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The Great Escape� 

May 10th will most likely be the end of the stand-by agreements with the IMF. In 
the past, the programs that were agreed in the pre-math or aftermath of the crisis 
periods had focused on the current account deficit problems, whereas, the final 
agreement that covered the past three years centered on fiscal discipline and 
securing a sustainable debt. Therefore, the decline in the net public debt stock as 
percent of (new) GDP to 29.1% last year, from 66.4% in 2001 marked an 
important success. Meanwhile the public sector gross debt stock to GDP ratio � 
that will conceivably become a more important topic going ahead in the context of 
Turkey�s convergence to the EU through membership negotiations � diminished 
to 38.8%, much better compared to both the EU average and the Maastricht 
criteria (60%). Hence, the new fiscal program that solely concentrates on 
lowering debt stock does not make much sense to us, considering the 
current level of the debt stock and the ceased worries regarding Turkey�s 
ability to rollover this debt. After all, one-off revenues such as the privatization 
proceeds can help curbing debt even in a year of significant deviation from fiscal 
discipline. The year 2007, where net public debt stock diminished by 5 pp, was a 
good example to this. There is no doubt that the re-acceleration of the debt 
level needs to be prevented, yet, the new anchor should at the same time 
introduce a certain control mechanism for the expenditures. If the 
government does not present these as a whole in a single comprehensive 
program, it would lead to nothing but just worries over fiscal loosening, as was 
the case for the Medium Term Fiscal Framework (MTFF) released last week. The 
primary surplus (PS), which fell to 3.5% of the GDP last year from an average of 
5% between the years 2003 and 2006, and which is assumed to gradually slip to 
2.4% in 2012, would likely fail to function as an anchor from now on. Therefore, 
we will wait to see the �fiscal rule,� which we have been discussing for 
some time, to be put into action together with its legal infrastructure, in 
order to be convinced for the credibility of the MTFF.  
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In the conventional debt dynamic models, future level of debt is determined by 
three key variables, which are PS, real interest rate and growth rate. The 
magnitude of the debt stock is directly proportional to the real interest rate, while 
there is an inverse relation with the PS and growth rate. Recent term outlook 
suggests that there will likely be negative impact on debt from real interest 
rate and growth channels going forward. Moreover, plans to reduce the PS 
will further disturb the outlook.  

In essence, a gradual reduction in the PS target was something already foreseen 
by the IMF to adopt in the new program. There were assessments over the 
medium term fiscal plan and the fiscal rule in the IMF report that was written 
within the context of the Article IV. We had mentioned the key points of the IMF 
report in our weekly Macro Scope dated 26 November 2007. IMF had stated that 
keeping the PS target at 6.5% (as percent of the old GDP) for 2008, then 
reducing it to 4% in 2010, with further declines by 0.5 pp in the consecutive two 
years that would bring the target to 3%, was in line with reducing the public net 
debt ratio to 27.5% in 2012, from 40% reading at the time the report was 
published. In other words, the PS was already planned to be eased in a 
measured way. However, the Fund had underlined that the critical decision 
would be whether the rate of the increase in the primary expenditures in the 
following years will be close to 10% - that is the average of the period 
between 2004 and 2006- or will be slower in line with the growth target. If 
the expenditures were to grow at a pace similar to last years and the PS is to 
decrease in the context of the baseline scenario, there would be no fiscal space 
left for implementing the planned deductions in the payroll tax and the Bank and 
Insurance Transactions Tax (BSMV). For that reason, a controlled expansion 
in the primary expenditures seemed compulsory for the implementation of 
those tax adjustments, which are crucial for increasing employment and 
deepening financial system; simultaneously with a declining PS target. 
Glancing at the current outlook; 5 pp discount in the social security premium 
burden on the employer will be put into force from September onwards and 
BSMV on F/X transactions has been fully abolished. Moreover, primary 
expenditures were widened by 17% and 13% in 2007 and in the first quarter of 
this year, respectively. 

