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EXECUTIVE SUMMARY

I. INSTITUTIONS OF PUBLIC EXPENDITURE MANAGEMENT AND
ACCOUNTABILITY

1. Turkey faces, once again, a crisis in the management of its economy. The flight of
capital and the plunge in the value of the Turkish lira following events in November 2000 and
February 2001 revealed the lack of market confidence in government policies. The immediate
triggers for the current crisis can be found in concerns regarding the fragility of the banking
system and perceptions of wavering government commitment to key reforms. However,
underlying the immediate triggers for this and previous crises is a deeper problem of governance
which is manifested in serious, non-transparent and unsustainable imbalances in public finances.

2. The Public Expenditure and Institutional Review presents the findings of an analysis of
the budget and institutions of public expenditure management and public accountability which
are fundamental to policy decisions and economic management. It builds on the extensive and
valuable analysis undertaken by a government Special Ad Hoc Cornmittee on Fiscal
Transparency and Public Finance in the context of the 8th Five Year Development Plan and by
the IMF in the context of the Fiscal Transparency report. The review suggests that the current
economic crisis has deep roots in the institutions of collective decision making in government. It
confirms that unless fundamental improvements are made to the processes for formulating public
policy, allocating resources and implementing budgets, any economic recovery will almost
certainly be fragile and short-lived.

3. What are the weaknesses of the current system of public expenditure management and
safeguards for public accountability for resource use? The issue can be addressed both from the
perspective of the performance of the system and from structural/institutional characteristics of
the system. From the perspective of performance, a well functioning budget system should
facilitate decisions and actions that achieve the following three key objectives:

* It should enable the government to determine and achieve the aggregate fiscal magnitudes
based on an informed judgment about what level of expenditure could be sustained by tax
and non-tax resources and a sustainable deficit strategy. An appropriate aggregate fiscal
strategy supplemented by individual and collective fiscal discipline would be reflected in low
rates of inflation, stable ratios of debt to GNP and the absence of payment arrears.

* The budget should generate the information necessary to provide key decision makers both in
the Cabinet and at senior levels of the bureaucracy with the basis to make strategic decisions
regarding resource allocation and to ensure that key policy objectives are adequately funded.
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* Finally, the system of public accountability should generate incentives for efficiency and
effectiveness by public agencies and support the achievement of performance objectives.
Waste and fraud should be discouraged by the system of internal control and external audits
but should not be so onerous as to discourage performance oriented management.

4. On all three counts the Turkish system of public expenditure management performs very
badly not only in comparison to standards achieved by most industrial countries but also by the
standards achieved by many developing countries. 1

A. Aggregate Fiscal Management is a Major Weakness

5. The evidence against the effectiveness of aggregate fiscal management is most obviously
displayed by the record of deficits2 and inflation over the past decade.

Fiq.ES.1: Public Sector Borrowing Requirement Fig.ES.2: Inflation in the CPI
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6. The evidence suggests that aggregate fiscal strategy has been compromised by the
significant growth of off-budget activity, particularly quasi-fiscal activities. Thus while the
official fiscal stance was being defined by the measured fiscal deficit and the corresponding
public sector borrowing requirement, actual fiscal policy has been far more expansionary and has
contributed to a rapid buildup of total debt. The failure to control high inflation over a long
period of time reflects this inability to achieve meaningful and comprehensive fiscal discipline.
This occurs despite a top down determination of the fiscal envelope by the government and
cannot be attributed, as in some countries, to budget expanding proposals from Parliament. The
problem relates to the ineffective management of the full scope of fiscal expenditure by the
government. Since what is not measured cannot be managed, the existence and growth of off-
budget expenditures in the forn of quasi-fiscal expenditure and acceptance of contingent
liabilities is a major contributor to the lack of effective fiscal discipline.

' The assessment of the budgetary system described below is largely based on the situation in 2000 and early 2001. The
effect of recent and prospective changes is not reflected in the assessment but is described in the final Post Script section
of the executive summary and in the reform strategy matrix.
2 Measured in the graph by the PSBR adjusted to include the quasi-fiscal operations of government.
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B. Strategic Decision-Making is Neglected and Policies and Plans are Not Linked to the
Budget.

7. The weakness of the budget system in terms of its ability to support strategic decision-
making by the Cabinet and the High Planning Council is less obvious but is equally pernicious.
Critical commentary in the background papers prepared for the Eighth Five Year Plan point to
the failure to implement the priorities established by past plans. The plan itself is confined to
establishing five year priorities but does not provide an assessment of the fiscal costs of plan
proposals, weakening the linkage of policy proposals to the budget. The high inflation
environment which compresses budgetary time horizons also discourages longer term fiscal
planning.

8. The lack of comprehensive and useful information on the programs financed by the
government makes ex-ante decision-making and ex-post evaluation of policy very difficult. For
example, despite the emphasis placed on preventive health care activities in the plan and in
policy statements, the budget does not provide policy makers with information on the relative
share of financing for preventive programs in total health sector financing. As a result,
ostensibly priority programs such as maternal and child health receive less than one percent of
public spending on health. In the absence of information that spotlights the under-funding of
such programs, there is no corrective action taken to address this failure of budgeting to support
stated priorities.

9. In general, the budget is not seen as an instrument to achieve discretionary policy
objectives. Policy formulation is itself neglected by line ministries, reflecting, in large part, the
effects of frequent government changes. When a policy has strong political support and is
deemed a priority, as in the case of the Basic Education program, special budgetary regulations
are required to ensure effective implementation of the program. This fact underlines the implicit
recognition of the rigidity of the budget as an obstacle to achievement of policy objectives.

C. Excessive Control over Budget Implementation Fails to Prevent Waste and
Inefficiency.

10. The budget is weakest in its support for efficiency and effectiveness in the use of
resources by public agencies. The system of internal financial controls is extremely rigid and
emphasizes compliance with existing regulations. The supreme audit institution performs an ex
ante approval function which further reduces the degree of managerial discretion in budget
management. These rigid controls provide a strong incentive for agencies to seek to develop off-
budget sources of funding, thereby contributing to further budgetary fragmentation. Despite
these tight layers of controls, the system provides no assurance that waste, inefficiency and
diversion of funds are minimized. The external audit reports focus on compliance with
regulations and do not offer an assessment of performance or efficiency. Procurement processes
are non-transparent, are open to abuse and contribute to the low completion rate of investment
projects.

11. In sum, the current system of public expenditure management fails all three tests of
performance very badly. This surprisingly poor state of affairs has been the subject of
commentary over a number of years but rarely from the perspective of the performance of the
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system as a whole. The reasons for this poor performance become clearer when one considers
the structural weaknesses of the PEM system below which have not been corrected despite many
critical assessments and efforts to reform.

