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Introduction 
 
For many developing economies, the 1980’s have been a period of external shocks with 
faltering export demand, high and volatile real interest rates and depletion of funds for 
external finance.  By 1980, many developing country governments were used to rely on 
external sources for financing their fiscal operations.  Under such conditions, constraints to 
growth were thought to originate from the two gaps of “savings-investment” and “foreign 
exchange”.  With the darkening external environment, however, they found themselves in a 
position where they had to extract resources from the internal markets to sustain their fiscal 
targets. That in turn meant domestic debt accumulation, and the emergence of the so-called 
“fiscal constraint” as the third gap limiting the growth prospects (Bacha, 1990; Taylor, 1996). 
 
In comparison to many developing nations, Turkey experienced relatively modest sizes of 
accumulated fiscal debt by 1996.  However, two additional factors increased the gravity of the 
problem: one was the realization by fiscal authorities that continued seignorage extraction 
through monetization was no longer feasible; that is, the Treasury had almost fully exploited 
the Laffer curve (Yeldan, 1997; Selcuk, 1996). Thus, the deficit had to be increasingly 
financed by domestic sources through bond issues at very high real rates of interest to cover 
the risk premia.  Secondly, the maturity of the domestic debt was very short which gave way 
to an intensive Ponzi financing mode of debt management.  These factors combined led to 
excessively high interest rates, crowded out private investors, and caused significant strain on 
the domestic markets. 
 
Currently Turkey is in the midst of an IMF-led austerity programme that relies primarily on 
fiscal restraint.  The fiscal authority has a clear mandate to generate a primary budget surplus 
(not counting the interest expenditures) of 6.5 percent for the public sector as a whole1 as a 
ratio to the gross national product (GNP).  Spanning over a planning horizon 2001 to 2007, 
the primary surplus target is regarded necessary by the fiscal authorities to reduce the massive 
debt burden and the fragilities it imposes on the financial and the real commodity markets.  
Needless to assert, the current fiscal policy administration has important implications on both  
the macroeconomic environment and the microeconomic mechanisms of resource allocation, 
employment, and tax incidence. 
 
In this Chapter, we aim at studying these implications over an extended macro and micro 
framework.  We rely our analyses mostly on wide ranging data sources and try to offer the 
reader a comprehensible data set along with our analytical assessments.  The Report is 
organized under five sections.  First we provide a broad overview of the state of the public 
sector balances in Turkey over the post-liberalization period. Next we focus on the budgetary 
equilibrium and study the fragilities and macro perspectives of the consolidated budget.  In 
section three, we concentrate on the microeconomic implications of the fiscal policies on 
sectoral resource allocation, incidence of taxation (especially the value added taxes, import 
tariffs, and other forms of indirect taxes), and on sectoral labor demands.  The section has 
direct policy implications for the extent of unrecorded activities and tax evasion along with 
informalization of the labor markets in the Turkish economy.  We also study the issues of 
privatization of public assets in this section.  We study the public sector borrowing 
requirement and the dynamics of fiscal debt in section four. Finally we study the current 
stance of the fiscal position in section five and deduce implications for future fiscal 
administration. 

                                                 
1 The primary surplus target is set at 5 percent for the central consolidated budget. 
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I. Macroeconomic Equilibrium of the Public Sector in Turkey 
 
The post-1990 macroeconomic balances recorded an unprecedented rise in the fiscal gap.  The 
period witnessed a series of reluctant and failed attempts of tax reform.  The succession of 
short-lived, coalition governments are all observed to rely on indirect taxation as budgetary 
revenues. We document the main fiscal indicators of the public sector in table 1, where we 
present the relevant data in fixed 1987 prices using the wholesale price indexes. Thus, a direct 
comparison can be made across years as the effects of price inflation are sterilized.   
 

 
<insert Table 1 here> 

 
 
It can be directly noted that during the 1988-1992 period the major breakdown has accounted 
in the factor revenues item.  These are the net factor income generated by the state economic 
enterprise system.  Factor revenues of the state declined by NewTL 6 billion in these 4 years 
measured in real 1987 prices.  This amount is approximately 3% of the GNP of the period.  
Thus, in four years, the Turkish public sector has lost revenue sources reaching nearly to 3% 
of the gross national product.  This loss is significant not only in terms of its size, but also in 
terms of the shortness of the duration. 
 
Following this period, transfer expenditures increased by almost 2-folds in real terms.  The 
major item in this account is the interest payments.  The rise in the domestic debt gave way to 
a rapid build up of interest rates which increased from 2.8% of the GNP in 1992, to 4.6% in 
1993, and then to 6% in 1994.  As fiscal deficits continued to be securitized, the stock of 
government debt instruments (GDI’s) grew rapidly to reach 20.2% of the GNP in 1997.  By 
comparison, the stock of GDI’s only reached to 11% by mid-1992, disclosing that the size of 
the domestic debt stock increased by 2-folds as a share of the GNP in just five years. 
 
On the revenue side, there had been modest improvements in tax revenues.  Between 1990 
and 1996, revenues from direct taxes increased following the increase in the GNP. After 
1997, however, they remained at the same level in real terms.  The major increase of tax 
revenues after 1997 came from indirect taxation.  In the meantime the share of indirect taxes 
in the total rose to 69% in 2003.  This ratio was 53% in 1990.  Thus, over the analyzed period, 
the government had to increasingly rely on indirect taxation, as its tax administration capacity 
could not be expanded by increasing the direct income tax base. 
 
