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Turkey’s public sector finances
and EU perspective

Merih Celasuh

Abstract

In contrast to the sharpened policy preferencesdagtainable public
finances in the EU, Turkey’'s post-1990 policy psscaid not feature a
credible political commitment to fiscal consolidati Turkey postponed
the fundamental change in its macroeconomic antigfibance strategy
until the early 2000s, and undertook these refayng after experiencing
a severe financial crisis. This paper reviews ttatepons of fiscal
adjustment against the backdrop of the main maorasuic trends in the
1990s and early 2000s, and identifies the maimgths and pitfalls of the
fiscal reform strategy. Based on assessments ¢éqteal debt dynamics,
the paper highlights that persistent primary siugpduare required in the
medium-run in order to ensure a credible pace dlipuebt reduction.
Moreover, the composition of fiscal adjustment reetm be modified in
favor of a greater reliance on direct taxes in orte enhance the
durability of the fiscal adjustment and furtherarefi of the social security
system is needed to reduce the social securitycittefihat impose a
growing burden on the budget.

1. Introduction

In countries that have exposed themselves to tirstdgration
and capital account opening, a key legacy of tH@0d%has been the
increased significance of sound public finances nf@croeconomic
stability and rebalanced roles of the public antvgte sectors in
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resource allocation within strengthened market enonframeworks.

While globalization trends, tax competition andcéisconsolidations

have generally tended to restrict governments’nionag capacity to

pursue redistributive policies, technological achemhave provided a
greater scope for private participation in some lsegtors (e.g.,

network industries), requiring new modes of regatafor enhanced

economic and operational performance. In gendralpidespread use
of highly arbitrary and cumbersome government adntrechanisms

has been reduced, and new forms of regulatorytutisins have been
introduced to improve efficiency in the public gmavate sectors.

Countries that had initially large outstanding &w&cof
government liabilities have made important stridesconsolidating
their public finances in the 1990s in order to \adée their debt
burden and create more favorable conditions for eteoy and
financial stability. The fiscal consolidation efferhave often been
supported by budgetary reforms as well as strulctin@nges in other
deficit-producing components of the public sectacls as pension
systems. All these trends observed in the previlmeside point to the
cumulative change in the relative positions andituteonal set-up of
the public sectors. This change had significantliczapons for fiscal
policy choices and underlying political economyat&ns, especially
in those economies with previously-large governmdating tighter
budget constraints in the new environment.

In the case of post-1990 European Union (EU) ecoesnthe
fiscal policy practice at the national levels hagm steered largely by
the new institutional strategy and policy guidetinadopted for
establishing the Economic and Monetary Union (EMIHe Treaty of
Maastricht and subsequently the Stability and Ghowact have
introduced fiscal rules, monitoring mechanisms paticy correction
procedures to ensure the sustainability of pubkficds and debt
levels to support the single currency and cenedlimonetary policy
of the EMU and evolve a reassuring macroeconomitest for the
single market. The redesign of the framework areamgnts for
monetary and fiscal policies has been complemebtedtructural
policy initiatives that are often commonly pursuadmany areas of
economic and social activity. The underlying preption has been
that the combined workings of the single markemown currency,
monetary stability, sustainable public finances asdpportive
structural and social policies would create a nfawrable EU-wide
environment for growth and employment generatiotnhm medium-
and long-term.
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Following the recession of the early 1990s, the &duntries,
including those which opted out of becoming a mendiehe EMU
in the initial stages, made an impressive effortcantaining their
budgetary imbalances and eventually putting theinlip debt on a
declining path. For the EU as a whole, the actealegal government
deficit decreased from 6.2 percent of GDP in 1998.6 percent in
1999, creating favorable conditions for the reduttiof general
government gross debt from about 72 percent of GDF996 to 68
percent in 1999 and further to 63 percent in 2001.

At the aggregate EU level, the budgetary adjustmemtre
generally achieved mainly by expenditure restraittier than through
increases in total revenues. The EU average sHatetal general
government expenditures in GDP declined from 5&&¢nt in 1993
to 47.2 percent in 1999 whereas the total reveeungained almost
constant at around 46.6 percent of GDP. In ternGP percentages,
the major contributors to the expenditure restraiate the reduction
in social security-related transfers to househalit to a lesser extent
reductions in interest payments and investment rekpges. On the
revenue side, moderate declines in social secooityributions were
offset by tax increases (most notably in Italy,fe@and Sweden). In
the late 1990s, an important start has been maderdorethinking of
the pension systems and expected social secufigitdelue to aging
populations.

Although these aggregate fiscal trends conceal Itapb
differences among the EU members, they nonetheledsrscore the
presence of a strong political commitment to sopuablic finances in
the EU area. However, it may also be noted that khdgetary
consolidations and improved prospects for debtagusbility need to
be complemented by structural policies that pronmtee favorable
responses on the supply side of the long-term dr@ndcess.

In contrast to the sharpened policy preferenceoferinflation,
monetary stability and sustainable public finandas industrial
countries in general and EU economies in particularkey’'s post-
1990 policy process did not feature a credibletgali commitment to
inflation stabilization, fiscal consolidation anttustural reforms in
the public sector. Following the adoption of an mpapital account
regime in 1989, the interrelated workings of highd apersistent
inflation, and loose fiscal policy increased outpat price volatility,
shortened the time horizons of economic agentslamizéd the
economy, and hampered strategic planning in theagiand public
sectors. The benefits expected from market opesmbestablishment
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of a Customs Union with the EU in 1996 could notduficiently

realized, and especially the strengthening of itvdls and

infrastructure development programs with a morévaqgarticipation

of foreign direct investment fell short of expewiats. In effect,

Turkey postponed the fundamental change in its osmomomic
strategy, public finance and governance until tadye2000s, and
undertook these reforms only after experiencingeeere financial
crisis in 2001 that required a comprehensive progod stabilization
and institutional reform. The average trend GNRwgjnorate declined
in the 1990s to 3.33 percent per year during 19d@Om 5.25

percent in the 1980s, which was characterized fiycaessful external
adjustment effort in the aftermath of the 1978-86tdrisis.

In the 1990s, Turkey's capital account transactibesame
dominated by private short-term flows, which weméermediated by
inadequately regulated banks to finance governrdefitits, leading
to a rapid buildup of domestic public debt withetatively short-term
maturity structure. Monetary and exchange-rate cpgdi generally
accommodated high inflation expectations with awi® ease the
domestic public debt rollover problem, but the readt of borrowing
remained at high levels, because of the imperfeadibility of the
policy process, particularly in the absence of eadle adjustment in
government finances.

Policy corrections introduced after the 1994 céapétecount
crisis produced only temporary improvements indidsalances and
could not reverse the deteriorating trends in pudibt dynamics.
Meanwhile, the government accumulated substantmbuats of
contingent liabilities in the private and publicniéng sectors, which
were not transparently reviewed in the debt managenmprocess.
Private banks operated with moral hazard underxgansive deposit
insurance system, accumulated uncovered exchardyéentanest rate
risks on their balance sheets and became highhevable to a sudden
reversal in capital flows. Public banks’ so-calléduty losses,”
incurred largely from policy-driven lending at belothe market
interest rates, were not sufficiently compensatethb budgetary cash
transfers, and thereby accumulated as an implmitegiment debt
stock, pushing public banks to rely heavily on onvght borrowing to
meet their liquidity requirements.

Towards the end of the 1990s, concerns with Tuskgylblic
debt sustainability and rollover of its domestibtstock heightened,
especially after the reversal of capital flows tmeeging markets
following the 1998 Russian financial crisis. Thaabéishment of a
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stable three-party coalition and the massive 198@hquakes had
created a political environment favorable to thentzh of an IMF-
supported disinflation and reform program coveting period 2000-
2002. Moreover, the decision at the Helsinki Sunwhithe European
Council in 1999 to recognize Turkey as a candidateaccession
introduced a new perspective on constitutional lagdslative reforms
to meet the Copenhagen political criteria and cemgntary
guidelines for a wide-ranging alignment with the &tfjuis.

The IMF-supported 2000 program envisaged, for deion
purposes, a transitional crawling-peg exchange madggne (linking
predetermined exchange rate adjustments to inflattargets)
complemented by a currency board-type monetarymedbased on
changes in net foreign assets with strict limitsnehdomestic assets).
The program also entailed fiscal adjustment measarel a large
number of structural reform initiatives.

Against the background of largely unremoved stnadtu
weaknesses in the banking sector, the programedaarhigh risk of a
financial crisis in case of a sudden reversal ipitah flows, in
addition to the risk of a boom-and-bust cycle tgflicassociated with
exchange-rate based disinflation strategies. Thgram encountered
a severe liquidity crisis in November 2000 and aypdled in February
2001 after a sizeable loss of international researel sudden outflow
of capital, following a triggering event of a palal nature. The
domestic currency depreciated sharply after theamcement of the
termination of the crawling peg and the switch tiboating exchange
rate regime, bringing in its wake a host of balasiceet problems in
the banking and corporate sectors.

In response to the combined occurrence of the alaatcount
and banking crises of February 2001, the governnrgriduced a
new program in mid-2001. The program included aunsually tight
budgetary policy, and far-reaching structural measufor the
restructuring of the banking sector and rebalandimg economic
functions of the public sector, with a major emptgdaced on the
achievement of price stability through a new mornepmolicy regime,
granting instrument independence to the CentrakB&he post-crisis
policy framework gained additional concreteness dimhncial
support by adopting in February 2002 a new thres-yaand-by
arrangement with the IMF. Although the governmemigsv program
could not avert a deep recession in 2001, it patedway for an
unexpectedly-rapid output recovery in 2002, graguahproving
prospects for medium-run public debt dynamics.
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While Turkey's 2001 financial crisis had a numbef o
characteristics that were commonly observed in gimgr market
crises experienced elsewhere in the 1990s, theree \s&iking
differences in certain areas. Turkey’s crisis ogathin the context of
implementing an IMF-supported program, which inditesevere
criticisms of the design of the program frameworid dts timing
before addressing the fragilities in the bankingteym. Another
striking feature of the Turkish crisis was thatesulted in a much
steeper rise in net public debt (from 57 percen®&i in 2000 to 93
percent in 2001). The fiscal cost of the Turkishlkiag crisis incurred
in the process of bank-recapitalization was muaghdr (about 31
percent of 2001 GNP) than in most episodes expezitrlsewhere,
due to the realization of unusually large contingkabilities that
previously existed in the banking sector. Hence, thallenge of
public debt sustainability has been much strongerpost-crisis
Turkey, especially in the context of a monetaryigotrive towards
an inflation targeting regime. Furthermore, thehtigoudgetary
constraint imposed by the requirement of primamplsis generation
is likely to lead to conflicts in public expenditurallocation in
accommodating new spending on the adoption andeimghtation of
the EU acquis in the accession process.

The general observations presented in this intrii@lugoint to
the crucial importance of fiscal consolidation guublic sector reform
in Turkey, which were not adequately addressechén1990s at the
cost of a depressed trend of GNP growth, persistélattion and a
legacy of a high public debt burden that requirg@sfpl adjustment in
the early 2000s. Against the backdrop of thesedhictory remarks,
the remainder of the paper aims to provide anpnétive review and
assessment of main trends and selected issues rkeyls public
finances, with a particular emphasis on the linkagdth the fiscal
aspects of Turkey’s pre-accession preparationsiew of the next
stage of its EU candidature.