Budget Preparation

Comprehensiveness of Budget Coverage

12. Perhaps the most fundamental requirement of any budget system is that it provide a
comprehensive picture of expenditure, revenue and financing available to the government.
Comprehensiveness of budget coverage is the foundation for making the proper macro-economic
assessment of the aggregate fiscal target but it is equally critical to making the right judgments
on strategic allocation of resources to competing priorities and in assessing the impact of past
allocation on outputs or outcomes.

13. In Turkey, the so-called consolidated budget excludes a significant proportion of
government expenditure financed by revenue or borrowing.

- There are non-budgetary funds amounting to as much as 3 percent of GNP which are not
transparently accounted for in the resources to be allocated during budget preparation.

- An additional 1 percent of GNP is collected under revolving funds which are similarly
excluded from resource estimates for budget preparation.

* In 1999, as much as 10 percent of GNP was spent on quasi-fiscal programs which were not
considered or included in the budget.

* A growing amount of resources are committed under guarantees and other contingent
commitments without going through a formal budget framework process or evaluation of risk
to the budget.

* Not all external financing is included in the budget.

14. Thus, whereas the consolidated budget of the central government indicates total
expenditure of 36 percent of GDP in 1999, this is not a full measure of government spending.
Adding in the non-budgetary funds, revolving funds, social security institutions and local
government would boost the total to 46 percent of GNP. The addition of quasi-fiscal activities
would boost total expenditure by an additional 10 percent of GNP. All these facts make the
formal consolidated budget that is presented to Parliament a significant under-statement of the
government's fiscal plans and commitments. It fails a critical test of transparency of
government.

Budget Classification

15. The appropriate classification of government expenditure is an important asset to budget
analysis and management. Most OECD countries use four separate expenditure classifications
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to derive the necessary information: economic, administrative, functional and program. Turkey
possesses only the first two of these. A program classification was attempted in the 1970s but is
not effective and is largely ignored. Despite efforts under the PFMP to upgrade the classification
system, the functional classification was not implemented. The lack of an effective functional
and program classification is a major handicap to linking policies and budgets.

Multi-year Budgeting

16. The Turkish budget focuses on the 12 months corresponding to the annual budget and
makes no attempt to anticipate the consequences of current decisions for subsequent years. In
this respect, Turkey is one of the few OECD countries to not use a multi-year budget framework
to improve the quality of its policy and financial decisions. While the investment budget in
principle has a multi-year perspective, our assessment is that the estimation of future costs is
undermined by uncertainties due to high inflation and procurement related cost escalation. The
linkage between the investment budget and the recurrent budget is also very weak and there is
little evidence that completed projects receive adequate and timely funding for operations and
maintenance from the recurrent budget. Overall, therefore, the current budget process makes no
attempt to achieve superior fiscal management by anticipating and addressing revenue and
expenditure trends over the medium term.

Budget Negotiations

17. The budget process has little credibility with line agencies. While the formal budget
process commences in June, the lack of indication of the budget ceilings to line ministries and
departments until very late in the budget process has resulted in a highly unsatisfactory
reconciliation of top down ceilings with bottom up budget requests.3 Problems which should
have been addressed through negotiation with line agencies during a more substantive period of
budget preparation were therefore not resolved. Line ministries expressed strong concerns about
the lack of opportunity to discuss their budgetary needs with the central agencies. The MOF in
turn argues that line ministries do not have senior staff engagement in the budget negotiations
which contributes to non-substantive budget preparation. Both perspectives attest to the
dysfunctional role of budget preparation in public resource management. A budget process that
does not serve the needs of line agencies further strengthens incentives to establish extra-
budgetary arrangements.

Budget Execution

Internal Control

18. The Turkish system features many layers of ex ante control and seemingly little scope for
discretion in the use of funds by line agencies. The point has been made repeatedly by various
studies that central control over payments, multiple agencies involved in issuing visas, repetitive
document verification, and the personal accountability of accountants for compliance with
detailed financial regulations all create a rigid financial system that hampers budget execution

3 The instructions for the 2002 budget preparations included indicative ceilings for ministries and should provide the basis
for an improved budget process.
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while providing little assurance of effective control or efficiency in resource use.4 Yet, there
does not exist an effective system to track and control expenditure commitments. In principle,
payment arrears could accumulate if commitments run ahead of cash releases. And there is
evidence that such arrears have been common.5 Over the past twenty years, most OECD
governments have recognized that flexibility in the budgetary system within an appropriate
framework of accountability for results is important to better public sector performnance.
Turkey's budget system has remained untouched by these modem approaches to budget
management. Reforms to the system of internal control are critical to overall improvement in
budget management in Turkey.

Budget Accounting

19. The Accounting Law dates back to 1927 and the need for its revision is widely
acknowledged. The difficulty in addressing the fragmentation of budget information is in part a
reflection of the absence of common accounting standards and lack of uniformity in
classification of government agencies in the chart of accounts. For example, SPA and MOF do
not use a common definition of "revolving funds" or 'extra-budgetary funds" in their respective
presentations. The development of common definitions should be undertaken hand in hand with
the development of a proper classification of general government entities and the definition of
appropriate standards of accounting for the different categories of entities. Another major
weakness in the accounting system is the absence of commitment accounting, itself a result of
the weakness in internal control noted above. As a result, the budget system does not capture
and record the accumulation of unpaid obligations (arrears) of the government.

Procurement

20. Current procurement procedures contribute to waste and offer opportunities for
corruption in the award of public sector contracts. The practice of inviting bids on projects with
incomplete designs suggests that project approvals are based on underestimated costs, which
implies that governnent is committing to projects without a full assessment of cost, an
undesirable fiscal practice. The discounting process used in awarding bids combined with the
opportunity to seek increases in the project value subsequent to project awards creates strong
incentives for cost escalation. The effect is to reduce investment efficiency significantly and
possibly bias selection towards inappropriate projects.

Budget Reporting and Auditing

Budget Reporting

21. Budget reporting is subject to the problems due to lack of comprehensiveness of the
budget and lack of information on functional classification. Nevertheless, efforts by the General
Directorate of Public Accounts in the Ministry of Finance have yielded some results: the MOF
website provides timely information on central govermment expenditure and revenue. Monthly
accounts are made public about 20 days after the end of the each month. The challenge is to

4The Special Ad Hoc Committee (SAHC) report diagrammed the full range and complexity of controls that apply to
transactions of government with outside suppliers.
5A recent IMF Technical Assistance mission was informed that arrears totaled as much as TL I quadrillion in mid-2001.
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improve on the quality of reporting through more comprehensive coverage of general
government (i.e. including local government and all off-budget activities) and implementing the
fimctional classification of expenditure.