All these developments led to a sharp decrease in the disposable income of the public sector 
especially after the 2001 crisis.  The PSBR as a ratio of GNP stood around 10% on the 
average over 1990-1993.  The peak of this ratio was witnessed in 1993, just before the 
financial crisis of 1994 (12.0%).  Even though there were some improvements in the 
borrowing requirements of the state under the 1994/1995 crisis management, the PSBR rose 
again to an alarming rate of 9.4% in 1998, and to 15.5% in 1999. From Table 1 it can be read 
that over the period 2000-2003, the public disposable income declined by 30 percent in real 
terms.  Such a decline had clearly devastating effects and generated strong pressures on the 
public sector borrowing requirement (PSBR). 
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In this context, it is important to note a fundamental change in financing of the PSBR, 
breaking away with the pre-financial liberalization period of the 1970’s and 80’s.  Data on the 
financing patterns of the PSBR suggest that, under the financially repressed conditions of the 
1970’s and early 1980’s, deficit financing through central bank advances (monetization) was 
the most direct method. However, after the embarkment of financial liberalization reforms 
and especially with freeing of the interest rates, the Turkish private sector faced with a new 
element: the real interest rate.  In the meantime, the public sector found it much easier to 
finance its borrowing requirements from domestic borrowing through issues of the 
government debt instruments.  This enabled the successive governments to by-pass many of 
the legal regulations and the protocols constraining their fiscal operations.  Consequently, 
with the advent of full-fledged financial liberalization in 1989, the PSBR financing relied 
almost exclusively on issues of GDI’s to the internal market –especially to the banking sector.  
So in this sense, the financial liberalization thus far seemed to serve mainly for the purpose of 
this mode-switching for the treasury in sustaining the financing requirements of its deficit, 
away from the central bank sources of monetization, to more reliance on securitization.  
 
The process of financial deepening was thus directly shaped by the financing needs of the 
public sector.  In early 1990s the government granted a series of incentives to the banking 
sector for holding its debt instruments (GDIs).  First of all the GDIs could be used as 
collateral and be held against the liquidity requirements.  This process led to two important 
consequences: first and foremost, it substituted the fiscal policy against the monetary policy 
and hindered the central bank’s capacity to conduct monetary policy; and second, it enabled 
the Treasury to assume a monopoly power to regulate the distribution of domestic credit and 
crowded out the private sector. 
 
The elements of this process are clearly visible in Figure 1, where a long term horizon for the 
PSBR, and its sources are portrayed. 
 
 

<insert Figure 1> 
 

 
As observed from the figure, the major component of the PSBR is the consolidated budget 
deficits.  The receipts from the unemployment funds became operational in recent years in 
reducing the size of the PSBR, and the improvements of the SEEs’ financial positions 
recently have also helped finance the public sector deficits. 
 
One direct consequence of the regime switching to finance the PSBR was the unprecedented 
rise in the stock of securitized debt (the stock of issues of GDI’s).  Stock of GDI’s was only 
about 6% to the GNP in 1989, just when the liberalization of the capital account was 
completed.  It grew rapidly, and reached almost 20% by 1997. Currently the securitized debt 
stock is 54.5% to the GNP. 
 
This accumulation was inescapable for the successive governments of the post-Reform era, as 
the foreign borrowing opportunities were limited.  As noted in Table 1, net foreign borrowing 
of the fiscal government as a ratio of GNP was meager, and turned negative after 1994.  Thus, 
securitization of the fiscal debt was possible only through the domestic sources. 
 
The underlying characteristic of the domestic debt management was its extreme short 
termism.  The net domestic borrowings, as a ratio of the stock of existing debt, hovered 
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around 50% through the 1990’s.  This ratio increased to 67% in 1992, and to 70.2% in 2001. 
Thus, the public sector has been trapped in a short term rolling of debt, a phenomenon 
characterized as Ponzi-financing in the fiscal economics literature.  This mode was clearly on 
an unsustainable basis and gave rise to the so-called confidence crises of the 1990’s. (Özatay, 
1998).  In Figure 2, we portray the costs of interest on domestic public debt as a ratio to the 
GNP (on the left axis), and the net new borrowings as a ratio to the total debt stock already 
accumulated (on the right axis).  The increased burden of interest costs is clearly visible when 
contrasted against the speed of debt accumulation. 
 
 

<insert Figure 2 here> 
 
 
Under these conditions the fragility of the domestic asset markets gave way to high rates of 
real interest.  Interest payments as a ratio of GNP increased very rapidly.  From 1990 to 1996, 
the share of interest expenditures on domestic debt in aggregate GNP increased by 300%.  In 
1996 this ratio stood at 9 percent. In the second half of the decade, interest costs as a ratio to 
the GNP rose to as much as 21% in the crisis of 2001, and bounced back to 14.8% in 2003. 
One can contrast this magnitude, for instance, with the aggregate value added of the 
agricultural sector, whose share from the GNP is just only 15%.  Thus, interest payments 
reach almost to aggregate agricultural value added, a sector which accounts for about half of 
the size of the active labor force! 
 
The burden of the interest costs has been severe on the budgetary balances of the central 
government.  As a ratio of GNP, the balance on the central government budget shows deficits 
ranging from 3.0% (1988), to 17.9% (2001).  What is interesting, however, is that the primary 
budget shows a surplus for the most part over 1994-2003. This was possible through a severe 
squeeze of the public consumption and investment expenditures.  We turn to a deeper analysis 
of the consolidated budget in the next section. 
 
 
II. Budgetary Equilibrium: Fragilities and Perspectives 
 
We tabulate the selected components of the consolidated budget in Table 2.   
 
 

<Insert Table 2 here> 
 
 
On the revenue side one witnesses a significant effort in raising tax revenues, both in real 
terms and also as a ratio to the GNP. Much of this effort can be explained by the rise in the 
share of taxes on goods and services, while the contribution of direct income taxes to the 
budgetary revenues are observed to fall especially after 2000.  Figure 3 discloses these 
developments. Here we observe that as a ratio to GNP, taxes on goods and services and on 
foreign trade yield about 70% of total tax revenues.  Taxes on foreign trade are around 3.5% 
of total GNP. 
 