The remaining part of the paper is organized arotive
additional sections. Section 2 reviews the key elas of the
macroeconomic context for public finances beford after the 2001
crisis. Section 3 presents an overview of fiscdigators and public
debt accumulation from 1997 to 2002 after a digoussf the major
components of Turkey's public sector and the neasize of its
general government in comparison with the EU awesag
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Against the backdrop of some general observationdiszal
sustainability in the EU context, Section 4 evatgahe medium-term
outlook for public debt reduction under alternatiseenarios and
provides a descriptive analysis of the changing mmsition of fiscal
adjustment in the 1990s and early 2000s. The nealesissessments
in Section 3 underscore the policy concerns arisiogn Turkey's
heavy reliance on the revenue-based fiscal adjudtpestterns in the
early 2000s in the light of recent cross-countadsts that suggest the
relative durability of expenditure-based fiscal solidations. The
analysis of debt dynamics brings out the strongisigity of the speed
of reduction in debt ratios to possible variatiomswo key variables,
namely the primary balances and effective realaneinterest rates,
underlining the critical importance of credibilityn program
implementation while also pointing to the potentisks associated
with the real exchange rate movements in the Thrldsonomy,
especially after the massive real appreciation eapeed in 2003.
Section 5 concludes by recapitulating the key fisglicy
implications of the study.

2. Macroeconomic environment and public finances:
Key trends before and after the 2001 crisis

2.1. Macroeconomic background
2.1.1. The legacy of the 1980s

Turkey's economic performance in the 1980s was ethiky a
rapid export-oriented response to the external debis encountered
in the late 1970s, which had forced a major chamg¢he trade
regime. The latter was characterized by the remo¥ajuantitative
restrictions on imports, gradual reduction of intpdariffs and
significantly increased export incentives that wesgpported by
sustained real devaluations and a substantial rdech domestic
absorption. The trade reform process was complesdehy price
liberalization in industrial product markets as wa$ by financial
sector liberalization that entailed a gradual opgnin the capital
account after allowing domestic residents in 1984open foreign-
currency denominated bank deposits and subsequeathoving
restrictions on domestic banks to engage in foreexthange
transactions.

The flip side of the coin in Turkey's post-1980 exporiented
and increasingly market-based recovery from iterme debt crisis
was marked, however, by a number of unfavorabléufes. The
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sustained policy of real exchange rate depreciatiegre validated by
a sizeable decline in real wages and cuts in sigsstd farmers. The
increase in government saving was essentially eegad by reduced
real wages of public sector workers and increasatiprices of state-
owned enterprises (SOEs), which yielded a subsiasburce of
revenue (in the form of operating surplus) from tB®E sector
(Celasun and Rodrik, 1989). Similar real wage tsewere observed
in the private sector, which had to cope with noltychigher import
costs but also higher real interest rates. The-p@80 shifts in the
wage-price structure resulted in rising income usidy, which did
not immediately lead to political conflicts, becaws the military rule
in 1980-83 and subsequently by arrangements thictisely
constrained political competition until the 198%geal elections.

Besides the distributional deterioration, the 1988s featured a
highly criticized policy tendency towards setting & large number of
extra-budgetary government funds. The funds impairescal
discipline, blurred transparency in public accouaitsl opened the
way for ad hoc and frequently changed policy measthiat hampered
the credibility of policy-makers as much as theddrdity of the new
policies. The institutional issues of establishapgpropriate regulatory
frameworks were not adequately addressed. The legals of
privatization remained unclear and therefore wdgesti to numerous
challenges in the courts.

In sum, the legacy of the 1980s had mixed chaiattes. While
public debt ratios remained low (net public delatusd 29% of GDP
in 1990) and the outward-oriented and market-basednomic
recovery from the debt crisis was particularly iegsive by cross-
country standards, the adverse characteristicsided mainly the
incomplete nature of inflation stabilization (e.gn average of 66 %
annual CPI inflation rate in 1988-89), much moresquml income
distribution and weak governance in the public aecallowing a
large scope for discretionary policy actions in thevernment's
overall economic management.

2.1.2. Aggregate economic performance in the 1990s

Against the background of considerable success wadlke
opening and related liberalization measures in 1880s, a major
policy decision was made in 1989-90 to adopt fudhwertibility
(Article VIII status of the IMF) in the external pigal account,
notwithstanding the missing elements of a prudevitch to capital
account liberalization, most importantly in the aref effective
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regulatory and supervisory frameworks for the fiiah sector.

Although the stated general objective of the nelicpoegime was to
allow the domestic economy to derive a much grebgarefit from

globally mobile capital flows, a more immediate ipglinterest was
attached to easing the financing constraint on dtimeutput growth
by allowing for higher net capital inflows, and reocimportantly to
provide a greater scope for debt-financed publengdpg to reverse
the unfavorable trends in income distribution in gcreasingly
contestable political environment after the 1988ctbns (Celasun
and Rodrik, 1989).

Despite the absence of domestic macroeconomic ligtabi
private capital flows responded favorably to Turkefull financial
opening, but mainly with short-term maturities. iiew of Turkey’s
weak public finances, chronic inflation, highly atle financial
environment and lack of sufficient policy credityli capital account
transactions became increasingly dominated by sbort flows,
producing a growth process highly vulnerable todsud stops or
reversals in net capital inflows (Figure 1). Theitable econometric
evidence suggests that the uncovered Treasuriatallest differential
was the most significant “pull” factor of Turkeytspital flows rather
than “growth opportunities in the economy” durin@d0-97 (Celasun
et al., 1999). Favorable borrowing conditions (mainly lre tform of
low interest rates) in global markets also impa@ecaxternal “push”
factors behind the observed portfolio flows in samtervening years
(e.g., 1996-97). The relative role of foreign direlmvestment
remained minimal in resource inflows in the absemtestable
financial and institutional conditions that are doaive to risk-taking
in longer-term physical capital formation.

By cross-country standards for emerging econoriieskey had
a very high volatility of GNP growth in the 1990s measured by the
standard deviation of its annual growth rate, whies 5.9 percent. In
addition, while the average yearly inflation ratee@sured by the
GNP deflator) increased from 46 percent in 1981eB93 percent in
1990-99, the average annual GNP growth rate detlinem 5.4
percent to 3.8 percent in these two successiveggrrespectively. In
the boom years during the 1990s, the capital adcsunpluses were
generally higher than the current account deficitshe balance of
payments. The broadly observed boom and bust cyelese
associated with the rise and fall of real excharajes and reverse
movements in interest rates. In the 1990s, the gdwain net capital
inflows and financial variables together with higind unstable
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inflation have been identified as significant deterants of the short-
term dynamics of private expenditures (especialbyysumer durables
and machinery and equipment component of privatesiment) that
underpinned the increased volatility of output gitov{Celasuret al.,
1999).

Figure 1
GNP Growth Rate (%) and Capital Inflows ($ Billion)
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A noteworthy characteristic of real sector perfonce in the
1990s was the sluggish growth contribution of gsishare of
investment in GNP (from 21.5 percent in the 198084.2 percent in
the 1990sj).At the economy-wide level, the growth contributmirthe
rise in the GNP share of total fixed investment wesdently
constrained by the adversely affected productieftgapital stock due
to the underutilization of output capacities in teeession years of the
volatile growth period. Moreover, the observed tsimfthe allocation
of total investment towards activities that havghhicapital-output
ratios (particularly, the housing and real estaie®s) also implied a
decline in the marginal productivity of capitaltimee aggregate growth
process. From 1990 to 1997, the housing sectoeatsorbed about
34 percent of the total (or 43 percent of priveigg¢d investment,

2 A related development was the rise in the redatihare of private sector in
total fixed investment from 58 percent in the 198Dsearly 75 percent in the
1990s. These trends suggest that the physical tirgain” effect of public
investments (which have been mainly in infrastrtetgectors) had lost its
strength in the 1990s, whereas the public defieitsled to exert a “crowding-
out” effect on private investment through the fioml and inflation channels,
particularly in the short-run.
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while its share in GDP had averaged around 3.4eper®uring the
same period, the share of manufacturing (whiclinésrhost dynamic
and export-producing sector of the economy) inl titad investment
was 19.8 percent, and in GDP nearly 22 percent.

On the supply side, another unfavorable trend waslitnited
growth contribution of labor, predominantly empldyaen low
productivity sectors such as agriculture, constoacand services. A
sources of growth analysis for the aggregate ecgrairows that the
relative contributions of capital accumulation, dabuse and total
factor productivity growth to the GDP increase otlee 1990-2000
period (about 4.1 percent per year) were 73.2, 4 9.5 percent,
respectively.

Against the background of its external debt staskng from
41.7 billion USD in 1989 to 84.2 billion in 1997 cafurther to 131.5
billion in 2001, the observed patterns of Turkepast-1990 GDP
growth experience point to the rather unsatisfgctaature of
aggregate benefits that have been derived fronraliized capital
flows in an environment of macro-instability and olenged
distortions in resource allocation.

2.2. The post-1990 policy developments
2.2.1. Main characteristics of macroeconomic pokpysodes

Under the open capital account, the governmentsladsd
exchange rate arrangement was the managed flaateeghich was
used with varying nuances over time until the adwoptof an
exchange-rate based disinflation program in DecemB89. In the
post-1990 period a number of policy episodes magtitberentiated to
underline the major changes observed in the macnoesic
environment and provide context for the analysisisfal adjustment
patterns in Section 4.

¢ The 1990-93 episode was a foreign-financed booriogéexcept
the recession year 1991 after the Gulf War 1) withrsening

macroeconomic  fundamentals, involving a  progressive

overvaluation of the domestic currency, large fispaimary
deficits and widened current account imbalances Pphimary
source of vulnerabilities was in the public sectmising mainly
from the real wage hikes for government workersakeaed
financial performance of state enterprises andritiag interest
burden on public finance. The conduct of monetaslicg was
erratic with a frequent recourse to Central Bankaades in
financing public deficits. The buildup of officifbreign currency
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reserves was insufficient to cope with possibleckboon the
capital account.

The 1994-95 period was an episode of currency scresid

incomplete adjustment. The 1994 crisis was prexdigpit by a
sudden outflow of capital triggered by the loss iofestor

confidence in the government’s debt managemerteglyafter the
cancellation of Treasury bond auctions, which dggha possible
rise in monetary financing of deficits and higheflation. The

1994 crisis was characterized by a sharp curreregyrediation
(nearly 100 percent nominal increase in TL/$ ratkighly

destabilized financial markets, a steep fall inl iwages and a
contraction of GNP by 6.1 percent. The crisis wddrassed by a
stabilization program (April 1994) with the suppat an IMF

stand-by arrangement, which attached a high pyidat budget
correction and structural adjustment in the pubBector,

particularly to the SOE reform and privatizationo Testore
confidence in the financial system, a 100 percentng deposit
insurance scheme was introduced, opening the wagxoessive
risk taking (or moral hazard) in the banking secihe size of
fiscal adjustment in 1994-95 was substantial, buelied heavily
on cuts in public wages and public investment, Wigmved not to
be durable thereafter. Program implementation wesatkafter the
resumption of external borrowing in 1995 and wasthier

disrupted by political instability in late 1995.