Auditing and Accountability

22. Despite the existence of the Turkish Court of Accounts, a Supreme Audit Institution
(SAI) that reports to Parliament, and two other external audit bodies that report to the President
and the Prime Minister, significant parts of government finance, including the off-budget
expenditure, are not subject to audit examination. Such audits as are undertaken are focused on
compliance and little attention is given to perforrnance or value for money audits. It is clear that
despite having significant established capacity for external audit, current institutional
arrangements do poorly in identifying waste, inefficiency and corruption. As a result, the value
of investment in audit institutions is not recovered by improvements in the efficiency of resource
use.

Overall Diagnostic Assessment

23. In summary, as indicated above, each aspect of the infrastructure of public expenditure
management and accountability displays major structural weaknesses and evidence of being out
of date. Taken together, the PEM system renders the budget dysfunctional for the purpose of
managing a modern economy. It fails to provide the information necessary for aggregate fiscal
management and for strategic decisions on allocation and is too rigid to permit a performance
orientation in government. Most disabling is the fragmentation of the budget in many
dimensions (coverage, classification, and accounting, and responsibilityfor internal control and
auditing) which has a pervasive effect on the quality of information and which distorts decision-
making across the board. Recognizing that the excessive degree of control and weak processes
for budget formulation create incentives for extra-budgetary activity allows a systemic
understanding of the current situation.

II. TURKISH PUBLIC EXPENDITURE RELATIVE TO THE OECD

24. Evidence that the public expenditure management system in Turkey is significantly
inferior to that in most other OECD countries can be substantiated by the composition of public
expenditure in Turkey relative to its OECD counterparts. Since current spending patterns are an
outcome of the policy decisions and the PEM system in each country, anomalies in Turkish
spending patterns would confirm systemic weaknesses already identified.

Government Spending

25. Indicative evidence regarding fiscally stable levels of spending can be derived by
considering the level of general government expenditure in comparator countries in addition to
corresponding deficit levels. Whereas Turkey collects about 36 percent of GNP in revenue, a
level comparable to revenue shares in Australia (34%), Spain (38%) and Portugal (39%), the
level of general government expenditure in Turkey has grown sharply and, at 46% of GNP, is far
greater than these comparators. Countries like Greece, Germany and Italy which have
comparably high levels of general government expenditure (44, 46 and 48% of GNP
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approximately) sustain such spending on the basis of a much stronger revenue effort of about 42-
46 percent and therefore run much smaller deficits. Turkey's current level of general
government spending is clearly unsustainable, especially in the light of the interest rates at which
such deficits are financed.

1996 1999
REVENUE EXPENDITURE DEFICIT REVENUE EXPENDITURE DEFICIT

Australia 32.5 34.7 -2.1 33.7 31.8 I1.9
Austria 48.1 51.9 -3.8 47.7 49.8 -2.1
Belgium 46.6 50.3 -3.8 47.2 47.9 -0.7
Canada 40.5 43.4 -2.8 40.9 38.8 2.2
Denmark 55.3 56.3 -1.0 55.1 52.3 2.8
Finland 50.9 54.0 -3.2 48.9 47.0 1.9
France 49.7 53.8 -4.1 50.4 52.1 -1.8
Germany 43.9 47.3 -3.4 44.5 45.9 -1.4
Greece 36.9 44.4 -7.4 42.1 43.9 -1.8
Italy 45.4 52.5 -7.1 46.4 48.3 -1.9
Japan 31.7 35.9 -4.2 31.1 38.1 -2.0
Netherlands 43.8 45.6 -1.8 43.7 42.7 1.0
New Zealand 41.4 38.5 3.0 41.2 40.9 0.3
Portugal 37.5 41.5 -4.0 39.3 41.3 -2.0
Spain 37.8 42.8 -4.9 38.5 39.6 -1.1
Sweden 56.8 60.2 -3.4 57.9 56.0 1.9
TURKEY 1* 28.5 33.9 -5.4 36.0 46.5 -10.5
United 38.6 43.0 -4.4 40.4 39.1 1.3
Kingdom
United States 30.2 32.4 -2.2 31.0 30.0 1.0

Source: OECD Economnic Outlook, No.68, tables 28-30.
Data for Turkey from PEIR estimates.
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Composition of Expenditure

26. The impact of many years of weak fiscal discipline and poor expenditure management is
reflected also in the economic composition of Turkey's public expenditure relative to its OECD
counterparts. In comparing the pattern of central government spending in 18 countries using
GFS data for comparability, Turkey stands out with regard to the high share allocated to interest
and wage payments.

I U.S.,1I999 8.4 13.5 22.0

2 Canada, 1997 9.7 16.9 26.6

3 Australia, 1998 2.9 6.8 9.7

4 Belgium, 1998 13.4 16 29.4

5 Denmark,2000 12.6 11.1 23.7

6 Finland, 1998 6.7 13.8 20.5

7 France, 1997 15.9 6.6 22.5

S Germany, 1998 7.7 7.1 14.8

9 Italy, 1999 15.6 15.0 30.6

10 Netherlands, 1997 9.4 9.1 18.5

11 Norway, 1998 6.9 4.0 10.9

12 Portugal, 1998 31.2 7.4 38.6

13 Spain, 1997 10.9 12.6 23.5

14 Sweden,1999 5.8 11.3 17.1

15 Switzerland, 1998 5.3 3.4 8.7

16 U.K., 1999 5.9 7.6 13.5

Average 10.5 10.1 20.7

17 Greece, 1998 28 29.2 57.2

18 Turkey, 1999 23.6 35.9 59.5

Source: GFS, IMF. Average refers to average for countries 1-16.

27. Interest Payments: Interest payments comprise almost 36% of central government
expenditure in Turkey. Only Greece with 29% has a comparably high share in the OECD; 9
countries spent less than 10% of their expenditure on interest payments. Of the 7 other countries
that spent more than 10% on interest payments, none exceeded 17% and the average for that
group was less than 14%. This finding clearly underlines the extent to which Turkey's past
aggregate fiscal performance has imposed a burden on current budgets. Even Brazil and
Argentina, countries with comparable high inflation histories, do not exceed 15% of total
expenditure on interest payments.

28. W4ages and Salaries: The share of expenditure on wages and salaries also is higher in
Turkey at 24% than most of its comparators. Only Portugal and Greece have higher shares
allocated to wages. In most of the OECD countries, the share ranges from a low of 2.9%
(Australia) to a high of 16% (France). Taken together with evidence of wage compression in the
civil service, this statistic reflects the consequence of many years of neglect of public sector
wage and employment issues in Turkey. As such, this problem is more typical of less developed
countries than an OECD member.
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29. The high share of the sum of interest and wage expenditures in total central government
expenditure in Turkey suggests a striking difference from the pattern of most OECD countries
with the exception of Greece (see figure ES. 1 below). Whereas, the average for the sum of wage
and interest expenses for a sample of 16 OECD countries is about 21 percent, the sum for Turkey
is three times that amount at almost 60 percent. The recent rise in interest rates is likely to
worsen this statistic.