 

<Insert Figure 3 here> 
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II-1. Structure of Expenditures 
 
Data reveal a secular rise in the budget deficit through the 1990s. The peak is reached in the 
aftermath of the 2001 crisis with a ratio of 16.9% to the aggregate GNP. Under the post-crisis 
administration the deficit is now reduced to 11.2% of the GNP. As discussed above, much of 
the increase in aggregate budget expenditures is explained by the increased costs of debt 
servicing.  Interest costs on consolidated budget debt were openly 20% of total expenditures 
in early 1990s. Their share rose continuously to reach 50.6% of total budgetary expenditures 
in 2001.  
 
Interest burden necessarily claims a big share of the budget revenues. In fact, a comparison of 
the interest costs as a ratio of aggregate tax revenues –targeted and realized—disclose the 
structural constraints over the Turkish fiscal policy openly: Interest expenditures as a ratio of 
tax revenues reached 103.3% in 2001, and 77.1% in 2002. Under the crisis management 
targets, interest expenditures were fixed as 88.1% of the tax revenues in 2000, and 109% in 
2001. In 2004, it was anticipated that the target of interest expenditures would be lowered to 
59% of the tax revenue targets. (See Figure 4 on the evolution of the ratio of interest costs to 
total tax revenues, both as targeted appropriations and also as end-of-year realizations).  
 
 

<Insert Figure 4> here 
 
 
Thus, even though interest costs continued to claim an increasing portion of tax revenues over 
the 1990’s, none of the governments showed the political will to tackle  the problem of debt 
re-consolidation directly.  Under conditions of maintaining the debt turnover via only primary 
surpluses, the fiscal authority has been deprived of any viable funds to sustain public services 
on health, education, protection of the environment, and provision of social infrastructure. 
 
As a result, the boundaries of the public space are severely restricted, and all fiscal policies 
are directed to securing debt servicing at the cost of extraordinary cuts in public consumption 
and investments.  We see these trends clearly from Table 2 above. If one focuses on non-
interest expenditures, it can be understood that such expenditures have increased as a ratio to 
the GNP from 13.4 percent in 1990 to 22 percent in 2003.  Much of this increase, however, 
has been due to the unprecedented rise in the financing requirement of the social security 
institutions. As a ratio to the GNP, transfers to the social security institutions were marginal 
until 1999, at less than 1 percent. After then the deficits of the social security institutions rose 
rapidly and reached 4.5 percent to the GNP in 2003. 
 
All of these meant a heavy toll on the needed public investments on health, education and 
public infrastructure.  Within total expenditures, public investments’ share has fallen from 
12.9 percent in 1990, to 5.1 percent in 2003. As a ratio to the GNP, public investments stand 
at less than 2 percent currently. From Table 2 we calculate that in 2003 interest expenditures 
reached 7.4-folds of public investments. The burden of interest costs on public funds is 
immense and needs acute attention. 
 
 
II-2. Social Security Institutions 
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Transfers from government budget to social security institutions aimed at financing their 
deficit have increased steadily since the 1990s. This evolution is clearly visible in Figure 1 as 
well in Table 2: these transfers rose in fixed prices from 345 to 6,168 billion NewTL from 
1990 to 2003. In Table 3, these transfers are expressed as a percentage of relevant economic 
aggregates in an attempt to assess their burden on the budgetary balances of the central 
government.  
 
 

<Insert Table 3 here> 
 
 
The share of social security deficits in GNP rose from 0.3%  in 1990 to 4.5% in 2003 and its 
share in public sector borrowing requirement (PSBR) increased from 10.2% to 40.0% over 
the same period. In other words, not only the share of social security deficit in budget deficit 
recorded a four-fold increase over this period but it also accounted for nearly half of the 
PSBR in 2003. The last two columns in Table 3 indicate that these transfers accounted for 
18.9% of tax revenues in 2003 – a more than six-fold increase with respect to 1990 – and for 
11.4% of public expenditures. Total deficit of the social security institutions in Turkey is 
predicted to reach 16.8% of GNP in the absence of intervention by the year 2050. Clearly, 
financing problems of the social security institutions have to be tackled seriously and without 
delay in order to ensure sustainability of public finances and the social security system (SSS) 
in Turkey. We discuss in the sequel  factors that have been conducive to the current 
unsustainable situation of SSS in Turkey. 
 
SSS in Turkey Turkish was set up in the 1940s and has been publicly managed since then. 
Participation is compulsory for workers employed by public and private sector to whom it 
offers universal coverage. It is constituted of three branches related to pension, health, and to 
unemployment insurance. As the pension branch is generally considered to be the main 
contributor to the increasing deficit of the SSS in Turkey, our discussion will emphasize 
problems encountered by this branch in financing its operations2. 
 
Three distinct publicly managed pension funds exist in Turkey. Affiliates of the Social 
Insurance Institution (SSK) are blue-collar workers employed in the public sector and all 
workers in the private sector. Pension Fund (ES) is the pension fund administration for civil 
servants. Finally, the Social Security Institution of  Craftsmen, Tradesmen and other Self-
Employed (BK) covers farmers, artisans and remaining self-employed people. From Table 4, 
it can be read that out of 61,8 million people covered by the SSS in 2002 – 88% of the whole 
population in Turkey – SSK accounted for 57% of total affiliates, BK for 25.1 % and ES for 
17.3 %, the remaining 1% being affiliated to privately managed pension funds.  
 
 

<Insert Table 4 here> 
 
 
Table 5 below shows the contribution of each social security institution to the increasing 
deficit of the SSS in Turkey. Non-existent until mid-nineties, SSK and BK have encountered 
financing problems afterwards and are contributors to the current situation as much as the ES.  
 