Following a rebound in 1995, real GNP growth comia strongly
(at around 7.5 to 8 percent per year) in 1996-@8ulting in

another boom episode associated with the retucapital flows at
much higher real interest rates in a highly inflatiry setting. This
episode is also marked by the introduction of thist@ns Union
with the EU in early 1996, entailing considerabégluction in

import taxes. The so-called luggage trade withftihmer centrally
planned economies in the region contributed paditito the

balance of payments. The notable improvement icafiprimary

balance in 1994-95 lost its strength in 1996-9%yédner, and large
increases in government’s interest payments cooldea offset by
primary surpluses. While the Central Bank financiofgpublic

deficits was reduced and eventually eliminated987], net foreign
borrowing of the government turned negative, ré@sglin a large
rise in domestic borrowing at high interest ratBsiring this

subperiod, private banks began to accumulate laaddings of

nominal (non-indexed) public domestic debt fundexhuily by

short-term external debt and repos in the domeastiket with a
rapid expansion of off-budget transactions.
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The 1998-99 period was marked primarily by fall@dlP growth
rates, rapidly worsening public sector debt dynamand an
increase in the government’s contingent liabiliteegsing mainly
from the banking sector vulnerabilities. A new &bkmonetary
policy framework was adopted in 1998, but its deffemess was
rapidly eroded by adverse developments in extefim@ncial
markets (after the Russian default in August 1998 domestic
earthquake shocks in 1999. Nonetheless, importétep of
legislation were enacted in 1998-99 in the areasoofal security
reform, provision of international arbitration ofisdutes over
foreign direct investment and issuance of taxpayenbers as part
of the drive to strengthen tax administration.

The 2000-02 period was marked by another boomijscrésd
adjustment cycle with important differences frome tlearlier
experiences. The distinguishing characteristicsthef 2000- 02
period include, among other specific features,laiuely stronger
political commitment to disinflation and reform, mo
comprehensive and sustained support from the IMdé \Aforld
Bank, and the highly complementary policy impacTofkey’'s EU
accession perspective, which acquired a more ctenfoem after
the European Council of December 1999 decided‘Thakey is a
candidate state destined to join the Union on #masbof the same
criteria applied to the other candidate States.tather unique
aspect of the 2000-02 experience is that Turkeyowamered a
severe financial crisis in February 2001 while @asnmplementing
a program under an IMF stand-by arrangement, wiicluded
detailed macroeconomic guidelines for inflationbgtaation as
well as wide-ranging structural conditions.

2.2.2. The exchange - rate based disinflation progr2001
crisis and response

Under a new three-party coalition government forraéidr the

April 1999 general elections, an exchange-rate dased IMF-
supported disinflation program was launched in Ddwer 1999,
covering the period from 2000 to 2002. This progré&mmmally
announced a pre-determined schedule of monthly mami
devaluations of the domestic currency against a@idarcurrency
basket over an 18 month period, and an orderlyweitit a gradually
widening exchange rate band thereafter. The monetamponent of
the program was a currency-board like arrangeméhtavstrict limit
on Central Bank's net domestic assets. To suppwet rtominal
exchange rate anchor, forward-looking wage andcepridexation was
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envisaged for the public sector. Structural condgiof the IMF were
numerous and primarily aimed to support medium-tefiscal
adjustment, including highly optimistic privatizasi plans.

In its earlier stages, the December 1999 programed to have
succeeded in lowering nominal interest rates on bhemd issues by
the government, but it also resulted in real exgbamte appreciation,
which became more apparent in late 2000. As obddrvenost other
exchange-rate based disinflation episodes elsewttBee program
eventually produced a consumption-led boom anddenéd current
account deficit in 2000 (about 5 percent of GNR)] @nhanced the
previously unaddressed balance-sheet vulnerabiliiethe banking
sector, mainly in the form of open foreign exchamgsitions and
large exposures to interest rate and maturity nskmost private
banks, and liquidity risk in public banks. The bisgkregulation and
supervision authority (BRSA) had a late start i; dperations in
August 2000, but it was not well-prepared to cofth wnviable banks
in the system. In November 2000, a mid-sized bargwernight
funding difficulties spread to other banks and téa liquidity crisis,
resulting in excessively high interest rates. Tiharfcial turbulence in
money markets was calmed down by the additiongbauparranged
by the IMF from its supplementary reserve facilitylate December
2000.

Against the backdrop of growing anxiety about thstainability
of the pre-determined exchange rate path afterNdreember 2000
experience, a political event —namely, a publiayaunced dispute
between the President and Prime Minister— triggesecgudden
outflow of capital on February 19, 2001. The owtfleesulted in huge
losses of official reserves (despite the astrononsie in overnight
interest rates to levels exceeding 6000 percemg)etventual collapse
of the crawling peg policy, and a switch to a fiogtregime (on
February 21, 2001) that opened the way for uneepctsharp
depreciation of the domestic currency in the ergpwreks. This was
a “twin” crisis both in the external and bankingctess, which
produced a severe contraction of output and empoynm 2001.
Both the financial and real sectors were confrontadth
unprecedented balance-sheet problems (involvingtanbal losses of
net worth), requiring an effective combination adntestic policy
response, market-based solutions and strong ini@naa support.

The domestic policy response to the twin crisis thasadoption
of a revised program framework in May 2001, titf#erogram of
Transition to a Stronger Economy.” The program catteah policy-
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makers to a more focused process of fiscal adjugtecembined with
a number of structural changes in the public seabatuding in the
initial stages the removal of off-budget subsidy hesues,
improvements in public debt management and ingiitubf new
regulatory arrangements for key markets. To addthesbanking
crisis, a large-scale program was put into effeor fbank
recapitalization and restructuring, the total costwhich has been
estimated to be around 31 percent of GNP in 20BQD, 2002).

In this context, a number of insolvent private bmankere
transferred to the receivership of the Saving Dieparsd Insurance
Fund (SDIF), which is an institutional setup toulidate insolvent
banks. It has taken over a total of 20 non-vialdaks from 1997 to
mid-2003. A restructuring plan was put into effextthe public banks
in conjunction with a major policy decision to elimate political
interference in their management and provide buadlget
appropriations before they are directed to embapgonu non-
commercial operations that involve financial lossés resolve the
non-performing loan problem in the banking sectomarket-based
arrangement (Istanbul approach) was institutedvtuntary work-
outs by the involved parties with the support @ government.

In the new program framework, the Central Bank wemted
instrument-independence by a new law that enablegtice stability
objective to be accorded the highest priority imetary policy. In the
medium-term, the Central Bank aims to introducemnél inflation
targeting framework after the establishment of sufpe conditions
in the fiscal sector. In the interim period, then@al Bank has adopted
an implicit inflation targeting approach, which pues base money
targets consistent with the inflation projectiomnily set with the
government and heavily uses short-term interessras a key policy
instrument. The new legislation for the Central Baan important
step in the alignment with the EMU acquis, whiclguiees full
independence of the Central Bank in setting thiatioh target as well
as in the choice of monetary policy instruments.

The government’s post-crisis program continuedeiceive the
support of the IMF and the World Bank, especiaftgrathe events of
September 1, 2001, with a renewed IMF stand-by arrangement
covering the 2002-2004 period. While the fall inmdEstic output
could not be halted in 2001, the new program haxeded in
restoring confidence in the country’s capacity ésume economic
recovery and regain control over inflation in 2002.
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Table 1
Macroeconomic Indicators, 1997-2002

1997 1998 1999 2000 2001 2002

A. Annual, percent

Real growth
GNP 83 3.9 -6.1 6.3 -9.5 6.5
Domestic 8.9 11 -4.0 9.1 -16.9 9.7
expenditure
GNP deflator 812 753 558 509 553 439
Unemployment ratio
Total 6.7 7.0 7.7 6.6 85 106
Urban 9.7 103 113 88 115 143

B. Index (1995=100)
Real exchange rdte

CPI based 116 121 127 148 116 126

WPI based 111 108 109 118 107 118
Real labor cost

Public 102 102 139 168 149 128

Private 110 129 148 168 138 130

C. Percent of GNP
Trade orientation
Exports, goods 241 238 230 239 341 282
and services
Imports, goods 298 272 266 313 317 306
and services

Fixed investment 26.3 243 221 228 19.0 17.3
Domestic saving 21.3 227 212 182 174 16.6
Stock of financial 599 63.3 859 79.1 1351 106.5
assets
Deposits, TL+FX 36.0 374 51.0 445 594 47.0
Gov. Securities 20.7 22.2 29.8 29.1 69.7 54.8
Private Securities 3.2 37 51 5.5 6.0 4.7
Domestic credit, net 24.0 20.5 21.4 21.7 19.3 12.8
External debt 43.3 46.8 549 58.9 789 72.8
D. Bilion US $
FDI inflows, net 0.8 0.9 0.8 1.0 3.3 0.6
External debt stock 84.2 96.4 103.0 118.7 113.8 131.4
Short-term 17.7 20.8 229 283 16.2 15.2
Medium and 66,5 73.6 80.1 904 976 116.4
long-term
External debt to
Multilateral org. 8.0 8.0 78 114 221 30.9
Central Bank 184 19.7 231 222 18.8 26.8

reserves, gross

a/ An increase designates an appreciation.
Source: Processed from State Planning Organization {SP@ Central Bank databases.
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Table 1 gives a summary list of macroeconomic iaftics for
the turbulent period from 1997 to 2002, leaving fresentation of
fiscal data to Section 3 for a more detailed cagrsition. The selected
indicators shown on Table 1 underscore the dedlineconomic
activity and the rising external debt stock in 1888 a consumption-
led and foreign-financed boom in 2000; a severetraotion of
domestic expenditure and real GNP together withapsfall in the
short-term external debt stock in 2001 (also cheraed by a
significant response of exports to real exchangge depreciation and
slack demand in the domestic market); and a notaéte of output
recovery and inflation reduction in 2002, with atfer rise, however,
in unemployment despite the declining trend in tebbr costs. The
end-year rate of CPI inflation came down from g&%cent in 2001 to
29.7 percent in 2002.

The output recovery in 2002 is also marked by aced ratio of
domestic credit to GNP, which may be viewed asraiirect sign of
the important position of the small and medium-se@erprises
(SMES) in the economy, since the SMEs rely moretlmir own
financing than large enterprises. While the SMEsisttute a
relatively more flexible segment of the productsextor, their strong
presence is also a source of fiscal difficultieshey are more inclined
towards evading direct tax and social security gaions,
necessitating a greater reliance on indirect takediin fiscal
adjustment. Another noteworthy development duringrk@y’s
disinflation episode relates to the rising share rmotiltilateral
organizations (mainly, the IMF and World Bank) iarkey’s external
debt stock from 7.6 percent in 1999 to 9.6 perae2000 and further
to 23.5 percent in 2002. The external financial psup from the
multilaterals had certainly facilitated the absamptof the huge fiscal
cost of bank recapitalization, and enabled the @eBiank to proceed
with reserve money targeting in the post-crisisiquer With the
benefit of hindsight, it may be noted that a bagkisector
restructuring program before embarking upon a RKighisky
disinflation strategy might have been less burderwesofor all
concerned, including the IMF.

After the November 2002 general elections, the peéatmed
majority government continued to implement the e8ak
components of the post-crisis program with minordifications in
budgetary applications, including a controversat amnesty plan.
The trends of output recovery and inflation reduetcontinued in
2003, while the progressive real appreciation o frurkish lira
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produced mixed signals, with unfavorable implicasidor the trade
balance and external competitiveness, and favoraflects on
disinflation as well as the reduction in the GNR+ghof central
government gross debt, a significant portion of alh{about 53.5
percent in 2002) was denominated in or indexeateidn exchange.
Program implementation in 2003 received a considerboost from
the strengthened EU accession perspective afteDéoember 2003
European Council in Helsinki, and subsequent damésgislative
reforms enacted mainly to meet the Copenhagengadldriteria.

