absolutely big-
ger than MacKinnon critical values, it is expressed that
the relevant time series does not contain unit root (Tari,
2010).

2.2.2. Results of unit root test

According to the results of stationarity test, it was identi-
fied that the series of Consumer Price Index and indirect
tax income, examined in the frame work of “the model
with constant and trend”, was not stationary at the level.
In order for both data to be stationary, the first differ-
ences of series were taken, and their stationarities were
provided.

While stationarity analyses were made for the vari-
ables, seasonal effects in economic time series were sort
out; economic crises and political instabilities were taken
into consideration according to statistical significance
and, on condition that the components of trend and con-
stant in model selection are significant, they are included
in the model. About lagging length, minimum lagging
length, in which autocorrelation does not remain, was
preferred.

According to ADF and PP stationarity test results,
all parameters given in theoretical framework include
I(1) unit root in the first difference. In other words,
all series become stationary, when their first differ-
ences are taken. That series is stationary at the same
level reports that causality can be between variables.
Therefore, before causality analysis, VAR model was
formed.

VAR analysis is based on causality test. The most im-
portant advantage of VAR model is that it does not bring
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Table 3. Results of unit test
Tests LEVEL FIRST DIFFERENCE
Variables ADF Test Stat. PP Test Stat. ADF Test Stat. PP Test Stat.
ITI -14.413 -1.611 -9.619 -10.871
Prob=0.001 Prob =0.163 Prob =0.001* Prob =0.001*
CPI -8.363 -10.633 -9.424 -51.620
Prob =0.000 Prob =0.000 Prob =0.001* Prob =0.001*
Notes: * MacKinnon (1996) One-sided p-values, stationary variable.
Table 4. Results of Lagging Length Criteria
Lag LogL LR FPE AIC SC HQ
0 -483.3254 NA 0.372835 4.689135 4.721335* 4.702156
1 -474.7803 16.84254 0.356818 4.645220 4.741821 4.684285
2 -467.3954 14.41310 0.345342 4.612516 4.773517 4.677623*
3 -461.5042 11.38397 0.339100 4.594243 4.819645 4.685394
4 -454.4414 13.51150 0.329232 4.564651 4.854452 4.681844
5 -449.1588 10.00375* 0.325206* 4.552259* 4.906461 4.695495

Notes: * indicates lag order selected by the criterion. Note: LR - sequential modified LR test statistics (each test is at 5% level);
FPE -Final prediction error; AIC - Akaike information criterion; SC: Schwarz information criterion; HQ — Hannan-Quinn in-

formation criterion.

Table 5. Autocorrelation findings

Variable Coefficient Std Error t-stat Prob.
CPI -0.035661 0.055442 -0.643209 0.5208
C 5.699773 0.065545 86.95951 0.0000
R-squared 0.001966 Mean dependent var 5.671132
Adjust R-squared -0.002786 S.D dependant var 0.699335
S.E of Regression 0.700309 Akaike info criterion 2.134799
Sum squared residual 102.9908 Schwarz criterion 2.166465
Log likehood -224.2887 Hannan-Quinn criterion 2.147597
F-statistic 0.413718 Durbin-Watson Stat. 1.985705
Prob(F-statistic) 0.520790
any limitation to the model. This model, which enables  Table 6. Heteroscedasticity findings
analysis to be made without discriminating between vari-
ables as internal and external, is often used in time series Chi-square Degree of Freedom Prob.
analyses. On the other hand, since dependent variable 30.27340 24 0.1759

is given place in lagged value, [the model] enables to
strongly predict. Therefore, in this analysis, whose coef-
ficients are difficult to interpret, statistical findings were
obtained by means of cause-effect functions and variance
discrimination (Giiltekin & Hayat, 2016).

For introducing an interaction between variables, it is
important to identify suitable lagging length. The results
of criteria used in identifying lagging length formed by
Eviews software are given in Table 3.

As will be seen from Table 4, five of three criteria give
suitability for 5 lagging.