Figure ES.3: Central Government Expenditure in the OECD
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30. Non-wage Goods and Services: Finally, the share of expenditure on non-wage goods and
services is a critical indicator of the budget's support for actual operation and delivery of public
services as well as maintenance of public facilities. Here again, the aggregate statistic reveals
that Turkey is among the countries in the OECD that spends minimally on such activities at
about 7.7% of total central government expenditure. But even this number overstates the
shockingly low allocation since only a third ofh sh opending is on non-defense related public
services.

31. The strong conclusion that is suggested from the evidence is that Turkey's public
expenditure management system is more appropriately characterized by the paradigm of less
developed countries rather than the paradigm of the OECD. Overall, Turkey has an
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unsustainable level of spending and quasi-fiscal and contingent commitments which has
contributed to dangerous levels of deficit financing. The rapid growth of public debt that this
level of spending implies would exacerbate the trend toward larger interest obligations that
crowd out discretionary spending and limit the government's policy options. Unless drastic
actions are taken, the problems now clearly manifest will worsen and fiurther constrain the
options available to government to stabilize inflation and lower real interest rates.

III. MOVING FROM PROBLEM DIAGNOSIS TO A REFORM STRATEGY

32. The government faces the difficult task of initiating institutional reforms that are
important for restoring credibility, while simultaneously having to address the urgent and
unavoidable decisions regarding public expenditure levels and allocations. By their very nature,
institutional reforms will take a number of years of sustained effort to bear fruit. If the past is
any guide, the risk is that the short term actions tied to fiscal adjustment will provoke decisions
on expenditure that will further undermine public sector performance in critical services and
thereby make the reforms unpopular. The challenge is to design a reform strategy that initiates
and sequences the systemic reforms over the medium term while improving the quality of short
term decision-making in support of the significant reduction of government expenditure that will
certainly be required.

33. While the design of reforms will ultimately have to be determined by the initial
conditions and specific institutional circumstances in Turkey, the experience of other countries
that have successfully addressed broadly similar challenges provides useful guidance on
sequencing and alternative approaches to reform. In countries as diverse as France, Australia,
the United Kingdom, Sweden and New Zealand, broadly similar (if less extreme) problems have
provoked reforms to national administration that have strengthened the capacity for fiscal
discipline, linked policies to budgets more effectively through multi-year budget frameworks that
anticipate the cost consequences of policy decisions, and initiated long term efforts to change
managerial behavior and organizational culture to improve the performance of public sector
agencies. Institutions and budget processes have been strengthened to ensure that individual
agency decisions are consistent with the aggregate fiscal framework and priorities are effectively
funded. Most dramatic has been the clear shift away from strong central controls over details of
budget implementation that characterized earlier generations of budget systems and which are
now viewed to be inimical to better public sector performance. Even France, with a very strong
tradition of detailed supervision by financial controllers similar to Turkey, has moved to reduce
central controls in favor of "responsibility centers" that provide civil servants with incentives and
accountability mechanisms to improve quality of public services.

2. This broad but very influential trend in public expenditure management is now
increasingly applied in a growing number of countries. It provides a necessary backdrop to the
design of a multi-year reform strategy for Turkey.

Strengthening Aggregate Fiscal Management

35. Both technical and political problems weaken fiscal discipline in Turkey. At the political
level, a coalition government raises the risk that the political resolve to achieve and maintain
fiscal discipline will be wanting. It will take unusual common vision and a credible binding
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agreement among the coalition partners to overcome the divisions that aggravate such risks. The
immediate priority is to strengthen the basis for stronger fiscal management based on a fiscal
framework that is sustainable and consistent with the objective of achieving low inflation and
low real interest rates. The actions required to achieve this span improvements to budget
coverage and preparation, execution and budget reporting processes.

Box ES. 1: Restoring Fiscal Discipline: The Swedish Experience

It may be instructive for Turkey to look at the example of Sweden which, despite a reputation for effective public
management, experienced a rapid growth of deficits and debt in the first half of the 1990s. Based on the inference
that this loss of fiscal discipline was the result of a budget process with identifiable weaknesses, Sweden undertook
to strengthen its budget process, notably by incorporating off-budget entities, adopting a multi-year budget
framework and strengthening Cabinet decision-making around the fiscalframework while disciplining Parliament's
role in the budget. Despite the strong imperative to tighten fiscal discipline, Sweden did not attempt to centralize
the control over budget implementation. By the late 1990's, deficits had been eliminated and Sweden had
significant surpluses.
Reference: Jon R. Blondal, "Budgeting in Sweden", OECD Journal on Budgeting, 2001.

36. At the technical level, it is clear that a non-comprehensive budget and fiscal accounts
based on uneven accounting standards are a major handicap to fiscal management. One of the
principal effects is that they make the determination of the appropriate fiscal stance and the
enforcement of fiscal discipline difficult. The scope of the budget must be expanded to provide
full and accurate coverage of all general government revenues and expenditure. This will
require, a number of short term actions to be taken during 2001 including:

* an urgent review and clarification of the organization chart of general government including
clear and cornmon classification of government entities,

* closure of all budgetary and extra-budgetary funds,

• incorporation of own revenues of revolving funds in budget planning,

* phased elimination of revenue earmarking practices,

* expanded budget coverage to include costs of quasi-fiscal operations6,

* include the value of contingent liabilities such as guarantees as memo items in budget
presentation.

In addition, the budget preparation process must be strengthened by:

6 Over the medium term, such QFOs should be eliminated if the subsidy itself is unwarranted or gradually replaced by
explicit subsidies, if continued subsidies are warranted
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* Preparation of a realistic macroeconomic framework and associated fiscal framework by
SPO in consultation with MOF, UT, the Central Bank, other relevant agencies and the
private sector,

* Early Cabinet discussion and endorsement of fiscal framework for general government and
indicative budget allocation to ministries based on an informed understanding of aggregate
fiscal limits,

* Establishing capacity for fiscal risk analysis and effective management of contingent
liabilities.

37. The introduction of a multi-year budget framework is widely seen to be an important
method to stabilize aggregate spending. It is particularly important for Turkey, given the need to
undertake a long term "right-sizing" of general government. However, from a sequencing point
of view, its introduction should follow more urgent progress on overcoming contemporaneous
budget fragmentation. Initiatives towards a multi-year budget are therefore included in actions
commencing in 2002.

The effective monitoring of budget implementation would have to be improved by:

* Implementation of the functional classification of expenditure,

* Implementation of the Say2000i system for timely reporting of budget execution, initially
across central government and subsequently to all general government entities,

* Publication of quarterly reports for general government fiscal accounts,

* Revisions to the Accounting Law to ensure all general government units prepare appropriate
accounts for review and budget analysis.

Internal control and audit functions would have to be strengthened by:

* Initiation of a review of inspection, control and audit functions with a view to eliminating
redundancy and closing gaps in coverage.