In reviewing Turkey's post-1990 macroeconomic epesy
particular interest is attached to the nature obwic inflation process
and the changing role of monetary policy over tilBefore the 1994
crisis, inflation was driven, to a considerableeaxt by the partial
monetary financing of budget deficits. Deficit mtination was
gradually eliminated in 1995-97, but inflationarypectations had
become rigid and were generally accommodated byassiye
monetary policy stance that was mainly concernetth wie relative
stability of financial markets to facilitate bonthdncing of public
deficits and the rollover of the mainly short-terdomestic cash-debt
stock. In the absence of sufficiently large andtained primary
surpluses to limit public debt accumulation durirf§95-99, monetary
policy was still operating under fiscal dominanoethe sense that it
could not be conducted independently of fiscal m®rations. The
monetary policy concern with the management of ipubdébt also
played a role in accommodating devaluation expiectstbuilt in
nominal interest rates. Consequently, capital m@ttracted by high
domestic interest rates resulted in sizable resapeeimulation and
monetary expansion, against a backdrop of limitelkicy inclination
for sterilization. The monetary expansion led tghhinflation and
large shares of nominal interest payments in thexadlvpublic sector
borrowing requirement. In this context, nominal lexcge rate
movements gained critical importance in price-ssttand savers’
decisions in the product and asset markets.

Such background factors behind high inflation amatssning
debt dynamics had evidently induced policy-makersadopt a pre-
announced path of nominal exchange rate as an arichadhe
December 1999 disinflation program, which was thgoally
expected to produce favorable outcomes (withousiogua boom and
recession cycle) under perfect credibility (Calval a/égh, 1999). It
was presumed that this strategy would be bolsténeda partial
transition to forward-looking indexation in the pigbsector, budget
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correction measures and credibility enhancing refor However,
against the background of unaddressed vulneraiiliti the banking
sector, large prospective government deficits isecaf program
failure, limited flexibility in monetary policy, ahrapidly widening
trade imbalances, this disinflation strategy baekfi with a
credibility-eroding political event on February™.®001, despite the
supportive market sentiment observed in the eapisses of the
program.

More recent empirical research on Turkey’s inflatiprocess
suggests that the inertial component of inflatioms hbeen on a
declining trend and expectations of future inflatibave become
relatively more important than past inflation sin2800 (Celasun,
Gelos, and Prati, 2004). Furthermore, the reces¢areh provides
formal evidence that fiscal variables (such as arnimbalances,
changes in nominal debt and expectations aboutrefutiscal
performance) play a significant role in the forroatiof inflation
expectations, which is a particularly relevant essar the Turkish
economy with high public debt ratios after the 20€isis. The
implication is that a successful disinflation preg@equires a credible
fiscal adjustment that can promote fiscal debt anability. The
related issues are analyzed in Section 4 aftevarview of Turkey’'s
public sector coverage and fiscal accounts in 8e@i

3. Turkey’s public sector and fiscal indicators

Although the issues of budgetary adjustment andalfis
sustainability are of central importance for Turkesnacroeconomic
stabilization and reform process, the authoritégehadopted different
presentations of fiscal accounts for different fiomal purposes,
which render an orderly monitoring and assessmentfiszal
developments rather cumbersome. Hence, a briefusign of
different coverages of fiscal presentations seemasfull before
proceeding to the review of fiscal indicators ire ttate 1990s and
early 2000s.

3.1. The coverage and size of the public sector
3.1.1. Different presentations of public balances

The public sector in Turkey has two segments: thaetnl
government and state-owned enterprises (SOEs). géeeral
government comprises the central government, extigétary funds,
revolving funds, local administrations, three sbciaecurity
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institutions and the unemployment insurance fundturn, the SOE
segment of the public sector has two componemtantiial SOEs and
non-financial SOEs (Table 2, Panel A). Before tid®1 crisis, the
financial SOEs included three major state bankschwvivere reduced
to two in the post-crisis bank restructuring preces

For legislative scrutiny and vote, the central gaweent budget
is prepared by the Ministry of Finance on an annbasis and
submitted to the Parliament by the Council of Miaiis as the basic
fiscal policy document, which is referred to asrisolidated budget”
in official Turkish nomenclature. The main aggregaof the central
government budget are determined within the maoma&wic
framework of the government’s annual program pregdny the State
Planning Organization (SPO). As part of their macomomic
framework, the annual programs present a broadrurpi of public
accounts so as to incorporate all public sectorpmmants (including
the SOESs) outside the central government budget.

The SPO version of public accounts provide annsiinates of
the total primary balance of the public sector &dl w&s total public
sector borrowing requirement (PSBR), which is thestrprominent
measure of the overall fiscal balance used in tbmestic policy
debate. The PSBR estimated by the SPO (jointly with Treasury)
does not explicitly include the annual flows of amgpduty losses of
the state banks; and the underlying interest paisreme treated on a
cash basis. In the SPO public accounts, the badawfcgocial security
institutions and the unemployment insurance furdsammed up and
reported on the revenue side as a “social fundi,itevhich is
measured before budgetary transfers. The latteseptation is quite
important to bear in mind in the evaluation of ttemposition of
fiscal adjustment, which invites attention to theowing social
security deficits in Turkey in spite of the partraforms introduced in
the late 1990s, as also emphasized further in @edti In the earlier
periods when the SOEs and extrabudgetary funds netxtvely more
significant, the SPO annual programs were the utyrce of
information on public sector finances, coveringmadljor subsectors.

For purposes of monitoring and policy evaluatitw post-1999
IMF stand-by arrangements have adopted the IMF'3 definition of
the “consolidated public sector accounts,” whicherahe subsectors
of the general government (excluding revolving feitmfore 2002),
major non-financial SOEs (eight in 2000), the calnbank profit-loss
account and primary expenditure component of giissi activities
carried out by financial SOEs on behalf haf tentral government
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Table 2
Turkey's Public Sector: Coverage and Size

A. PUBLIC SECTOR

General government
Central government budget agencies
Extra-budgetary funds / revolving funds
Local administrations
Social security institutions

State-owned enterprises (SOES)
Non-financial / financial

2000 (% GNP)

Revenue Primary Primary PSBR
Expenditure Balance

B. COVERAGE
Central government 26.4 21.1 5.3 -10.9
General government 41.2 34.2 7.0 -9.8
Public sector (SPO) 30.4 24.8 5.6 -11.9
Consolidated public sector (IMF) 2.3 -19.6
2000 2002
C. NATIONAL ACCOUNTS (%GNP)
Public sector final expenditure 19.3 18.7
Consumption 12.4 12.9
Fixed investmefit 6.9 5.9
Inventory changes 0.1 -0.1
Gov. services value added 10.1 10.2

SOE value added

a/ The final expenditure of local administratiovess 3.1 percent of GNP

b/ Includes SOE fixed investment (1.8 % and 1.B1#000 and 2002, respectively),

¢/ SOE share in GDP measured at factor cast,udixg indirect taxes.

Source : Own elaboration mainly based on SPO #8. (2002) data for SOE value added.

(namely, the non-interest component of annual flofvsinpaid duty
losses of state banks) (see also the definitionghan technical
memoranda of understanding attached to documeepapd for IMF
stand-by arrangements). The IMF version of the afisprimary
balance makes adjustments on official primary bzdaestimates by
the amount of interest receipts (and the centrak lmofit transfers)
included as revenues in the subsector accountselfMF documents
on Turkey, the primary balances outside the cemoaernment are
reported after budgetary transfers, which obscausector primary
deficits before budgetary transfers (see, e.g., [RIB2a: 42).
Furthermore, the IMF programs adopt the concephef debt”
of the public sector, which incorporates the statkunpaid duty



234 Merih CELASUN

losses of state banks while deducting the congdelidlpublic sector’s
financial assets (mainly, the central bank nettassed public sector’s
bank deposits) from gross public debt. The netiputiébt concept
provides a consistent basis for the inclusion @jréerage revenue in
analyzing the sources of change in debt stockstawer

Starting from 2001, Turkey has been submittingie European
Commission its “Pre-Accession Economic ProgrammBg&Pg),”
which adopt the coverage of general governmentuilip finance
projections. The macroeconomic and fiscal framewarkthe PEPs
are prepared under the coordination of the SPwoalgh the general
government accounts reported in the PEPs broadifooa with the
EU methodology (ESA 95 system of economic accourftgther
adjustments are made to government deficits ircéfisotifications,”
involving mainly the corrections for the recordiofjtransactions on
an accrual basis and including the duty losses tatie sbanks as
economic transfers from the budget. The annual P&RE fiscal
notifications are two important components of thee-accession
surveillance procedure designed for the EU candidatuntries in
order to familiarize them with the relevant EU nuetblogies for
budgetary policy assessments in a comparative xoritethe PEPs,
the analysis of debt sustainability is based on tpeneral
government’s gross debt stock (in line with thetadinition adopted
by the Maastricht criteria), which largely consisfghe gross debt of
the central government. The aggregate estimates gemeral
government accounts are available from 1999 onwastiéch is a
drawback for the historical assessment of fiscalsithent patterns.

A brief comparison of the underlying characterstid different
sets of public accounts and balances reveal thoggspof particular
interest. First, the gradually changing focus etédil policy from the
central government to general government with @elarsectoral
coverage is a positive development as the relatiyp®rtance of local
administrations and social security institutiondl Wwe increasing in
the medium- and long-term. Second, the SPO versiompublic
accounts provides internally consistent estimateshe aggregate
primary balance, but the underlying revenue andeedijture flows
may not be measured properly. Third, the IMF presgt@m of public
balances seems to rest on more appropriate concegigpenditure
and revenue flows, but the underlying methodology measurement
details have not been sufficiently documented dadfied for a wider
policy debate. As expected, the IMF measure of @rynbalance is
smaller than other measures, mainly because ofdarvdoverage of
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primary expenditures (including flows of unpaid yllbsses in state
banks) and corrections made for interest-rateadlaéms in revenues
and expenditures (Table 2, Panel B). Finally, idtd be noted that
privatization proceeds are separately shown inSIB® presentations
of public balances and in the PEPs.

To show the aggregate size of Turkey’s total pubkctor in
national accounts, Panel C on Table 2 gives estsnat the GNP
shares of public final expenditure and governmeswvises value
added. In terms of national accounting (SNA68) epts, Turkey’s
public consumption share in GNP (12.3 percent if020s about the
same as the upper middle-income country averagdemsdthan the
world average (15 percent in 1999) (World Bank 2001 2000, the
public sector fixed investment was 6.9 percent bfPGof which the
general government and SOE fixed investments w&gdrcent and
2.3 percent of GNP, respectively. In the aftermaththe financial
crisis, fixed investment in public and private sest declined
significantly in real terms, bringing the sharetbé economy-wide
gross investment in GNP from 22.8 percent in 2@00%.4 percent in
2002 (as shown previously on Table 1).