PS 1: All scenarios are consistent with achieving a net debt ratio of 27.5 percent by 2012. Each 10 percentage point cut in employer (employee) social security 
contributions is estimated to cost 1.3 (1.8) percent of GNP. The elimination of bank transaction taxes would cost 0.8 percent of GNP. 
PS 2: Projections conservatively assume (i) no positive supply-side feedback from cuts in distortionary taxes; (ii) no privatization receipts after 2007; (iii) no 
revenue buoyancy; and (iv) a high real interest rate (10 percent). 
Source: Staff Report for the 2007 Article IV Consultation 

Separately, IMF also discussed that a fiscal rule over expenditures or 
budget balance would help lowering domestic debt. However, the Fund�s 
suggestion for the fiscal anchor that would replace the PS target arose as 
an expenditure rule combined with a debt target. While Turkish authorities 
were claimed to suggest exempting investment spending from such a rule, as is 
the case in Brazil, IMF staff stated that this might promote opportunistic 
reclassifications of expenditure and hence did not favor it. As explained below, 
this obstacle against infrastructure investments have been conquered by 

Scenario based on 9% rise in primary expenditures     Scenario when primary expenditures expand in parallel to growth 
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transferring interest revenue on Unemployment Insurance Fund and privatization 
proceeds to these investments.  

One important distinction of the MTFF released last weekend by the economy 
policy makers was about the privatization revenues. The privatization proceeds, 
which are normally registered under Treasury�s financing account and used for 
debt repayments, are assumed to be registered into the budget. Those inflows at 
YTL3.5bn in 2005, YTL10.5bn in 2006 and YTL9.0bn in 2007 contributed to a 
significant contraction of the debt stock. Under the new plan, however, those 
revenues will be registered as central budget revenue and will be used to 
finance expenditures. The officials from the Finance Ministry claimed that the 
legal ground for this new regulation has been prepared and that they will transfer 
YTL2.3bn to the Southeastern Anatolia Project this year, while YTL2.5bn portion 
of the privatization revenues and YTL1.3bn portion of the income on 
Unemployment Insurance Fund will be transferred in 2009. Accordingly, the 
government built up a framework where the public debt stock is reduced to 
30.0% of GDP by the end of 2012, from 38.8% as of 2007, thanks to the 
privatization revenues. 

Another problem of the approach adopted in the MTFF was that the 
program seemed to overlook the contribution of the fiscal discipline to 
disinflation process, as well as to controlling current account deficit.  On 
the other hand, as a positive development, the Parliament approved the social 
security reform pack and a draft bill that proposes 5 pp discount in the social 
security premium burden of employers has been taken to the Parliament�s 
agenda. Nevertheless, we think that the expenditure-boosting articles placed in 
the bill may exert pressure on the fiscal outlook. That draft law assumes to 
transfer the interest revenue of the Unemployment Insurance Fund and the 
privatization revenues primarily to finance the Southeastern Anatolia Project 
(GAP), together with reducing unemployment among young population and 
females. However, it will not be that easy to monitor the actual spending 
areas of those transfers. This should be read as additional increase in public 
expenditures and hence less support to disinflation process.   

In conclusion, this fiscal framework, which does not incorporate controls over the 
expenditures and which solely concentrates on lowering debt stock via increasing 
revenues, will unlikely have any positive contribution to anchor long term 
expectations. Unless the government decides to agree with the IMF on a     
stand-by program as before, or on a precautionary stand-by, a fiscal rule on 
primary expenditures with legal bindings would be needed.  

 

 

 
 
 

Medium Term Fiscal Framework  

(% of GDP) 2007 2008 2009 2010 2011 2012

Public Sector Primary Surplus (IMF Definition) 3.5 3.5 3.0 2.7 2.5 2.4
CGB 2.5 2.7 2.3 2.0 1.7 1.7
Rest of the Public Sector 1.0 0.8 0.7 0.7 0.8 0.7

 
CGB Revenues (IMF Definition) -1.6 -1.4 -1.4 -1.3 -1.7 -1.6
CGB Primary Expenditures (IMF Definition) 20.6 20.4 20.4 20.3 20.2 20.0
CGB Overall Balance (MoF Definition) 18.1 17.7 18.1 18.3 18.5 18.3
 
Privatization Revenues 0.8 1.2 1.0 0.7 0.5 0.2
Gross Public Debt Stock (EU Definition) 38.8 37.0 35.0 33.0 31.0 30.0
 
CGB: Central Government Budget 