                                                 
2 Health insurance branch has also been experiencing major problems which led the current government to make 
a series of proposals aimed at its reorganization. 
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<Insert Table 5 here> 

 
 
Deficits of these institutions which provide pension benefits on the basis of compulsory 
participation in retirement plans managed according to a pay-as-you-go system (PAYG), are 
to due to a number of factors that exert negative effects on their revenues and at the same 
time, tend to increase their expenditures. Contrarily to the situation prevailing in the 
developed countries, financial difficulties of the pension system in Turkey can hardly be 
explained by the aging of its population lading to a deceasing worker-retiree ratio. Indeed, at 
the beginning of the new millennium, 29% of the Turkish population are between 1-14 age, 
64% between 15-64 and merely 7% is older than 64. This window of opportunity, consisting 
of the increasing share of working age people in total population, will close around the year 
2037. However, it is clearly visible from Table SSK2 the “active-passive ratio” decreased 
from 2.77 in 1990 to 1.83 in 2002 for the whole insurance system. Over the same period, this 
ratio evolved from 2.39 to 1.69 for SSK, from 4.75 to 2.38 for BK and from 1.85 to 1.68 for 
ES. 
 
Although aging of the population does not yet constitute a serious threat to the sustainability 
of the SSS in Turkey, other factors such as low compliance of employers with pension laws 
and poor enforcement of this legislation by authorities, as well as informalisation of the 
economic activity tend to increase the aforementioned ratio3. Indeed, an increasing number of 
unregistered workers, whatever the cause may of this phenomenon is4, diminish/reduce 
strongly the number of formal wage-earners who pay social security contributions. 
Employment of undeclared workforce by the employers in the formal sector or underreporting 
wages and salaries of these workers and salaries in order to lower contributions5 - two faces of 
the phenomenon of ‘informalization of the formal sector6’- tend to have similar negative 
effects on the revenues of the social security institutions. Low late transfer penalties in case 
employers withhold these contributions do not provide any sufficient incentive to respect 
pension laws. Irrational management of the resources of these institutions by governments in 
accordance with only their short-term objectives and without taking into account actuarial 
constraints have exerted a negative impact on the revenues of the SSS. In other words, there 
are problems with the collection of social security contributions as well as with the 
administration and management of the funds collected by the SSS in Turkey and they all add 
to the sustainability of this system7. 
 
Explanations on the expenditure side emphasize the low entitlement age for pension benefits. 
Indeed, before a pension reform introduced in 1999, it was possible for male workers to retire 
at the age of 43 years and for female workers at the age of 388. Such practice diminished 
undoubtedly revenues and increase expenses of the SSS in Turkey. One major aim of the 
1999 pension reform was to extend the average contribution period and shorten the benefit 
collection period by increasing the minimum entitlement age. Finally, after a bill was voted in 
Parliament in September 1999, the Turkish Constitutional Court required the government to 
                                                 
3 See Yeldan and Köse (1999). 
4 See section III.3, and Pamukcu and Köse (2005). 
5 See OECD (1996). 
6 See Yeldan and Köse (199), and Pamukcu and Köse (2005). 
7 That problems with the collection of SSCs exist are visible when we compare the share of SSCs in Turkey with 
other countries : data on collections for 2001 are presented in Table 6 as a percentage of GNP. In 1992, 
corresponding figures were 5% for Turkey and 12% for the European Union. 
8 The effective retirement age at the end of the 1990s was 51 (47) years for male (female) workers. 
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make some changes in this law in order to smooth the transition to new entitlement ages. As a 
result, the entitlement age is to be increased gradually to 58 (60) for male (female) workers 
until the year 2020. The reform maintain the values of average contribution and replacement 
rates. It also extends the indexation period for calculating pension benefits to the whole 
employment period and links increases in pension payments to consumer inflation. Although 
the current pension system might till seem to be too generous as far as the entitlement ages 
concerned, it should be noticed that SSK and BK retirees do hardly receive decent pension 
payments. As emphasized in Yeldan and Köse (1999), solely augmenting the entitlement age 
can hardly be conducive to attracting the informal workforce in the formal sector that benefits 
from universal coverage.  
 
 
III. Microeconomics of Fiscal Policy 
 
III-1. Tax Incidence and Structure of Taxes 
 
Tax burden, defined as the ratio of all tax revenues to GNP, increased from 11.4% in 1990 to 
23.6% in 2003.  Most of this increase was due to the rise in taxes on goods from 3.5% in 1990 
to 12.3% in 2003. If account is taken of the taxes on foreign trade – which are of a similar 
nature – indirect taxes on consumption amounted to 5.5 % of GNP in 1990 and to 15.8 % in 
2003. The ratio of income taxes to GNP was 5.9 % in 1990 and 7.8 % in 2003, making clear 
difficulties that the tax administrations had to deal with when the tax base eroded rapidly. A 
major factor that led to the erosion of the tax base in Turkey is due to the informalization of 
economic activities, a subject which will be taken under the chapter on labor markets. 
 
If we take into account all budgetary revenues, including tax as well as non-tax revenues, 
funds and annexed budget revenues, the ratio of aggregate fiscal revenues to GNP, i.e. the 
“tax burden”, equals 14.2% in 1990 and 28.1% in 2003. As a ratio to the GNP, special and 
non-tax revenues reached a peak of 3.5% in 1993 and are diminishing since then. Note that 
this item is also referred as “extra-budgetary” funds or revenues because governments were 
not required by the law neither to include them on their budget nor to search the approval of 
the parliament to raise them. 
 
We observe that taxes on income increased their share in GNP from 5.9% in 1990 to 7.2% in 
2003. These apply mainly to personal and corporate income. The first component has not 
changed much over the period analyzed, going from 4.7% to 4.8 % of GNP. The share of 
corporate income taxes doubled from 1.2% to 2.4%.   
 