3.1.2. The relative position of the SOEs in theneocy

Historically, the SOEs played a significant role Turkey's
development process, but their contributions tou&aladded,
employment and fixed investment were on a declirtregqd in the
1990s. The aggregate SOE share in GDP gradualigasad from 7.5
percent in 1996 to 6.0 percent in 2000, while fiare in economy-
wide total employment remained around 2.5 percarhd that period
(Table 2, Panel D). In 2000, the SOE shares inosa&icvalue added
(measured at factor cost, excluding indirect taxes)e 0.3 percent in
agriculture, 8 percent in manufacturing, 27.1 petrda energy and
mining, 13.7 percent in transport and communicati@nd about 3.3
percent in other commercial services. The obsededine in the
relative position of the SOE sector is largelyibtitable to the more
rapid growth of the private sector rather than tosignificant
privatization effort in the 1990s. From 1986 to 2p0@umulative
privatization revenue was US$ 8.1 billion, exclgdidS$ 3.5 billion
of revenue from the sales of GSM licenses. Pria#itn proceeds had
averaged around 0.7 percent of GNP per year da88g-2002.

The general decline in the SOE shares in total uwwugnd
employment does not necessarily imply that the 8$@dncial deficits
have also been on a declining path. The overall SiD&ncial
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performance has generally been highly sensitivat@tions in wage,
price and subsidy policies, which reflect changethe government’s
stance on income redistribution and other non-coroiale policy
objectives (Celasun and Arslan, 1995). The tramsifrom financial
repression to financial liberalization has also acted adversely on
the SOE finances through higher real cost of maoketowing. The
borrowing requirements of the non-financial SOEsengigh in the
early 1990s, decreased in the mid-1990s after@8d turrency crisis,
but increased again in the late 1990s.

The aggregate SOE deficits as measured before taugge
transfers reached the level of 3.0 percent of GNB999 and 2000,
mainly in response to the populist wage and praeies adopted by
the government (SPO, 2002, p. 76). In the meantameemphasized
earlier, the government was also running quaséafisteficits in the
form of uncompensated duty losses in major stat&kdyavhich were
not explicitly recognized in the official presemteis of public deficit
and debt data before 2001. In the aftermath oR@® crisis, the total
deficit of the non-financial SOEs was put once agai a decreasing
path mainly through price hikes and real wage riadns, while the
guasi-fiscal operations were largely eliminated fsw budgetary
arrangements. Recognizing the limitations of aalytrwage-price
adjustments to contain SOE deficits, SOE reform pridatization
have been at the center of structural adjustmentonly to enhance
efficiency but also to ensure a durable fiscal stent in the Turkish
economy.

3.1.3. The size of the general government: Compangth the
EU averages

Turkey’'s public sector is often regarded as togdaeither by
cross-country standards or relative to both cureEgddtmembers and
newly acceeding five central and eastern Europeantdes (CEEC-
5).2 The relative size of Turkey’s public sector (extthg SOES) is
large, if measured by the share of general govemhmependiture in
GDP (around 55 percent in 2002). This is a muclmdrdigure than
the EU-15 average of 47.7 percent and Euro-12 (Brea) average of
48.3 percent (Table 3). However, if interest paytaare excluded,
the GDP share of general government primary expeamdis about 36
percent for Turkey, 44 percent for the EU-15, 4gefcent for the
Euro-12 and 42 percent in the CEEC5 area (IMF, BO@2151). In

% The CEEC-5 consists of Poland, Hungary, Czech Rap@ibvakia, Romania.
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the medium-term, it is unlikely that Turkey will lable to increase the
relative size of its general government in termprahary expenditure
share in GDP, because of the overriding concerh thi¢ reduction of
public debt burden, which requires continued efforyenerate sizable
primary surpluses.

The indicators shown in Table 3 also draw attentoothe lower
direct tax revenue and social security contribigigas percent of
GDP) in Turkey as compared to the EU averages. i@emsg the
uneven distribution of direct taxes and high taxdgeson gross labor
costs, a key challenge for Turkey appears to liwdaden the base for
tax revenue and social security contributions tghoa more rigorous
policy effort to reduce the size and scope of thegistered economy,
which would serve the efficiency and equity objeeti under a
stronger orientation for employment creation.

Table 3
General Government Size: Turkey and EU, 2002G(OP)

Turkey EU-15 Euro-12

Total expenditure 55.1 474 48.3
Interest payments 19.4 3.4 3.7
Primary expenditure 35.7 44.0 44.7

Total revenue 41.9 45.5 46.1
Tax revenue 24.2 27.2 25.8
Non-tax revenue 10.6 4.1 4.3
Social security contributions ~ 6.° 14.2 16.0
Privatization proceeds 0.2

Primary balance 6.2 15 1.4

Overall balance -13.2 -1.9 -2.3

Memo items :

Taxes
Direct taxes 8.1 13.3 12.2
Indirect taxes 15.6 13.6 13.4
Capital taxes 0.5 0.3 0.2

General government investment 4.1 2.3 2.5

Gross public debt stock 102.5 62.7 69.2

a/ Includes factor income, which is 4.3 % GDP.

b/ Includes contributions to the Unemployment hasge Fund.

Source: Turkey's Pre-accession Economic Progrard @00 Banca D'ltalia Supplements to
the Statistical Bulletin, Volume 11, Septembe®20

3.2. Public balances and debt accumulation, 190022

In the light of the previous discussion on the scapd size of
Turkey's public sector, different presentations miblic balances
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summarized on Table 4 may now be examined befayeepding to
the review of public debt accumulation patternsmrd997 to 2002.
The key points emerging from the comparison ofedéht measures
of fiscal balances are the following:

Primary, operational and overall balances sharptgrbrated in
1999, which was a year of massive domestic earkesuand deep
recession as discussed previously in Section 2.elride IMF
presentation, it is observed that real interestrats increased from
5.3 percent of GNP in 1998 to 10.4 percent in 1988ecting the
combination of unfavorable borrowing conditionstéafthe 1998
Russian crisis), loss of confidence in the govemirsefiscal plans
and somewhat tightened monetary policy to regaintrob over
monetary expansion. As a result, there was a stieepne in the
operational balance (i.e., primary balance leskintarest payments)
of the consolidated public sector from 1998 to 1988 willingness
to adopt a high-risk disinflation strategy with tlexchange rate
serving as nominal anchor should therefore be at@duagainst the
backdrop of severe financing difficulties experiedcin 1999. In
2000, there was a noticeable improvement in thengy and
operational balances, because of budget correatidriower real cost
of domestic borrowing (Table 5, memo items).

Measured in percentage units of GNP, the primartarces
under all presentations have substantially improyeazm 2000
onwards, reflecting the fiscal adjustment embarkgzbn in the
context of IMF-supported programs. During 1997-19@fal public
sector balances were lower than the central govemhrbalances,
implying significant deficits outside the centravgrnment budget. In
the post-2000 period, this situation has been sexerby fiscal
tightening in the SOEs and extra-budgetary fundgesdie the
financial crisis and heavy fiscal cost involvedoaink recapitalization,
the operational balance of the consolidated pubéctor was not
allowed to deteriorate in 2001. This was an impurtiactor that
bolstered market confidence in the post-crisis mogthat paved the
way for an encouraging output recovery in 2002.r&éhwas some
slippage in fiscal adjustment in 2002 (with a loveeimary surplus),
which was restrengthened in 2003 under a new nixagovernment.

The evolution of public debt ratios is shown in TEab from
1997 to 2002, both for gross and net dgbtks and measured as
percent of GNP. A close look at debt ratios in light of data on
fiscal balances discussed earlier draws attentica particular aspect
of Turkey's public debt accumulation, which hasrmaportant policy
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Table 4
Fiscal Balances: Variant Measures (Percent GNP)

1997 1998 1999 2000 2001 2002

A. SPO definitions
1. Public sector
Primary balance 1.2 3.3 -0.2 5.6 8.1 7.4
Overall balance (PSBR)  -7.7 -94 -155 -119 -16.82.6
2. Central government

Primary balance 0.1 4.3 1.8 5.3 6.4 4.4

Interest payments 7.7 -115 -13.7 -16.3 -23.3 119.
Domestic -6.7 -105 -125 -149 -21.2 -17.3
Foreign -1.0 -1.5 -1.2 -1.4 2.1 -1.8

Budget balance -7.6 7.3 -119 -109 -169 -14.7

B. IMF definition
Consolidated public sector
Primary balance -2.2 0.5 -2.0 2.3 5.9 3.9
Interest payments, net -10.9 -16.2 -22.1 -21.9 1.27-17.9
Real int. Payments -0.7 -53 -104 -9.2 -11.0 -9.2
Inflationary part -10.2 -10.9 -11.7 -12.7 -16.1 -8.7
Operational balance -2.9 -48 -124 6.9 -5 -53
Overall balance -13.1  -15.7 -241 -196 -21.2 -14.0
C. Proximate EU coverage
General government

Primary balance 1.3 7.1 7.8 6.2
Overall balance -13.3 99 -159 -131
Memo items :

Privatization proceeds 0.3 1.0 0.1 15 0.9 0.2
Seigniorage revenue 1.9 1.8 2.3 1.6 1.1 1.0
(reserve money)

Source Processed from SPO, IMF and World Bank data.

implication for future public sector financial ma@ment. In the time
profiles of both the gross and net debt indicatdhgre are two
instances, namely 1999 and 2001, when the pubht @#ios show
significant rise from the previous year valuestigo different sets of
reasons. In 1999, the increase in the debt radidsrgely attributable
to the deterioration in the primary and operatiobalances, and
worsened debt dynamics due to the widened differdratween real
average interest rate and real GNP growth rate.c&ytrast, the
primary balance was in substantial surplus in 28@d the operational
balance noticeably improved for the consolidatedlipusector.

Nonetheless, net public debt increased from abéyiescent of GNP
in 2000 to nearly 93 percent in 2001.
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Table 5
Public Debt Stocks, 1997 - 2002 (Percent of GNP)

1997 1998 1999 2000 2001 2002

1. Central government, gross

debt 43.3 40.7 515 53.4 100.7 86.6
Domestic 214 217 293 290 69.2 552
Cash debt 158 178 258 234 331 329
Non-cash debt 5.6 3.9 3.5 56 361 223
External 219 190 222 244 315 314

2. General government, gross

debt 60.2 121.6 102.5
Domestic debt 292 685 543
External debt 31.0 531 482

3. Stock of uncompensated
duty losses of public banks 5.2 75 132 120 0.0 0.0
4. Consolidated public sector

Net debt 429 437 61.0 574 928 79.0
Domestic 20.4 244  40.9 39.1 55.7 46.0
External 225 19.3 20.1 18.3 37.1 33.0
Memo items :
Cash debt / M2Y (%) 47.1 50.3 52.5 54.8 70.9

Domestic borrowing auctions:
Average maturity (days) 349.0 233.0 479.0 41018.0 255.0
Average interest rate (%) 108.4 115.0 1095 38.0 96.2 64.0
(compound, after tax)
CPlinflation - end year (%) 99.1 69.7 688 39.0 685 29.7

a/ Broad money supply (M2Y), including TL and EXposits.
Source Treasury , IMF and State Planning Organization.

A decomposition analysis of the sources of chamg@ublic
debt stocks attributes the rise in the net del tat 35.4 percent of
GNP in 2001 to the following contributing factopimary balance (-
2.6 percent); the effect of real average interast iand real GNP
growth rate differential (+10 percent); and otlestbrs (+28 percent).
The other factors are mainly stock-flow adjustmgnfswhich about
14.5 percent of GNP is accounted for by the issugovernment
securities for bank recapitalization and remaini®)5 percent by
other contributing factors, including the revaloatiof the foreign-
exchange denominated public debt stock due to mcyrdepreciation
during 2001. The increase in the central governiegnoss debt ratio
from about 53 percent of GNP in 2000 to nearly p@fcent in 2001
is greater than the increase in net debt rationipdiecause of the
recognition of the stock of unpaid duty lossespiblic banks) as an
explicit gross debt in addition to the new debtuess for the
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recapitalization and restructuring of insolventvpte banks that had
operated under full deposit insurance and inadequmatidential
regulation.