* Introduction of commitment reporting to enable improved management and control of
expenditure arrears

* Expanding the scope of TCA audits to cover all parts of general government.

38. To be a meaningful SAI, the TCA's mandate should cover the whole of general
government. A rationalization of the current audit institutions should be undertaken hand in
hand with the rationalization of internal control bodies. Modern methods of systems-based audit
should be introduced, and audit reports should be made widely available. The capacity for
Parliamentary committees to review and follow up on audit reports will need to be strengthened.
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Strengthen Policy Decision Processes and Links to Budget

39. Policy formulation, both at the center and in line ministries, is a critical weak link,
reflecting the neglect of policy issues by a succession of short-lived governments. There is
therefore little strategic policy guidance to budget preparation. The government will have to
make difficult decisions to identify policies and programs that will have to be terminated if a
sustainable fiscal framework is to be achieved in a few years. A number of initiatives will be
required to establish a better connection between policies, plans and budgets. In 2001 the
following actions should be initiated:

* Require all ministries to undertake quick policy reviews to derive clear statements of
objectives and expenditure priorities as input for 2002 budget,

* Revive role of ministerial departments responsible for policy reviews with SPO support for
more in-depth reform effort

e Provide ministries with earlier indication of Cabinet endorsed budget ceilings to enable
constructive negotiations on 2002 budget allocations,

* Improve coordination arrangements between MOF, SPO and UT to achieve a more
integrated and comprehensive budget preparation process,

* Strengthen the quality and coordination of secretarial services to the HPC and the Cabinet to
support effective decision making on strategic priorities within a well defined fiscal
framework,

* Consider establishing cabinet Budget sub-committee including PM, key central ministries
and selected line ministries,

* Provide SPO with authority to rationalize Public Investment program and identify projects
of low priority for elimination.

40. Effort should also be directed in preparation for a medium term effort to enhance policy
analysis capacity and to structure Cabinet discussions on policies within the constraint imposed
by a multi-year fiscal framework.

Improving Operational Performance

41. Budget reforms that seek to tighten aggregate fiscal control run the risk of stifling the
discretionary authority of line agencies to respond flexibly to changing service requirements.
The challenge in Turkey is to gradually replace overbearing central controls with effective
internal controls while increasing the discretionary authority of line agencies to achieve better
service performance. Efforts should be initiated that seek to achieve positive improvement in the
budget control environment so that some discretionary authority and accountability for
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performance is enhanced in line agencies. Some broad improvements can be introduced to the
overall budget system:

* Based on review of supervision, control and audit mechanisms, initiate the elimination of
redundant controls,

* As internal controls are improved, discontinue ex ante audit function of Turkish Court of
Accounts,

* Establish a technical task force to study and draw lessons from French and other country
reformns (including experience of Law 4306 in Turkey) that have successfully managed
transition to more accountable but less centrally controlled budget regimes,

* Revise Government Procurement Law to strengthen the value for money orientation of public
procurement and correct current weaknesses which contribute to significant inefficiency in
public expenditure.

42. A selected group of ministries/departments could be the focus of reforms that would seek
to link achievement of sufficiently robust internal control systems in ministries to the provision
of greater discretionary authority over budget management. In subsequent years, further steps to
link budgetary authority to achievement of output performance targets should be introduced.
Starting in 2001,

e Identify a set of (3-6) ministries willing to volunteer for reforms,

* Undertake surveys of volunteer ministries to identify quality of internal control mechanisms,
degree of budgetary flexibility and baseline performance levels,

- Establish eligibility criteria for levels of internal financial management and performance
reporting that are required to be eligible for specified discretionary authority,

* Provide central support for line ministries to strengthen internal control capabilities in
identified areas of weakness,

* Define the kinds of budgetary flexibility (ex. broad banding) that will be allowed to
ministries that are eligible,

* Formalize understanding with volunteer ministries on the quid pro quo of internal financial
control and performance reporting standards for specified discretionary authority,

* Include user groups and associations in design and monitoring of performance.

43. Budgetary reforms that attempt to enhance performance are institutionally complex, have
long gestation lags and there are few principles that carry over easily from international
experience. This leg of the reform should be guided by an appropriate mix of international
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experience and domestic expertise. The objectives should therefore be appropriately modest and
should not anticipate quick performance pay offs. In the case of Turkey, creating a more flexible
budget system and establishing some notional link to outputs would be major steps forward that
would: (a) reduce the incentives to create extra-budgetary mechanisms and (b) indirectly
contribute to improved operational efficiency. Sequencing issues are important over the longer
term. Performance is dependent on clarity of policy objectives and predictability of funding and
it will be difficult to make progress on this leg of the strategy if overall fiscal discipline is weak
and if policies remain unclear.

IV. CONCLUSION

44. Restoring confidence in the budget as an instrument of effective government should be a
major aspect of the government's quest for credibility. It is obvious from every perspective that
the Turkish system of public expenditure management is antiquated, fragmented and inflexible
and requires a major overhaul if it is to deserve such confidence. The first challenge is to
strengthen the capacity to manage the aggregate fiscal program. A second is to revive the
capacity for policy forrnulation and develop the institutional arrangements to define policies and
programs and to link them to budgets. The third challenge is to initiate the devolution of budget
control as the first step towards introducing a more performance oriented approach to budgeting.

V. POST-SCRIPT

45. The draft PEM reform strategy was extensively discussed in workshops with key
government participants over May 7-16 . The discussions contributed both to the widening of
the pro-reform constituency within government (albeit at a non-political level) as well as to
developing a common vision of the reform strategy. Comments on the draft strategy led to
pragmatic adaptations to the sequencing of actions dictated by perceptions of the degree of
preparedness and realistic assessment of capacity constraints. The framework for reform matrix
that is attached thus reflects the suggested improvements and represents a strong consensus view
of the appropriate strategy.

46. The government has already initiated a number of key actions to begin
implementation of the PEM reform strategy, commencing with:

* The establishment of a high level steering committee with representatives from MOF, UT,
SPO, TCA and selected line ministries to coordinate implementation of the PEM reform

* Approval of legislation by Parliament to close down all but six EBFs (one BF and five
NBFs) to be implemented by end-2001

* June 2001 issue of the Prime Minister's Call to the Budget for 2002 that provides an
aggregate fiscal target and indicative ceiling allocations to line ministries to guide their
budget preparations
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* June 2001 issue of investment guidelines for the 2002 budget that limit new multi-year
project starts and launches rationalization of investment portfolio.

* July 2001 submission of proposed new legislation on public finance and debt management
to Parliament. If approved, the new legislation is expected to take effect from January 1,
2002.