Taxes on goods and services include a number of indirect taxes levied on a multitude of 
transactions. They amount to 3.4% of GNP in 1990 and to 12.3% in 2003. This increase of 
almost 10 percentage points in indirect tax revenues is explained mainly by the increases in 
value added taxes, consumption tax on petrol and by a number of new taxes introduced in 
1999 and 2001. The increase of 1.3 percentage points observed in 2003 is due to the rise of 
revenues stemming from a new tax introduced in 2002, namely the special consumption taxes 
(SCT). In 2003, SCT replaced motor vehicles purchase taxes, the so-called “additional tax” 
and consumption tax on petrol. However, the 4.05 percentage points increase observed in 
SCT during the same year compensated largely the diminution of the tax burden due to 
suppression of these remaining indirect taxes. Note that besides consumption of petrol and 
transaction involving motor vehicles, SCT applies also to transactions involving durable 
consumer goods and alcoholic as wells as non-alcoholic beverages.  
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As for taxes on foreign trade, their share in GNP went from 2 % in 1990 to 3,5 % in 2003 and 
made a modest contribution to the increasing tax burden of the Turkish economy. This is all 
the more remarkable, however; in the view of the fact that Turkey eliminated all its customs 
duties on imports of non-transformed agricultural products originating from European Union 
member countries when the Customs Union agreement came into force in 1st January 1996. 
This is partly reflected in the decreasing share of customs duties on non-petroleum products in 
GNP from 0.40% to 0.25% from 1996 to 2003, while the share of revenues stemming from 
value added tax on imports increased from 1.2% to 3.3% over the period 1990-2003. 
 
The increasing contribution of indirect taxation to the tax burden in the Turkish economy is 
explained mainly by the inability of the tax administration to collect taxes on personal and 
corporate incomes. This failure, together with the pressing need to finance domestic debt, led 
governments to increase taxes levied on economic transactions. However, the rise in the 
indirect taxes provided incentives to operate outside the legal framework in order to avoid to 
pay these taxes and this resulted, not surprisingly, in important tax losses, and led, in turn, to 
new increases in indirect tax revenues by governments. Furthermore, such a reliance has 
negative effects on equity since indirect taxes concern more incomes of persons who affect an 
important part of their income to consumption. Indeed, contrarily to income taxes that have a 
progressive nature, indirect taxes are regressive since people with higher incomes save a 
higher proportion of their revenues and as a consequence will be affected less by these taxes. 
 
As far as the evolution of non-tax revenues is concerned, the share of the annexed budget 
revenues diminishes as well as the share of special revenues and funds (extra-budgetary 
revenues). The average share for this last variable over the first half of the 1990 is 14.4% - 
with a peak of 19.3% in 1993 – and equals 4.4% in 2003. We also observe an increase in the 
share of non-tax revenues in budgetary revenues, with this share being equal to 10% at the 
end of the period, explained partly by the revenues accruing to state property. 
 
At this stage we can ask, how do these figures on tax revenues and on their components in 
Turkey compare with those pertaining the European Union (EU)? Table 6 reports data on the 
ratio of tax revenues to GNP as well as for the different tax components in 2001 for fifteen 
EU member countries. Figures for four countries that became member of the EU in 2004 and 
who are at a similar stage of development with Turkey are also presented. 
 
 

< Insert Table 6 here> 
 
 
In 2001, the share of tax revenues in the Turkish GNP (36.5%) is inferior to the EU average 
(41%) by 4.5 percentage points. Only three countries, Ireland, Spain, and Portugal report 
lower tax/GNP ratios. This observation applies also to taxes on personal income and corporate 
profits, a well as to social security contributions (SSCs). While a trade-off between these 
means of taxation can explain a value for SSC that is below the EU average for some 
countries (Denmark, Ireland, United Kingdom), this is definitely not the case for Turkey.  The 
low share of SSCs for Turkey is confirmed when compared with the figures concerning the 
four new EU members. Since these contributions are used to finance social expenses such as 
pension and health insurance, Turkey will have to increase in the future its tax revenues 
stemming from SSCs and this will probably cause serious problems on the labour market 
because of the high share of these contributions in labour costs in Turkey. 
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The share of taxes on goods and services in Turkey amounts to 12.2% in 2001 against an EU 
average of 12.2%. The impressive value of other taxes – ten times higher then the EU average 
– is due to extra-budgetary funds. 
 
These figures confirm the findings of the comparative analysis about the tax burden in Turkey 
and in the EU. Taxes on income and social security contributions are below the EU average 
while taxes on goods and services are above the EU average. Insufficient contribution of 
social security contributions to tax revenues in Turkey appears clearly when compared with 
the corresponding percentages of the four new members of EU (Czech Republic, Hungary, 
Poland, and Slovakia). 
 
The contribution of corporate income taxes to tax revenues in Turkey from 1980 to 2001 has 
been similar to the EU average: it increased from 4.1% to 6.6% over this period.  The 
corresponding EU average was 5.8% in 1980 and 8.9% in 2001. As for the taxes on goods and 
services, including customs and duties on imports, their average share changed very little in 
the EU from 1980 to 2003 while Turkey witnessed a rise of 13 percentage points over the 
same period. The important rise observed in 1985 – an 11 percentage rise with respect to 
1980- is explained by the introduction of VAT in 1985.  At the end of the period, the share of 
indirect taxes in tax revenues in Turkey (38.7%) is above the EU average (30.1%) and only 
Portugal records a higher share (40 %). This finding is also valid, though to a less extent, with 
respect to the four new members of the EU. 
 
Turning to the evolution of the share of social security contributions (SSCs) in tax revenues in 
Turkey with respect to EU, we observe that these taxes are paid by employers as well as 
employees.  SSCs paid by both parties in Turkey have been consistently below the EU 
average from 1980 to 2001, with the contribution of SSCs to tax revenues being 18 % in 
Turkey and 25 % in the EU. The gap has been more important for employers’ contributions 
than for employees’ contributions. This difference becomes extremely important when 
comparison is made with the new four members of the EU. SSCs will have to be increased in 
the future in Turkey not only to finance the deficit of the social security institutions but also to 
bring these contributions in line with the EU. 
 