After identifying optimal lagging length, turn comes
into formation of VAR model. VAR model formed was
subjected to varying variance and autocorrelation tests.
Test results regarding this take place in Table 5.

According to the results in Table 5, there is no
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autocorrelation problem since the Durbin Watson test
statistical value is higher than the table value of at the
five percent significance level. According to the results
in Table 6, since the probability value is higher than five
percent, there is no problem of heteroscedasticity.

It is possible to define cause-effect function in the
form of that they are functions measuring effect of
internal (dependent) variable to shock of 1 standard
error. Cause—effect functions belonging to the vari-
ables of Indirect tax and Consumer Price Index are as
follows in Figs 2-5.

According to the figures above, while a shock occur-
ring in indirect taxes has effect of about 3 periods on in-
flation, a shock occurring on inflation has effect of about
2 periods on indirect taxes.
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Conclusions

As known, in the developing countries, saving tendency
is less, and expenditure tendency is high. In this type of
countries, whose structural transformation cannot com-
plete, capital is a scarce factor, and this case cause fluc-
tuations at the level of production - total supply. In this
context, in the developing countries, the level of increas-
ing demand remains over supply from time to time and,
thus, leads to economic instability referred to inflation.
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Provided that any action is not taken, after a certain time,
it becomes chronic, harms to economic growth and de-
velopment, and causes a sort of resource transfer from
private sector to public sector. Due to the importance it
has, policy makers specifically give importance to strug-
gle with inflation.

Taxes are of effective instruments of fiscal policy,
which effectively function in struggle of governments
with inflation. Government can intervene by means of
taxes according to the sort of fluctuations experienced in
economy. If there is an inflationist process arising from
demand, government, increasing tax rates, can remove
instability experienced. At this point, it is expected that
indirect taxes levied from expenditures are more effective
in struggling with inflation.

Besides that inflation has the effects like disturb-
ing public finance, the most remarkable feature of it is
“similarity to indirect taxes” in terms of public finance.
Inflation takes purchasing power from individuals and
transfers to government in the same way as taxes. In ad-
dition, inflation also makes anesthetic effect for those
bearing tax.

Due to the fact that the compensatory effect of ex-
penditure taxes on total demand is high, in the study,
the interaction of expenditure taxes and inflation is scru-
tinized for the period 2004:1-2021:8. The share of indi-
rect expenditure taxes in total tax income and Consumer
Price Index (CPI) data were analyzed by means of VAR
model. According to the findings obtained as a result of
statistical tests made, a fluctuation occurring in indirect
taxes leads to effect of about three periods on consumer
price index. It is observed that a fluctuation in CPI leads
to an effect of about 2 periods on indirect taxes.

Effect lagging between variables gives messages re-
garding that inflation in our country cannot be eliminat-
ing by only meeting demand. Indirect expenditure taxes
is an element of the price of goods bought by consumer
or producer. From this point of view, while an increase
that will occur in indirect taxes, on the one hand, raises
the price of goods and reduces total demand, on the
other hand, it increases the costs of producers using the
relevant product, and this can cause cost inflation in
macro scale. Producer will unavoidably reflect cost in-
crease of interest to the price of the product produced
after a certain time.

For removing these negativities experienced, in-
creasing indirect expenditure taxes uncontrollability
for only controlling demand, as a result, can again
cause inflation with a different mechanism. Based on
the findings obtained as a result of the impulse-re-
sponse analysis, the indirect tax weapon used in the
fight against inflation should be effectively separated
according to the goods purchased over it, in order to
break the inflationary cycle experienced. The goods
and services, through which [tax] is levied must be
classified according to income and demand flexibilities
and, in case of instability to be experienced, it must be
applied to the group of goods and service, which will
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give result the most effectively and in the short time.

As a conclusion, while struggling with inflation
that is a supply - demand unbalance, fiscal poli-
cies, which will remove unbalance under considera-
tion, must be holistically applied. Furthermore, when
bringing into mind that inflation is a monetary phe-
nomenon, simultaneously applying taxation policy
that is an instrument of monetary and fiscal policy
will have a great importance in eliminating inflation
called “monster”
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