47. Anticipated actions during 2001 include:

* The submission of new legislation to reform public procurement and establish procurement
laws consistent with the UNCITRAL standards

* Issue of a Cabinet decree to eliminate the legal basis for quasi-fiscal policies through state
banks

* Launch of pilot new GFS functional budget classification in parallel with current
classification in six agencies as part of 2002 budget cycle. Expansion of the new GFS
classification to the remaining consolidated budget agencies in 2003 and to the whole of
general government subsequently.

* In addition, a more coordinated budget preparation process is envisaged for the 2002
budget, building on the more informed process launched in June 2001.

* Further details of the anticipated reform actions in 2001 and subsequent years are broadly
described in the attached reform strategy matrix.

48. In recognition of the multi-year nature of the institutional reforms described in the attached
reform strategy, the World Bank has approved its financial support to a sustained public sector
reform with a series of Programmatic Public Sector Adjustment Loans. The first of these loans
which was approved by the Bank's Board in July 2001 will support implementation of both
financial sector and public sector reforms under the acronym PFPSAL (Programmatic Financial
and Public Sector Adjustment Loan).
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

Level One

Strengthen Aggregate Fiscal Management

Objective: To enable government to prepare macro-economically sustainable fiscal programs that are based on realistic assessments of revenues from all sources
and expenditure plans that are consistent with deficit financing strategy

Objective 2001 2002 2003
Expand scope of budget to provide Review and clarify the organization Introduce new chart of accounts for all Full implementation of new chart of
information on the entire public chart of General Government and general budget and annexed budget accounts for all central government
sector (SAHC Report) and, in identify changes needed for entities. entities including revolving funds.
particular, on the general consistency with budgetary
government sector classification. Initiate implementation of chart of

accounts for local government entities.
Adopt clear and common definitions of Modify budget presentation to reflect

Improve the Comprehensiveness, revolving funds, autonomous transfer payments intended for line Initiate necessary studies for merging
Transparency and the Quality of institutions, non-budgetary funds and agencies under their own budget presentation of 11 general directorates
information and oversight over budgetary funds. appropriations. currently under annexed budget with
General Government (comprising all general budget.
general budget and annexed budget Close all remaining budgetary funds Report revolving fund revenues as
agencies, non-budgetary funds, with the exception of the Price "own source" revenues of general Initiate necessary studies for
revolving funds, social security Stabilization Fund and record revenues government agencies in 2003 budget. presentation appropriations for
institutions, autonomous institutions collected by closed funds as budget universities and the Higher Education
and local administrations) and other revenue. Effect necessary regulatory Council as part of General Budget
public sector activities (state economic arrangements to introduce common identified as appropriations for
enterprises and financial public sector Phase out non-budgetary funds and principles to be applied to revolving Autonomous Institutions.
entities). merge earmarked revenues collected fund expenditures.

by funds with general budget revenues. Shift responsibility for transfer
-only 5 funds to be left. Discontinue claw back taxation of payments other than those related to

revolving fund revenue and replace Treasury and MOF direct
Report revolving fund revenues as with appropriate regulation of user responsibilities to respective line
"own source" revenues of general charges/fees where monopoly pricing ministries.
government agencies in annex to 2002 may exist.
budget presented to Parliament.

Withdraw authority for foundations
Establish a task force from the relevant and associations to collect revenue as
government units to review role and public agencies.
appropriate treatment of "foundations"
and "associations" within overall Phased elimination of practice of
public sector. earmarked taxes including Law 3418

_ and Law 4306. Replace with budget
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

Level One

Strengthen Aggregate Fiscal Management

appropriations as appropriate.

Improve transparency of fiscal Expand the coverage of the budget to Report amounts paid as a result of
operations report on quasi-fiscal operations as an calls on guarantees issued by

adjustment to revenue (as an offset) or government as an expenditure item
expenditure (as a subsidy). "above the line", not as a financing

item below the line.
Transparently reflect the actual and
potential costs of guarantees and other Report the value of contingent
contingent liabilities. liabilities (existing stock and new

guarantees and other commitments) as
a memo item in the budget
presentation.

Prepare reports on contingent Prepare and present report on tax
liabilities and undertake financial risk expenditure estimates as memo item in
analysis budget for 2004.

Ensure appropriate accounting and Revise Accounting Law 1050 to allow Ensure revolving fund revenues are
consistency of fiscal data MOF to issue accounting standards for reported by all agencies with such

all General Government agencies in funds, using a consistent accounting
order to prepare appropriate accounts format.
for review and budget analysis. Full implementation of accrual

Pilot implementation of modified accounting across central government
accrual accounting in selected agencies.
agencies.

Improve Coverage and Effectiveness TCA to include all consolidated Undertake legal amendments to ensure TCA to prepare audits on all general
of Audit and Control Instruments budget agencies under its annual audit, that all public funds are under purview government agencies for Parliament.

as required by constitution, including of Parliament in line with Articles 160
the Presidency and Parliament. and 165 of Constitution. TCA to present audit report on

revolving funds to Parliament as part
TCA's own accounts to be subject to Present legislation to expand TCA of general government audit.
audit with reports submitted to mandate for external audits on all
Parliament. general governnent agencies to

I Parliament.
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

Level One

Strengthen Aggregate Fiscal Management

Government to prepare a plan of Establish a subcommittee of the Plan In line with reforms to increase
action, including necessary legal and Budget commnittee of Parliament perfornance orientation in public
amendments, to expand scope of TCA or a standing committee of Parliament agencies, develop capacity of TCA
audits to cover the rest of general to review and follow-up on TCA Audit and other audit bodies for performance
government, including autonomous reports audits
agencies, social security agencies,
remnaining non-budgetary funds, Increase analytical content of TCA Ensure audit results are made public.
revolving funds and any other general reports
government agency. Establish internal audit units in major

Ensure clear government wide role for government ministries and agencies.
Launch a review of current control, TCA as the Supreme Audit Institution
inspection, and audit processes and
prepare a new law on internal financial Submit new law on internal financial
control and audit in line with control and audit to Parliament.
international standards.

Issue new internal control standards.

Discontinue TCA involvement in
budget execution in line with the new
law on internal financial control and
audit.

Upgrade Budget Classification and Begin pilot testing of new budget Continue pilot testing and preparation Implement new BCS across all central
Reporting to provide better inputs classification system in selected for roll out of new BCS to all government agencies.
for policy and budget analysis consolidated budget agencies consolidated budget agencies

Implement Say2000i system across Continue rollout of new IT systems to
consolidated budget agencies to all entities - fine tune interfaces with Initiate efforts to introduce BCS to
provide timely on-line accounting and related systems in Treasury, Central other general government units.
reporting of budget implementation Bank and SPO.
and inforrnation on unit costs.
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

Level One

Strengthen Aggregate Fiscal Management

Publish quarterly reports for Publish monthly reports for both
consolidated central government central and general government.
including revolving funds, social
security institutions, non-budgetary
funds and autonomous institutions.