 
III-2. Sectoral Implications of VAT Administration 
 
As pointed out in previous sections, the share of indirect taxes in total tax revenues in Turkey 
has increased steadily since 1990s and reached 69% in 2003. An important part of indirect 
taxation is based on revenues raised through the application of value-added tax (VAT) 
introduced in 19859: VAT revenues levied on domestic transactions and imports amounted to 
24.8% of total tax revenues in 1985, 27.2% in 1990, 32.7% in 1995 and 32.1% in 2003 (see 
Table 7). They also accounted for 44.4% of total indirect taxes  in 200310. 
 
 

< Insert Table 7 here> 
 

 
                                                 
9 Other indirect taxes are custom duties, special consumption tax, stamp duty, and excise taxes. 
10 Notice that VAT accounted about 60% of all tax revenues levied on goods and services in the European Union 
at the beginning of the new millenium. 
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In this section, we will examine issues raised by the administration and implementation of 
VAT legislation as well as those issues related to its efficiency and incidence on economic 
activity. We will also compare Turkey with the European Union as far as their VAT systems 
are concerned and assess the degree of convergence in this area. 
 
All deliveries of goods and services that take place in Turkey are subject to VAT, as well as 
those goods and services that are imported into Turkey. The person liable for the payment of 
VAT is the one that delivers the goods or services and in the case of imports, the importer. 
This tax is reported and paid monthly. 
 
The following transactions are exempted from VAT: 
² 
 

• Exports of goods and services 
• Conveyances and petroleum exploration  
• Investments within the scope of the Investment Incentive Certificate 
• Transportation services 
• Banking and insurance transactions 

 
 
Therefore, taxpayers who deliver goods or perform services falling within the scope of the 
categories exempted from VAT, have the possibility to deduct VAT paid in the generation of 
these goods/services from the amounts of VAT collected. In cases where the output VAT is 
less than the input VAT11, the difference can be refunded to the taxpayer. 
 
Finally, part of the VAT paid by retirees for their expenditures on non-durable goods are 
subsequently refunded to them. This mechanism is aimed at serving as an incentive for 
consumers to pay VAT on their expenditures and its very existence shows that compliance 
with the VAT legislation should not be taken for granted in a country like Turkey. 
 
 
Table 8 below shows the distribution of VAT refunds between retirees, exports and other 
items from 1989 to 2002. The share of refunds paid to exporters increases from 18.6% to 
61.3% at the expense of the share of retirees that goes down from 57.4% to 9.9% over the 
same period. An explanation for the increasing share of exports in VAT refunds is the 
substitution of this type of export-promoting measure for more direct measures – such as 
subsidies –  which had to come to an end in 1989 in order for Turkey to conform with GATT 
regulations in the area of competition. 
 

< Insert Table 8 here> 
 

 
As for the importance of VAT refunds with respect to VAT revenues, available data shows 
that this ratio was as high as 50% in 1989, diminished to 15% in 1996 and then rose to 30% in 
2002. Data shows that VAT refunds amounted to 1.4% of GNP in 1989 and to 2.1% in 2002. 
Available data also indicates that VAT refunds were equal to 94.1% of corporate taxes in 

                                                 
11 VAT payable on local purchases and imports is called “input VAT” and VAT calculated and collected on sales 
is considered as “output VAT”. 
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1989 and to 65.5 % in 2002. These figures tend to show that these refunds mobilizes huge 
amounts of resources. 
 
 
When the VAT was introduced in 1985 in Turkey, the initial standard rate was 10%. Later, it 
went up to 15% and the current rate is 18%. There are no differences in VAT rates on a 
regional basis, there are no domestic zero rates but there are a number of items subjected to 
reduced VAT rates included between 1.0% to 8.0%. Major lower rated goods are second-hand 
cars, newspapers, books, magazines, basic foodstuffs, natural gas, certain entertainment and 
cultural services12. 
 
Table 9 presents data on VAT rates for 29 countries - mostly countries that are members of 
EU and OECD. Eleven countries have standard VAT rates that are lower than in Turkey, and 
only four of these eleven countries are EU member countries13. And among the sixteen 
countries with standard VAT rates higher than Turkey, eleven countries have a rate higher 
than 20 %14. As for the reduced rates, they seem to be lower in Turkey than in most of the 
other countries in this table. However, it is difficult to assess whether expenditures on items to 
which reduced rates applies accounts a higher share of economic transactions – for instance, 
household consumption – in Turkey than in other countries. 
 
 

< Insert Table 9 here> 
 
 
Reduced VAT rates have been criticized on grounds that they make difficult to establish to 
which extent the difference between effective and standard rates is due to the existence of 
these rates or to the degree of tax compliance15. Other critics point out that rate differentiation 
induce revenue losses, lowers VAT efficiency by increasing the complexity of the system and 
makes it more difficult to assess the degree of tax compliance. Turnover thresholds below 
which firms are not required to register for VAT, a means for lowering compliance costs for 
small enterprises, have not been introduced in Turkey contrarily to several EU member 
countries. 
 