In summary, the 2001 financial crisis forced theogmnition of
the government’s contingent liabilities accumulabedh in the public
and private segments of the banking sector asa#xpliblic debt with
interest costs indexed to inflation, the excharage or closely linked
to market rates. This has reduced the scope fore nafficient
allocation of fiscal resources in priority areaglsas infrastructure,
human capital formation, technological developmamd institution-
building for structural convergence to the EU stadd. A key lesson
for public sector financial management is that pubbebt
management systems should incorporate proceduresotator and
assess contingent liabilities over a sufficientigd projection horizon,
covering the major sectors (including the sociausgy system and
privatized utilities) where implicit government gaatees are building
up. In this context, a new legislation (Law No. 89y4or public debt
management requires formal arrangements for riskagement to
limit the accumulation of the implicit liabilitiesf the public sector.

In addition to highlighting the potentially highs@al costs of
contingent liabilities accumulated outside the fafrhudget process,
some other features of Turkish public debt may t=ch In the late
1990s, external public debt ratios remained neashstant, while the
domestic cash debt, which was issued mainly throligkasury
auctions accumulated rapidly. The domestic non-da$h was issued
mainly to public banks in order to provide themhmiton-cash assets
to partly compensate their losses from non-comrakycijustified
quasi-fiscal activities. Because of its short average maturity, the
government’s cash debt had to be rolled over witkiatively short
time spans in a small domestic financial marketerghthe ratio of
cash debt stock to broad money supply had reaaioethé 50 percent
in the late 1990s. This rollover-risk had put aiddial pressures on
borrowing costs, which also reflected risks regagdinflation and
future policy choices. After the implementationtioé post-crisis bank
recapitalization program, the ratio of cash debbtoad money had
reached nearly 71 percent in 2002. Given the loaves(i12.8 percent)
of net domestic credit stock in GNP (Table 1 antl@®) government
interest payments constituted a major source ofk$jamterest
income. This is a state of affairs that is hardipaucive to the further

* Non-cash assets were typically not marketablecanded below-market interest rates.
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development of financial intermediation capacitiasthe Turkish
economy.

The post-crisis increase in the public sector iteldtess also
involved substantial changes in the compositiongafss domestic
debt stock by lenders as well as by types of destruments. The
share of end-year gross domestic debt stock hefuliblic institutions
(including the central bank, public banks and Sb#énks) increased
from 33.5 percent in 2000 to 66 percent in 2001,dmelined back to
52.8 percent in 2002 and further to 49.2 percentJume 2003,
implying that the corresponding share of the gammestic debt held
by the private sector was 50.8 percent in mid-2083the end of
2002, the composition of gross domestic debt bysypf instrument
was the following: about 32 percent in the formfakign exchange
denominated and/or indexed bonds, 43 percent ifiotine of floating
rate bonds and 25 percent in the form of fixed taieds. The latter
had still comprised 56 percent of the domestic dedatk at end-2000.

The post-crisis changes in the structure of domettbt have
two major implications. First, domestic interestypents from the
budget are partly captured by public institutionsd ashould not
therefore be fully considered as transfers to tba-government
sector. Second, a considerable amount of exchageaisk has built
up in the government’s gross debt portfolio, whicbludes external
debt as well as domestic debt denominated in cexed to foreign
currency. However, in 2003, the appreciation ofdbmestic currency
has worked in favor of the government debt posjticequiring
downward adjustments in the official forecasts lté het debt ratio
from 75 percent of GNP to 70 percent in the Tredsypublic debt
management reports of April and November, 200 aetsvely. The
next section examines the key issues surroundiagptbcesses of
public debt reduction and fiscal adjustment withiew to crystallize
the main policy challenges in the fiscal sector.

4. Public debt reduction and composition of fiscal
adjustment

The fiscal review presented in the previous sectias
highlighted that the 2001 crisis has forced theogedion of the
government’s off-budget liabilities as explicit piebdebt in addition
to resulting in significant increases in formalgcorded debt stocks.
In general, the unprecedented rise in governmeriit devels
intensifies policy concerns with fiscal sustainapil and the
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government’s capacity to play its stabilizationJoehtional and
distributional roles in a market economy framework.

In an environment of macroeconomic instability, thigublic
debt ratios not only constrain the effectivenessiohetary policies in
the disinflation process, but they also restrice tscope for
countercyclical fiscal policies to attain outputalstization under
volatile demand conditiortsHigh interest rates and increased interest
payments that are typically associated with higblipudebt stocks
may hamper the government’s role in resource dilmecdy adversely
impacting on public goods production, capital acalation and other
growth-promoting expenditures in the economy. Isimilar vein,
high debt service obligations restrict the budgesaope for programs
addressing social and distributional imbalances.

Thus, a public sector debt level too high by crosgatry
standards or too large in relation to the sizehefdountry’s financial
system needs to be lowered at an appropriate pate due
considerations of ensuring fiscal sustainabilitggerving an adequate
growth momentum and maintaining an acceptable kbeiance. In
such a context, the overall policy framework witlclaar focus on
fiscal adjustment gains a critical importance irsl@ng consistency
among particular objectives, policy instruments #Hrelr timing in the
implementation process. Fiscal adjustment basicattys to improve
the primary budget balance in order to put the guwent debt ratio
on a declining path and restore investors’ conftgeim government’s
debt instruments so as to reduce the effective afodébt service and
lengthen the maturity of new borrowings at favoeatates. In policy
implementation, two aspects of fiscal adjustmerg aonsidered
important, notably size (measured by the changaimary balance)
and composition (mix of expenditure cuts and higlexenues). The
composition of budgetary adjustment may have @alitimplications
not only for social policy and economic performaniget also for the

® Favero and Giavazzi (2004) argue that a policinfiétion targeting is likely
to be effective only if the fiscal policy regime semes that public debt is
sustainable. Gali and Perotti (2003) conclude fisaal policies in the EMU
countries have become more countercyclical after #uoption of the
Maastricht treaty and the Stability and Growth Padbich have promoted
significant reductions in the public debt of membeuntries. Caballero and
Krishnamurty (2004) show that lack of financial tepn emerging market
economies constrains fiscal policy in a way thah averturn standard
Keynesian prescriptions of countercyclical fiscaligy when the stock of debt
is large.
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durability of fiscal consolidations over longer @nirames (Alesina
and Perotti, 1995 and 1997, Purfield, 2003).

Upon a brief methodological discussion of fiscastainability
and the debt accounting framework, this sectioriaegp the medium-
term prospects for Turkey’'s public debt reductioont 2003 to 2008
and examines the issues relating to the compositbnfiscal
adjustment in light of available data. Viewed tdget the numerical
results of these assessments underscore the nmgeet$cstent primary
surplus generation in the medium run. Moreover litaions emerge
in regard to the need for a modified composition tefdgetary
adjustment supported by further inflation stabti@a and structural
fiscal reforms, particularly in the areas of dirétation, expenditure
management and social security institutions, whigld not been
reformed sufficiently in the late 1990s.

4.1. Fiscal sustainability and debt accounting: Nadological
remarks and general

4.1.1. Observations in the EU context

The general notion of fiscal sustainability is exbin the public
sector’s solvency condition, which states thatititertemporal budget
constraint is satisfied, i.e., existing net debedial to the present
value of current and future primary balances andynserage
revenues. If the debt stock is measured in grassstethat is central
bank assets and other public assets are not stdatrdiom the debt
stock, the intertemporal budget constraint wouldleke seigniorage
revenues. In practice, however, fiscal sustaingbi§ related to the
question of whether current fiscal policies can towe without
upsetting the government’s solvency condition. Hersolvency is a
necessary, but not sufficient condition for sushihty, which is
admittedly a more imprecise and yet a highly refé\@ncept. In the
empirical literature, there are two main strandsstofdies to assess
fiscal sustainability: sustainability tests (of papolicies) and
sustainability indicators (of current and prospeefiscal stances).

While sustainability tests have proven to be semsito data
quality and statistical procedures used, sustdibalmdicators have
been more flexibly used in policy analysis, morewofin partial rather
than general equilibrium frameworks. A widely usegdproach to
build a synthetic sustainability indicator is toogatl an accounting
framework that can attribute the change in the gowent’'s debt level
to a number of contributing factors, including themary budget
surplus, which measures the fiscal policy stancettie case under
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study. The following budget identity serves asrlevant accounting
framework:
change in debt stock = - primary surplus + intepasiments -
seigniorage - stock-flow adjustment (1)
The latter identity may algebraically be written:as
h -k = -sup -[(r-9)/E o -5 -sk (2
where b, surp, sand sfa represent the debt stock, primary surplus,
seigniorage and the stock-flow adjustment ternpeesvely, as ratios
to GNP (or GDP), and andg are the effective (average) real interest
rate and real GNP (or GDP) growth rate ani@énotes the time index.
The second term in equation (2) measures the imphdthe real
interest rate and real growth rate differentialtlo& change in the debt
level. The latter effect may be viewed as a “defptagnics” term or
“snow-ball effect” as commonly referred to in theur&pean
Commission papers on public finance. The Commissieifnes the
stock-flow adjustment as an item that “results frih government’s
financial operations,” e.g. privatization receiptsgalization of
contingent liabilities or revaluation effects amigifrom exchange-rate

changes. Seigniorage revenue is given by the esipres; = {(z + g

+ 79 )/ [(1+ = )(1+ g)]} m.1, wherem is the reserve money to GNP
ratio. When the relevant debt concept is gross dskdefined in the
Maastricht Treaty, seigniorage revenue is not ipoaated into the
above budget identities.

The debt accounting framework may be used in aetaof
ways to evaluate debt developments from a policsspgetive. A
typical approach is to determine the internallysistent values for the
primary surplus and seigniorage revenue (underifgg@anonetary
conditions) that are required at given growth i@td interest rate to
maintain the debt to GNP ratio (or the net worthGhP ratio as
originally proposed by Buiter, 1985) constant ataageted level
(Anand and Wijnbergen, 1989). Another approach dthan
Blanchard, 1990) is to calculate the tax gap ovagvexified projection
horizon. For a given trend of government expenditilased on
current policies, the tax gap “measures the diffeeebetween the
current tax ratio and the constant tax ratio oher pirojection period
necessary to achieve a pre-determined debt leeekpecified date in
the future.” A positive tax gap implies that thesea financing gap
under current policies, which need to be chang#teby raising tax
revenues or reducing expenditures through a seitatsmbination of
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short-term budget corrections and longer-term #irat fiscal
reforms.

Although the numerical exercises built around thebtd
accounting framework yield useful insights for pgliassessments,
they provide no definitive theoretical guidance fiwe choice of
appropriate debt levels against which fiscal suasfaility may
formally be evaluated. In the EU context, the Tyeat Maastricht
makes “the sustainability of the government positi@an explicit
criterion for a country’s eligibility to EMU, andefines fiscal rules to
assess sustainability by means of reference véduweabke deficit ratio
(3 percent of GDP) and gross debt ratio (60 percérGDP). The
Stability and Growth Pact has further introduced taquirement of
general government budget positions close to balansurplus in the
medium term with the broad intention of reconciliigral discipline
with budgetary flexibility for counter-cyclical poles.