Consider institutionalizing a Fiscal
Ensure that macroeconomic SPO to take the lead in preparation of Responsibility and Accountability Act
framework is robust and can be a more comprehensive macroeconomic which aims at strengthening
effectively implemented framework in consultation with MOF, accountability and promoting good

UT, central bank, other relevant quality fiscal management.
agencies and private sector.

Submit to Parliament new Public
Finance and Debt Management law to Build capacity in Treasury to manage
provide an appropriate and explicit fiscal risks from guarantees and other
framework for sustainable contingent liabilities.
management of domestic and external
debt as well as guarantees and other
contingent commnitments of general
government.

Initiate efforts to establish capacity for
fiscal risk analysis and effective
management of contingent liabilities.
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

Level Two
Build Capacity for Policy Decisions

Objective: Improve the quality of government decisions on policies and budgets by:
(a) strengthening the budget preparation process to get credible political commitment to a medium term fiscal framework

(b) re-invigorating the capacity for policy formulation in sector ministries
(c) establishing capacity for Cabinet to decide on policy priorities in light of (a) and (b)

Objective 2001 2002 2003

Strengthen credibility of budget Strengthen budget preparation process Initiate an explicit medium term Review experience and evolve budget
preparation process by determining macro-fiscal perspective to budget formulation: preparation processes with primary

framework for the 2002 budget earlier focus on improving credibility of the
in the year and launching Calls for the > Introduce a rolling two year budget.

> More comprehensive Budget with an indication of Cabinet macro-fiscal framework in line
> Less fragmented endorsed ministry and agency ceilings with the 5 year plans.
> Better quality macro-framework > Require line ministries and
> Timely information on budget Improve coordination arrangements agencies of central government to Over longer term gradually expand the

envelopes for line ministries among MOF, SPO and UT to achieve submit budget requests for budget medium term expenditure framework
> Allocations linked to policies and more integrated and comprehensive year (2003) plus a forward year. to cover more forward years in line

priorities budget preparation process - covering > Use constant prices for budget with the 5 year plans.
> Better technical coordination general govemment and integrating year to estimate forward year.

among central agencies discussions on current and investment
budgets (Special Ad-hoc Commnittee Gradually expand medium term budget
report) Ensure that budget discussions focus processes to local govermnent entities

on links between policy priorities and and agencies.
requested budget allocations.

Provide SPO with authority as gate-
keeper for Public Investment program Consolidate and improve on
to limit new project starts and effective innovations to budget preparation
prioritization of project expenditure. process introduced in 2001.

SPO to lead and coordinate a
rationalization of public investment
program during preparations for 2002
budget to ensure full funding for
priority projects.
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

Level Two
Build Capacity for Policy Decisions

Re-invigorate the capacity for policy SPO to prepare guidelines for strategic Line ministries and agencies to prepare
formulation in sector ministries and planning by line ministries and strategic plans and medium term
in central ministries departments including guidelines for budgets which will be consolidated by

costing policies. SPO.

Initiate Policy Reviews by line Medium term budgets to distinguish
ministries and agencies to derive clear the costs of ongoing policies from the
statement of objectives and costs of new policy initiatives over
expenditure priorities in preparation of next budget year and one forward year.
2002 budget.

In the specific cases of Health and
Revive role of ministerial departments Education, provide commitment to
responsible for policy reviews with allocate specified percentage of GNP
support from SPO. over a multi-year period tied to

financing of priorities.
Where inconsistencies between
policies and plans and budgets are Initiate implementation of policy
revealed, develop sector action plans reforms
for policy reform.

Establish capacity for Cabinet to Review and strengthen the capacity of Cabinet deliberations to be informed
decide on policy priorities within the SPO to provide necessary and constrained by medium term
medium term fiscal framework Secretariat functions to the HPC to framework and running costs of

enable it to play a more effective role ongoing policies.
in defining strategic priorities and
ensuring appropriate funding. As above initiatives begin to gradually

improve the quality of policy
decisions, Program and Budget Policy
Statements could be issued with the
draft budget sent to Parliament to
provide a clear and credible statement
of government policy priorities and its
fiscal stance.
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

Level Three
Improving Operational Performance

Objective: To introduce principles of modern budget management by providing agencies greater flexibility in the use of budget resources while holding
them accountable for achievement of key performance objectives.

Objective 2001 2002 2003
Provide line agencies with more Identify a set (3-6) departments or Initiate implementation of reforns in Evaluate performance of agencies and
discretionary authority for budget agencies willing to volunteer for volunteer ministries/agencies that identify problems in performance
implementation as a means to reforms that will provide them with have established adequate internal management system for resolution.
improving performance (SAHC greater discretionary control over controls and transparency of costs.
Report) . inputs linked to adoption of effective Identify general principles that could be

internal controls and commitments to Develop capacity to manage reforms applied more widely to budget
Eliminate strong incentives for improved performance. Ensure that in selected agencies. management.
budget fragmentation due to volunteer has effective leadership to
excessive central control over manage internal reforms.
budget. For agencies that satisfy the

Include a representative sample of requirements of satisfactory internal
Reforms to be guided by: agency types - service delivery control systems, 2002 budget should

agencies as well as investment provide appropriate levels of
> Generalization of principles agencies where public support for appropriations linked to areas of

underlying Law 4306 improved performance is strong. agreed performance/outputs in "block"
' OECD, esp. French, experience form, allowing agency discretionary

> Thailand "hurdles" approach Undertake surveys of volunteer authority for management of resources.
agencies to identify controls that limit
required budgetary flexibility and
establish baseline performance levels. Continue working with initial group of

volunteer agencies to develop more

Establish a technical task force to comprehensive design of reform
study and draw lessons from French adapted to various types of agencies.
and other relevant country reforms.

Draw on principles from Law 4306, Develop capacity in SPO and MOF to
French reforms and Thai 'hurdles" monitor volunteer agency outputs and Expand block budget allocation to
approach to develop framework for evaluate effectiveness of resource use other volunteers who meet internal
internal controls covering budget by agencies. Gradual shift from control hurdles and establish objective
planning, output costing, procurement central input control to monitoring of measures of performance n agreement
management, funds control and output or performance. with central agencies.
reporting, and internal audit.
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VI. STRATEGIC FRAMEWORK FOR PUBLIC EXPENDITUIRE MANAGEMENT REFORM

Level Three
Improving Operat ional Performance

Organize discussions between central
control agencies (MOF and TCA) and
line agencies to develop the framework
design for budget reform and reflect
this in a memorandum of If appropriate undertake pilot
understanding (MOU).59 performance audits in volunteer

agencies.

Include user groups and associations in
design and monitoring of perfornance
reforms

Provide central support to volunteer
agencies to establish internal control
capabilities in identified areas.