The use of reduced rates for some goods and services has also been questioned as an 
instrument of redistribution – the very reason of their existence – because the implicit subsidy 
it provides might be equally available to the rich and the poor to the extent that consumptions 
patters of each group tends to be broadly similar. And this seems to be the case for the basic 
goods/services to which lower rates apply16. Another option would be to reduce the number of 
low-rated goods and widen the base upon which the high rate is levied, making it possible to 
lower the standard VAT rate. Since reduced VAT rates are applied to an important number of 
items in Turkey, this last proposal may be relevant for her but also because VAT base is 
larger than the base to which personal and corporate income taxes are applied – and that is 
                                                 
12 For a comparison with other EU and OECD countries, see OECD (1999). 
13 And three of these four EU member countries have standard VAT rates that are very close to the Turkish one, 
i.e. United Kingdom (17.5%), Germany (16.0%), and Spain (16%). 
14 And notice that two of the new EU member countries at a comparable level of development with Turkey, 
namely Hungary and the Czech Republic, have standard VAT rates well above the Turkish one, respectively 
25% and 22%. 
15 It is well known that in several EU countries - Belgium, Italy, Spain and Sweden - effective rates are far below 
standard rates. 
16 For example, see OECD (2002). 
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precisely one of the reasons why VAT revenues are so important in Turkey. On the other 
hand, membership perspectives to the EU will require that a number of services/goods subject 
to low-rates be taxed at the standard rate, so the timing would be ideal to reduce the number 
of goods/services subject to reduced VAT rates and to use the increased revenue in order to 
lower statutory tax rates. Note that Turkish government decided in December 2004 that 
standard VAT rates, i.e. 18%, applied to educational and health services, as well as to some 
foodstuffs would be reduced to 8% in 2005, increasing the number of low-rated 
goods/services in Turkey. 
 
 
III-3. Effect of Tax Policies on Employment and Labor Costs 
 
Are high social security contributions (SSCs) conducive to high labour costs in Turkey and 
therefore penalize employment ? Although we have noted previously that the share of SSCs in 
GNP as well as total taxes has always been lower in Turkey than the EU average, it might 
represent an important component of labour costs and be partly responsible for trends towards 
informalizaton of labour and product markets in Turkey.   
 
First, let us examine whether SSCs drive a large wedge between the real labour compensation 
as paid by employers and real take-home pay per worker (that is the tax wedge). Labour costs 
will be defined here as being equal to gross wages paid to employees plus employer SSCs. 
Note that the gross wages include income taxes paid by employees, employees’ SSCs and 
possible cash benefits. Net income or wages is the take-home pay per worker obtained by 
excluding income taxes and employees’ SSCs from gross wages earnings. 
 
We observe from the data of the State Institute of Statistics that net wages as a percentage of 
gross labour costs increased on a continuous basis for civil servants (from 56% to 73%) and 
minimum wage earners (from 64% to 74%) over the period 1990-2002. However, the rise in 
net wages observed for the public and private sector workers are less impressive: they both go 
from around 50 % in1990 to around 55 % in 2002. Figure 5 presents data on income tax plus 
employees’ and employers’ SSCs as a percentage of gross labour costs for EU member 
countries and for Turkey in 2003. 
 
 

<Figure 5 here> 
 
 
We find that the tax wedge in Turkey (42 %) is slightly higher than the corresponding EU 
average (41%) and its composition is also very similar to the EU average. Twelve over 
nineteen countries included in this chart record higher tax wedges than Turkey. 
 
Do these figures on the relative importance of SSCs in labour costs explain the drift to 
informal activities observed in Turkey ? Although the contribution of these taxes to labour 
costs in Turkey is only slightly higher than the corresponding EU average, Turkey is 
specialized mostly in labour-intensive, low value-added products (textile products represented 
40 % of its total exports in 2000). This explains probably the shift to informal activities, a 
trend that is certainly exacerbated by the increasing number of developing countries that 
export similar products on the world market. 
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III-4. Assessment of Privatization Policies 
 
The privatization of public assets was invigorated in Turkey starting 1986. Originally the 
privatization ideology was based on “economic efficiency” arguments.  It was announced that 
initially some of the major public enterprises would be restructured to improve their financial 
performance, and then they would be on the sale list at “attractive” prices.   
 
The explicit objectives for the privatization programme were identified by a report of Morgan 
Guaranty Bank in 1986.  (This report was commissioned by the government directly.)  
Accordingly, the privatization master plan would seek: (1) to transfer the decision making 
process from the public to private sector to ensure a more effective play of market forces; (2) 
to promote competition, improve efficiency and increase the productivity of public 
enterprises; (3)to enable a wider distribution of share-ownership; (4) to reduce the financial 
burden of the state economic enterprises (SEEs) on the general budget; and (5) to raise 
revenue for the Treasury.  Over the course of time, however, the initially stated “efficiency” 
arguments would silently cease as stated objectives and the main objective of privatization 
would shift directly to revenue generation. 
 
The Turkish attempts to privatize its public assets generally took three modes of sales 
techniques: “block sales”, “public offers for floatation”, and “direct sales of assets and 
premises of the SEEs and their subsidiaries” (Karatas, 2001).  As a sales method, 
“privatization via public offering” has been limited, while “block sales” accounted for more 
than a third of the privatization receipts.  Reliance on block sales  as a big-bang solution led to 
widespread allegations of fraud and corruption as well as undervaluation of the privatized 
assets. 
 
In retrospect, the revenues collected from two decades of privatization have been mediocre at 
best.  By 2004 the total volume of sales proceeds have reached a total of US$6.5 billion.  The 
receipts were, in principle, collected by the Privatization Authority (PA).  However the above 
figure does not cover many of the implicit or explicit deductions and expenses due to fees 
paid brokers and the advisory agencies, litigation costs, and costs of advertising and 
administration.  Thus, in practice the net outlays out of privatization, have, as elsewhere, been 
quite insignificant as a source of revenue to the Treasury. 
 
With the advent of the IMF’s Staff Monitoring Programme in 1998, there had been a newed 
and ambitious attempt over privatization of large scale enterprises, such as the Petrol Ofisi 
(petroleum products and distribution agencies-POAS), Turkish Telecom, Inc, GSM 
Licensing, Seka (the paper, cellulose and pulp plants), and the Turkish Airlines.  
 
Table 10 documents data on the expenditures and revenues of the Privatization Board.  
 