While the EU fiscal-rules have not resolved theothécal
difficulties surrounding the specification of sustbility indicators,
they have nonetheless introduced pragmatic poleidelines and
standard statistical definitions for the relevamscdl variables,
considerably reducing uncertainties faced in thedgetary
surveillance process (Buti, Eijffinger, and Fran2003). Although the
economic rationale of the reference values for dhécit and debt
parameters has not been precisely clarified, it g@serally been
presumed that the compliance with these rules leas Ihelpful to
sharpen the focus on sound budget positions, whinkeded not only
for monetary stability, but also for longer-terneparedness to absorb
the fiscal impact of aging populations.

For the EU-15, the average annual change in thécpdébt to
GDP ratio was —2.5 percent during 1998-2002 in resttto 2.1
percent average yearly increase in 1992-1997. After European
Council of March 2003, the issue of “satisfactorgce’ of debt
reduction has gained a particular prominence in fteeal policy
analysis and co-ordination at the EU level. Fromd2@ 2005, the
aggregate general government debt to GDP ratiorageqgied to
decline from 62.9 to 59.5 percent for the EU-15 &nocth 69.7 percent
to 65.4 for the Eur-12 (Euro area).

For the EU candidate countries, the essential taske pre-
accession phase is to fulfill the Copenhagen @itaindertake the
required reforms and complete the negotiationsfdtirmembership.
While the Copenhagen economic criteria place an hasip on
macroeconomic stability and sustainability of pabfinances, the
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latter concepts have not been operationally definedthe pre-
accession process. However, the candidate courtreegxpected to
adopt the pre-accession EMU acquis (including tittependence of
the central bank, prohibition of any direct puldeector financing by
the central bank, prohibition of privileged acce$she public sector
to financial institutions and completion of capitaccount
liberalization) to enable them to have, after asioes the status of
“Member State with a derogation” as regards thgoado of the euro.

The new EU member-states will be subjected to tdgbtary
rules of the Stability and Growth Pact, with theception of the
sanctions, and prepare convergence programs thiaspacify the
adjustment paths for the budget balances and pdébt ratios. Given
the independence of monetary authorities and dghing flexibility
of the exchange rate as a policy instrument inetdier years of the
post-accession phase, fiscal policy will gain cabgnportance in the
overall process of demand management. The constramposed by
the EU institutional arrangements on policy choigesthe post-
accession phase suggest that the candidate ceusitioelld endeavor
for sustainable budget positions at moderate dafgtl in the run up
to accession in order to enjoy some flexibilityfiscal policy in the
process of stabilization as well as in absorbirgglibdgetary costs of
structural reforms implemented for integration itite EU.

4.2. Possible pace of public debt reduction inkeyr 2003-
2008

The previous remarks on fiscal positions and dewls in EU
candidate countries are highly relevant to Turkefich will be
facing a more demanding task of public debt reduacthan other
candidate countries in their pre-accession phasden countries set
to become EU members in May 2004, the aggregateergken
government debt to GDP ratio was 36.9 percent &wed general
government budget deficit was 3.7 percent in 20B{. contrast,
Turkey’s general government debt level was estichage102.5 (92.3)
percent and its general government deficit as {B065) percent of
GDP in 2002 (2003). Turkey's public debt reductisncrucial not
only from the perspective of its nominal convergerio the EU
standards, but also from the standpoint of enhgnds long-term
growth prospects, which have been adversely imgarydarge fiscal
deficits, heavy government debt service, high retdrest rates and
financial crowding out of private capital formatiam trade-oriented
sectors.
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Table 6 gives a summary of medium-term projectiais
Turkey's public debt level (as percent of GDP) fr@®03 to 2008,
which are computed within the debt accounting fraori described
earlier. The debt levels for the base year 2003offfeial estimates
that were available in late 2003. For the 2004-@G8ioal, two
assumptions are made for the annual average prisuapyus (5.0 and
6.5 percent of GDP) and two assumptions for effecaverage) real
interest rate (11 and 8.5 percent), while mainteyrother parameters
(including the real growth rate) fixed in all vartgprojections. Thus,
four cases of debt reduction reported on Table fespond to
different combinations of primary surplus and reaferest rate
assumptions under the unchanged estimates for pHrameters in
the debt accounting framework. The numerical esgmdor fixed
parameters crudely reflect the consensus fore@stsiedium-term
economic developments. The debt level projectiorsetaborated for
both the general government gross debt (as defuyethe ESA 95
standards) and net debt of the consolidated psbtitor (as measured
by the IMF stand-by documents). In the case ofdedit projections,
seigniorage estimates become applicable.

The numerical debt projections summarized on T&blaring
out the sensitivity of debt developments to primsuyplus generation,
which is a factor that can largely be shaped byeguwent policies,
and the effective (average) real interest rateclwhs not directly
controllable as it largely depends on capital madeaditions as well
as on the risk perceptions of financial investdtswever, the real
interest rate is likely to be lower the more créslithe government’s
economic and structural policies are. For a givewell of primary
surplus, a decline in real interest rate from ldcget to 8.5 percent
results in additional reduction of about 9 peraerthe gross debt ratio
and 8 percent in the net debt ratio from 2003 t6820n turn, at a
given real interest rate, an increase of primarplss from 5.0 to 6.5
percent of GDP yields an additional cumulative ctun of about 6
percent in the gross debt ratio and 8 percent éenrtet debt ratio
during the same five-year period.

A comparison of the projected debt levels in 2088 sauggests
that there would be no significant reduction in gness debt level if
the primary surplus remains at 5 percent of GDPraatlinterest rates
persist at 11 percent throughout the projectioioggiCase 1 in Table
6). By contrast, if Turkey maintains a high primayrplus generation
effort at 6.5 percent of GDP and succeeds in implging credible
economic policies that indirectly lead to real et rates averaging
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8.5 percent in 2004-08, the general government ideiot may decline
to nearly 75 percent by 2008. In Turkey's publidigodiscussions,
the possible start up of formal negotiations for BEdcession is
generally considered as potentially an importamifg point in the
policy process, which will have highly favorablefesfts on the
government’s debt service costs through the enlbnoedibility of

economic policies in the run up to accession.

Needless to say, the public debt projections showTable 6
need to be interpreted with caution. They shouldb®construed as
forecasts, because the actual outcomes during @8@¢e likely to be
influenced by unforeseen developments. Insteady gteould be
viewed as indications of the size of primary suspkl needed to
reduce public debt levels at effective interestgatinging from 8.5 to
11 percent in real terms. One important source is m these
projections is the unfavorable revaluation effecpossible currency
depreciation in the projection period. While thalimtion of the
government’s contingent liabilities may pose a dhréo the debt
reduction process, favorable developments may atswlt from
financial operations such as accelerated privabatFinally, it
should also be remembered that the primary balahaes different
coverages for the general government (gross deiat)cansolidated
public sector (net debt) as discussed previousleadrly 2000s, for a
given fiscal adjustment effort, the primary balanoeasures were
generally higher at the general government levahtthe primary
balances estimated for the consolidated publicsethe implication
is that a primary surplus of 6.5 percent for theegal government
may correspond to 5.0 to 5.5 percent primary ssrplor the
consolidated public sector, which is the basis foet debt
measurement.

As pointed out in Section 4.1, the policy evaloasi of fiscal
sustainability in the EU context are concerned \thih size of general
government budget deficits as well as with the gidsbt levels. As a
candidate country in the pre-accession phase, Judteuld be
concerned not only with public debt reduction, aisb with lowering
overall nominal budget deficits. The latter regsipmlicy actions that
address inflation reduction as well as primary Bigpgeneration,
because high inflation at a given real interest tands to increase
nominal interest payments, widening the overallgaidleficits.
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Table 6
Projected Public Debt Ratios, 2003-08
Casel Case 2 Case 3 Case 4

A. Gross public debt (% GDP)

2002 (actudl) 102.5 1025  102.5 102.5
2003 92.3 92.3 92.3 92.3
2008 91.0 82.1 84.8 75.8
Change, 2003-08 -1.3 -10.2 7.5 -16.5
B. Net public debt (% GDP)
2002 (actudl) 79.0 79.0 79.0 79.0
2008 70.0 70.0 70.0 70.0
2008 58.2 49.8 49.8 41.8
Change, 2003-08 -11.8 -20.2  -20.2 -28.2

Assumptions, 2004-08
(annual average, %)

Primary surplus / GDP 5.0 5.0 6.5 6.5
Real interest rdte 11.0 8.5 11.0 8.5
Real GDP growth rate 5.0 5.0 5.0 5.0
Seigniorade 0.6 0.6 0.6 0.6
Stock-flow adjustment 0.5 0.5 0.5 0.5

a/ The general government gross debt ratios foR-ZBare the official estimates given in
Turkey's Pre-Accession Economic Program 2003 (p. 54

b/ The net public debt ratios for 2002-03 are tffecial estimates given in Treasury's
Public Debt Management Report, November 2003 (p.a48percent of GNP. The
GDP and GNP differences are ignored in the presesrtise.

c/ Effective (average) real interest rate for toleibt stock.

d/ Applicable to the projections of net public dedtios.

e/ Includes privatization revenues.

Source: Author's projections from 2003 to 2008 basedassumptions specified for our
numerical cases as shown on the table.

To highlight the importance of inflation reductionconjunction
with reducing the public debt level, Table 7 presesn illustrative
numerical exercise that is based on possible styliacts that may
prevail in Turkey in the latter part of the 2000Sor a given
hypothetical year, if the real growth rate and rieérest rate are 5
and 8.5 percent respectively, and the governmegetsto reduce the
gross debt ratio from 70 percent of GDP to 67 pdtcihe required
primary balance is 5.3 percent of GDP. However,nbeinal interest
payments would be substantially higher if the ahmifation rate is
15 percent instead of 5 percent. The overall budgétit will be 9.1
percent of GDP under the 15 percent inflation ratder than 3.5
percent in the case of the 5 percent inflation. r&eteris paribus, a
simultaneous progress in reducing inflation andipwudebt is likely to
produce mutually reinforcing positive effects one tlaggregate
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economy, because of reduced uncertainty and loiskrpremia on
real interest rates. Summarized briefly, these migaleillustrations
underline the vital importance of medium-term ppllommitments to
inflation reduction and primary surplus generatarsufficiently high
levels, which will pave the way towards sound pulfihances for a
more effective integration with the EU.

Table 7
Public Debt Reduction, Inflation and Budget Baknc
Parameter
combinations
A B
A. Fixed parameters (%)
Gross public debt / GDP ratio
Previous year 70.0 70.0
Current year (target) 67.0 67.0
Real GDP growth rate 5.0 5.0
Real interest rate 8.5 8.5
Inflation rate 15.0 5.0
B. Implications (% GDP)
Primary balance required 5.3 5.3
Nominal interest payments 14.4 8.8
Real part 5.7 5.7
Inflationary part 8.7 3.1
Overall budget balance 9.1 -3.5

Source: An illustrative exercise by the author.

4.3. Patterns of fiscal adjustment and policy ircgions
4.3.1. Why does the composition of fiscal adjustmmextter?

In the standard Keynesian approach, the effectsadl policy
changes are assessed in terms fiscal multipliefschwbecome
modified by the second round effects of inducedngea in interest
rates and the exchange rate in the extended versibthe original
model. Within the traditional Keynesian model, &#adjustment
(alternatively expressed as fiscal consolidatiorfigral contraction)
typically produces output and employment contractidlore recent
empirical as well as theoretical research has atdd; however, the
possibility of non-traditional macroeconomic respes to fiscal
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policy changes, particularly in industrial econosi8ome of the main

propositions and empirical findings in this contaxe the following:

* When the stock of public debt is large, fiscal athuents may
have non-Keynesian effects on growth and employmentfiscal
contractions may end up with output expansions.eBgpure-
based contractions are more likely to yield outpypansions,
while revenue-based adjustments are more frequastypciated
with output contractions (or conventional Keynesiaffects).
Expansionary fiscal contractions may impact ondbamand-side
of the economy mainly through forward-looking exgiture
behavior, policy credibility and/or wealth effeqtGiavazzi and
Pagano, 1990, and Alesina and Perotti, 1997).

» Fiscal adjustments may also exert an influenceherstipply side
of the economy, either through changes in publpeexiture with
positive externalities or changes in the tax burdancapital or
labor that would affect their accumulation and edion. In
developing economies, the maintenance of adequetels| of
public investment gains a particular importanceéhe adjustment
process, because of its favorable externalities @ndsible
crowding-in of private investment.

* Expenditure-based fiscal adjustments may be expaasi, but
they may also contribute to higher income inequalg suggested
by recent empirical research on industrial coust(i€ord, 1998,
Smeeding, 1997 and 2000, and Mulas-Granados, 2005).

The available cross-country research on the fiscglistment
experience of developing economies has recentlysked on the
durability of fiscal adjustments that are more ¢tglly attained in
policy episodes supported by external assistancg stnuctural
conditionalities. The findings broadly suggest thia® expenditure-
based fiscal adjustments have generally been mastaigable,
particularly in transitional economies (Purfiel@03).

4.3.2. Decomposition of changes in fiscal balaremes time,
1989-2002

In Section 2, five policy episodes or subperiodsendentified
over the time frame from 1989 to 2002. These subgsrwere
differentiated on the basis of policy charactersstihat changed over
time. For a quantitative assessment of fiscal aljest patterns from
1989 to 2002, the annual average of each compafetie overall
budget balance is computed for each subperiodncepgage units of
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GNP. Then, the total change in the overall balafitem one
subperiod to the following subperiod) is decomposeatb its
constituent parts, showing the relative contrimgiof expenditure
cuts and revenue increases to total change inlfistzace. The
analysis has been conducted for the public sectatedined by the
SPO, because the public sector under the SPO tilmiirias a wide
coverage and includes public sector entities oetside central
government. The results of the numerical analyses reported in
Table 8. In a highly condensed form, the key poertgerging from
this analysis are as follows:

Table 8
Fiscal Adjustment over Time, 1989 - 2602

Public sector, SPO deifimit (% GNP)

Total Primary Primary Interest  Overall
Revenue Expenditure Balance Payments Balance

1989 20.9 -22.6 -1.7 -3.6 -5.3
1990 — 93 average 18.8 -24.6 -5.8 -4.3 -10.1
1994 — 95 " 21.4 -17.7 3.7 -10.2 -6.5
1996-99 " 24.4 -22.3 1.8 -12.2 -10.4
2000-02 " 31.8 -24.8 7.0 -20.7 -13.7
Changes frofh

1989 to 1990 - 93 2.1 -2.0 -4.1 -0.7 -4.8
1990-931t01994-95 +2.6 +6.9 +9.5 -5.9 +3.6
1994 - 95 to 1996-99 +2.7 -4.6 -1.9 -2.0 -3.9
1996 - 99 to 2000-02 +7.7 -2.5 +5.2 -8.5 -3.3

# The year 1989 marks the full opening of the cagitzount. The subperiods 1994-95
and 2000-02 feature the implementation of IMF-SufggbPrograms. Severe financial
crises occurred in 1994 and 2001.

® The period-to-period changes denote the contdhstiof corresponding factors to the
change in overall balance.

Source: Own elaboration from State Planning Organiza{i®PO) data.
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Compared to the late 1980's, the primary balanterideated
massively in 1990-93 and was in a huge deficithiog to the
populist policy characteristics of the early 1998kich laid the
ground for the 1994 financial crisis.
The initial policy response to the 1994 crisis ilwed a sharp
improvement in the primary balance, which featureesides a
considerable rise in revenue, a large cut in pynependiture in
1994-95. The inflationary erosion of public expeadk (public
wages, for example) played a more prominent rokaimepisode,
rather than explicit decisions to downsize pubtiersling.
The interpretation of changes in policy and ecomomitcomes
from 1994-95 to 1996-99 requires utmost cautiomal be noted
that real GNP growth resumed rapidly after 199%ofaing the
expenditure-based budgetary adjustment of the $89dpisode,
which also saw a large devaluation. In a way, ©@5197 growth
phase may correspond partly to the expansionarglfontraction
cases highlighted by Giavazzi and Pagano (1990)Adesina and
Perotti (1997), but the highly favorable externahahcing
conditions for emerging markets in 1995-97 are dikely to
have contributed to strong growth.
Another noteworthy characteristic of the 1996-99mariod was
that the annual average primary balance was inlwirf@bout
+1.8 %, compared to -5.8 % in 1990-93), but after initial
adjustment, revenue increases did not fully ofteetrecovery in
primary spending. This policy trend coupled witte thff-budget
accumulation of contingent liabilities adverselyfeated risk
premia on interest rates and the real cost of dbenbsrrowing,
which inevitably resulted in sharply increased naahiinterest
payments in view of high inflationary expectatioiiis kind of
linkages merit further empirical research in thiefe.
In terms of average characteristics, the 2000-Z@6d features
a very significant adjustment in the primary ba®nehich is pre-
dominantly based on revenue increases.
The 2000-2002 period is also characterized byeainghe public
primary expenditure ratio, which is more than dffsg the rise in
revenues.

As noted earlier, cross-country research for dgrepcountries

suggest that revenue-based fiscal adjustment&ssdikely to remain
durable. This trend is certainly a disturbing aspe#clurkey's recent
fiscal adjustment, which has nonetheless been cedge in terms of
its size relative to GNP. To throw additional light this issue, a more
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detailed analysis has been made for the sourcekasfge in overall

public sector balance as shown on Table 9. The maiints are the
following:

Table 9
Composition of Public - Sector Revenue and Expenglit (% GNP)

1996-99  2000-02 Chang&

Average Average
Total revenue 24.1 31.8 7.7
Direct taxes 7.9 9.3 1.4
Indirect taxes 12.2 16.2 4.0
Nontax and other rev. 6.0 7.9 1.9
Social funds, net -2.4 -2.5 -0.1
Subtotal 23.8 30.9 7.1
Privatization rev. 0.3 0.9 0.6
Primary expenditufe -22.3 -24.8 -2.5
Current exp. -11.3 -12.8 -15
Fixed invertment -6.1 -6.3 -0.2
Inventory changes -1.5 -0.8 +0.7
Noninterest transfers -3.0 -4.9 -1.9
Primary Balance 1.8 7.0 5.2
Interest payments -12.2 -20.7 -8.5
Overall balance -10.4 -13.7 -3.3

@Based on SPO definitions and classifications ferghblic sector.

b Contributions to the change in overall balance.

“Excludes social security expenditures and inclstiét® enterprise investments.
Source: Own elaboration from State Planning Organiza{®RO) data.

Compared to 1996-99, revenue increases in 2000-2002
originated mainly from indirect taxes and non-t@vanues, which
have relied on somewhat ad hoc and temporary taasuones. It is
therefore plausible to question the durability bé trevenue-based
adjustment patterns in the post-2000 period. Orependiture side,
an effort has been made to safeguard the relaixed bf public fixed
investments, which is a welcomed choice from th@pbuside
perspective, but the nature of the rise in nonrasieexpenditure and
current expenditure should be evaluated carefulijnfthe perspective
of efficiency in expenditure allocation.

There are two other critical observations on Tuikeyscal
adjustment in the early 2000s. The contributiordioéct tax revenue
to fiscal consolidation has been rather weak, wheinds us the
important role played by direct taxes (togethehwidusehold transfer
payments) in reducing income inequalities in EUnernies. Another
point in the fiscal adjustment process relateh&deficit position of
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"social funds" aggregate balances, averaging ar@umébo of GNP in
2000-2002, but showing definitive signs of increasthe longer run,
if it is not tackled with additional reform initiaes.

5. Conclusions

This paper reviews the historical patterns of fismdjustments
in Turkey against the backdrop of the main macroenac trends in
the 1990s and early 2000s and in the context otrmpet EU
accession. Despite the important shift in the fipcdicy regime since
2001, important challenges still need to be tacktedteep Turkey’'s
economy on a path of fiscal sustainability and grow

Three main major policy implications emerge for thigl-2000s
from a joint consideration of numerical assessmemtpublic debt
dynamics and fiscal adjustment patterns. Firsteesiptent effort of
primary surplus generation is required in the medrun (of an order
of magnitude of 6.5 percent of GDP for the geng@lernment) in
order to ensure a credible pace of public debtaaluin conjunction
with further inflation reduction and lowered costdebt finance with
longer maturities. Second, the composition of fiscjustment needs
to be modified in order to improve its quality agdrability. Primary
surplus generation should continue with a greagBance on direct
taxes (rather tharad hoc indirect taxes and non-tax revenues),
moderately reduced current spending and furthermefbf the social
security system with a view to reduce the socialigty deficits that
impose a growing burden on the budget. Third, aatgrepolicy
concern is warranted with the process of expergiadlocation that
should attach priority to spending items with highpositive
externalities from the standpoint of economic eédincy as well as
social cohesion.

Besides fiscal sustainability, the social sustaiitgbof the
stabilization and reform program is also importdot establish
supportive conditions for a viable growth procdgshe contribution
of direct taxes to fiscal adjustment increasesanjunction with the
broadening of the tax base and contraction of theegistered
economy, it will be possible to reduce the reldyiveeavy tax burden
on labor and thereby improve employment prospegtsch would
strongly contribute to the creation of a favoraldevelopment
environment in Turkey.
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Ozet

Turkiye'nin mali politikalari ve AB perspektifi

1990 sonrasi donemde, Avrupa Biflnde surdirulebilir kamu maliyesi politikalari
onem kazanirken, Turkiye'de butce dengelerinin gliEmegine iliskin inandirici bir
politik kararlilik g6zlenmenstir. Tirkiye, makroekonomik ve kamu maliyesi
stratejilerinde ihtiyac duyulan koklu gigiklikleri 2000’lerin baina kadar ertelemeyi
surdirmig ve reform strecini ancak ganan ciddi ekonomik kriz sonrasindslasmistir.
Bu makale, mali uyum yéninde atilan adimlari 1990V& 2000’lerin bsindaki
makroekonomik gilimler 1s1ginda gdzden gecirmekte ve uygulamaya konan mairmef
stratejilerinin gicli ve zayif yonlerinin altinizgnektedir. Cablma bor¢ dinamiklerine
iliskin dngdrileri de dgerlendirerek, kamu bor¢ stokunun azalan bir segleyecgine
dair guvenin olgmasi icin, faiz du butce fazlalarini surdirmenin orta-vadede gerekli
oldugunu gostermektedir. Ayrica, dolaysiz vergilerin payartirici bir gelir yonetimi
politikasi izlenmesinin ve sosyal guvenlik reforrmman sistemin yaragii acgiklarin bitce
Uzerindeki artan yukini azaltacak ek onlemler ahkastrdirilmesinin mali uyum
surecini kalici kilmak igin gerekli olangtr adimlar oldgu vurgulanmaktadir.