<Table 10 here> 
 
 
IV. Public Sector Borrowing Requirement and Dynamics of Public Debt 
 
The public sector borrowing requirement (PSBR) gives the total financing needs of the public 
sector.  In the macroeconomic setting, this magnitude can be expressed as follows: Consider 
the aggregate resources and expenditure flows in an economy, 
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Aggregate resources   = Private savings  
+ Public Revenues  
+ Imports 

 
Aggregate Expenditures = Private Investments  

+ Public Investments  
+ Public Current Expenditures  
+ Public Sector Transfers  
+ Exports 
 

 
Thus, by re-arranging the above terms we can express the public sector’s borrowing 
requirement as, 
 
PSBR =  Public Investments  

+ Public Current Expenditures  
+ Public Sector Transfers  
- Public Revenues 
 

or  
 
PSBR = (Private Savings – Private Investment) – (Imports – Exports) 
 
In the above equation, the first term in parentheses on the right hand side gives the private 
sector’s saving surplus (over private investment), and the second term gives the foreign deficit 
(foreign savings). Both of these flows are used to finance the PSBR. 
 
The sources of the PSBR originate from the consolidated budget deficits, the losses of the 
SEEs and social security institutions and the deficits of the local governments, municipalities 
and other fiscal institutions. We provide data on the evolution of the PSBR over 1975-2003 
both in current prices and also as a ratio to the GNP in Tables 11 and 12. 
 

<Table 11 here> 
<Table 12 here> 

 
 
IV-1. Dynamics of Public Debt 
 
As we discussed above, the Turkish public sector has resorted to domestic  debt finance rather 
than the foreign sources in financing the PSBR. Thus, the securitized stock of domestic debt 
which stood at NewTL3.3 billions ($29.3 billions) in 1996, increased to NewTL194.4 billions 
($139.3 billions). This shows a cumulative increase of 4.7-folds in 7 years. Thus, aggregate 
public debt stock increased its ratio to GNP from 37.7% in 1996 to 81.7% in 2003. Even 
though the 2003 ratio seems to have recovered somewhat in comparison to the immediate 
post-crisis level of 88%, much of this recovery had been due to the appreciation of the TL 
which enabled a lower burden of the foreign debt measured in domestic currency.  Thus, 
sustainability of this trend is yet to withstand the test of currency depreciations in the future. 
Table 13 depicts this information. 
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<Insert Table 13 here> 
 
 
The Turkish foreign debt stock has reached US$147 billion by the end of 2003.  Considering 
that the foreign debt stock was $131.2 billion in 2002, the observed magnitude reveals a rate 
of growth of 12.3%.  However, with the nominal appreciation of the Turkish Lira against the 
US$ in 2003, the ratio of foreign debt to GDP creates the illusion that it has fallen to 55% in 
2003, contrasting with the 2002 ratio of 73.1%. Any depreciation of the TL value of the US$ 
in the days to come would bring this ratio to higher levels, unveiling the true underlying 
dynamics of foreign debt. We tabulate data on the foreign debt stock in Table 14 
 

<Insert Table 14 here> 
 
 
IV-2. Inertia of Real Interest Rates 
 
Against the background of debt accumulation, all macro policies in Turkey right now are 
aligned to attain the 6.5% primary surplus. The algebraic logic behind the primary surplus 
target is actually extremely simple, and relies on the following debt equation in reduced form: 
 

zyidd −−=∆ )( &  
 
where, d: ratio of the debt stock to the GDP 
 i: real interest rate 
 : real rate of growth of GDP y&

z: primary surplus ratio to the GDP 
 
and ∆d denotes the time rate of difference in debt/GDP ratio. 
 
Given the Turkish macroeconomic realities of 2004, letting d = 0.82 (aggregate public debt to 
GDP ratio, see Table above);  = 5% (as targeted in a series of letters of intend over 2001 to 
2006); and z = 6.5%; one can easily find that in order for the debt/GDP ratio to remain 
constant (∆d = 0), the maximum real rate of interest should not exceed 12.9%.  This is the 
maximum possible real rate of interest on the government’s debt instruments (GDIs) if the 
debt ratio could ever be constrained. 

y&

 
In Figure 6 we portray the evolution of the GDI rate of interest as well as the credit interest 
rates, both in real terms.  Data disclose very succinctly the heart of the problem: Turkish real 
interest rates are too high, and do not display any tendency to fall over the programme 
horizon. Contrasted over the last 18 months’ data on GDI interest rates, only in two months –
September and October 2003—real interest rates are observed to fall under this threshold.  
 
 

<insert Figure 6 here> 
 
 
What is also interesting to observe from the data disclosed in Figure 6 is that even though the 
inertia over inflationary expectations seems to have been broken especially after March 2003, 
the real interest rates sustain their inertia, independent of the logic of the fiscal balances.  In 
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fact, the GDI interest rates are observed to be on a rising path since November 2003 to date, 
despite the fact that primary surplus targets have been successfully attained. 
 
The inertia of high real interest rates in the Turkish context can only be explained by 
reference to the mode of integration of the Turkish asset markets to the global financial 
economy at large.  Turkey, like many of the other peripheral countries of late capitalism, has 
integrated with the world financial markets as a “new emerging market”.  Simply put, the 
logic of the international financial system is that such young “emerging” markets should be 
able to offer significantly high real returns to global finance capital.  The fierce competition 
among such economies often leads to a race to the bottom in order to attract inflows of short 
term liquid capital.  In consequence, the flow of such funds necessitate maintenance of higher 
and higher real interest rates. 
 
Under these conditions, the simple algebra of debt dynamics reveal that the Turkish debt 
burden would not be handled via achieving primary surplus targets and fiscal prudence alone, 
but would require a detailed re-structuring of the terms of Turkish debt obligations with both 
the IMF and the banking community. 
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