Strengthen the "value for money" Revise Government Procurement Law Ensure budget execution supports Enable TCA to undertake periodic
orientation in public procurement (GPL) to ensure conformity with efficient procurement and timely procurement audits and publish results

UNCITRAL standards as a first step project completion. for broad public scrutiny.
towards full compliance with E.U.
directives. Enforce restrictions on procurement

for projects with incomplete design
Ensure revision to GPL covers goods, elements.
works and services.

Provide training in new procurement
Make GPL applicable to all agencies at requirements.
central and local government level
covering both budgetary and non- Strengthen capacity to enforce new
budgetary procurement. GPL should legislation.
be extended to cover non-
commercialized SEEs. Discontinue practice of disclosing

"estimated price" and evaluating bids
Restrict negotiated procurement on basis of discounts to estimated
practices. price.

Elimninate Contractor Certificate
(carnet) system and establish system to
define qualified contractors in line
with new GPL.
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1. OVERVIEW OF TURKISH PUBLIC EXPENDITURE
MANAGEMENT

"This was not a society unaware of what was happening. A whole school of economic
reformers... wrote mountains of tracts pleadingfor new measures. ...But no willpower could

be found to follow through on these recommendations. ...It is said that the only
accomplishment of the reform movement was the abolition of the ruff collar, a fashion which

had imposed ruinous laundry bills on the aristocracy. "7

L. BACKGROUND

1.1 Macroeconomic instability is the dominant theme of Turkish economic performance
over the past two decades. High and persistent inflation has been one of the manifestations
of macroeconomic imbalances over this period: in the 1980s, annual inflation averaged 44
percent; during the 1990s this average increased to 76 percent. Correspondingly, while the
volatility of growth doubled in the 1990s, the average rates of GDP growth declined from 5
percent during the 1980s to less than 4 percent in the latter period.8

1.2 All previous dis-inflation programs (including those attempted in 1990, 1992, 1994,
1995 and 1998) have failed to achieve their objective of eliminating inflation. In a number of
assessments, the Bank and the IMF have identified the lack of structural reform as
contributing to the continued fiscal pressures which has undermined attempts to achieve and
maintain macroeconomic stability. In particular, fiscal commitments to state enterprises,
agricultural subsidies, social security obligations and financial sector bailouts have been
major causes of fiscal expansion which have undermined attempts to stabilize prices. Quasi-
fiscal expenditures (such as the "duty losses" of state banks undertaking loss making
activities at the behest of government), have also contributed to the macroeconomic instability.
Large fiscal deficits financed at various times with external or domestic borrowing and
reliance on the inflation tax have contributed to exchange rate instability and periodic crises.

1.3 Political instability is the companion theme of recent Turkish history which helps
explain, in part, the neglect of structural reform. Successive short-lived coalition
governments in the l990s have under-invested in the longer term perspective and initiatives
that are necessary to address the structural roots of fiscal pressures. Both policy formulation
and structural reforms have been neglected by governments pre-occupied with short term
political and economic exigencies.

7J. De Vries (1976) in "The Economy in Europe in an Age of Crisis, 1600-1750"
s Turkey: Country Economic Memorandum, Structural Reforms for Sustainable Growth, Report No. 20657-TU,
World Bank (2000).

1



Recent Context

1.4 The fiscal adjustment undertaken following the financial crisis of 1994 reduced the
public sector borrowing requirement (PSBR) the following year but expanded sharply in
1996 to 9% of GNP as large public sector wage concessions, increases in agricultural support
prices and transfers to ailing state banks increased public expenditure. The PSBR increased
further to 14.3% of GNP in 1999, reflecting the growing interest payments on high cost debt
and expansion of other expenditures. The "adjusted" PSBR grew even more dramatically
over this period from 9% in 1994 to a record high of 24.7 percent of GNP in 1999.9 The
recession provoked by the Russian default and related crises compounded the effects of
unsustainable domestic policies and provoked a sharp increase in public sector debt stock
from 44 to 58 percent of GNP. Faced with this sharply deteriorating situation, the
government undertook to launch a major dis-inflation program designed to achieve a sharp
fiscal adjustment but this time underpinned by (a) an exchange rate commitment, and (b)
major structural reforms and privatization intended to sustain the adjustment.

Fiscal Strategy

1.5 In 2000, the government initiated an adjustment in revenues and expenditures to
achieve and maintain a primary surplus of the consolidated public sector equal to about 3
percent of GNP as part of a fiscal strategy art of a medium term fiscal strategy. The
objective of this target primary surplus was to contain the share of public debt to GNP to the
level of 2000 and to use privatization proceeds to reduce the share. While the fiscal
adjustment in the 2000 budget relied to a significant degree on temporary revenue measures
it was anticipated that economic recovery and savings from the structural reforms described
below would provide part of the adjustment in the following years.

1.6 The strategy recognized the critical role of credibility to reducing real interest rates,
given the past track record of failed stabilization attempts. The exchange rate commitment
and up front actions on major structural reforms were intended to provide a strong signal of
the government's serious intention to address the fiscal imbalances. By late 2000, wavering
political commitment to resolution of banking sector problems began to undermine the
credibility of the reform program, resulting in capital flight and the collapse of the exchange
rate arrangement.

Structural Reform Initiatives

1.7 Over the last two years, the current coalition government has initiated a number of
major structural reforms whose effect would be to restrain or reduce the pressures on fiscal
balances.

T The "adjustmenf' essentially adds the costs of quasi-fiscal deficits due to items such as the "duty losses" of state
banks to the conventionally measured PSBR. Thus in 1999, 10.4% of GNP in quasi-fiscal deficit was added to the
PSBR of 14.3%. See table 2.3 of chapter 2.
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1.8 Large and growing expenditure on public pension programs contributed as much as 3
percent of GNP to the fiscal deficit in 1998 and was projected to grow to 5 percent of GNP
by 2010. Reforms to raise the minimum retirement age for pension eligibility has restrained
the growth of future pension obligations but will need to be buttressed with further actions to
improve the fiscal sustainability and administrative efficiency of the pension, health and
unemployment programs.

1.9 In the area of infrastructure expansion, despite efforts to encourage private sector
entry into the energy sector and to limit the need for direct public investment, the generous
use of government guarantees to catalyze build-operate-transfer (BOT) and build-operate-
own (BOO) projects has resulted in the rapid growth of exposure to contingent liabilities to
an estimated US$1.5 billion per year by 2010. Clearly such liabilities pose a significant
fiscal risk to any program of fiscal consolidation. Reforms to introduce a regulated market
model featuring a government role limited to determining sector policy and owning the
transmission system, and an independent regulatory body to determine tariff policy and
compliance with regulations, are expected to create a competitive environment that will
eliminate the need for further government guarantees in the energy sector.

1.10 The level and the form of agricultural transfers and subsidies have been problematic
both from the perspective of fiscal policy as well as from the perspective of microeconomic
efficiency. Total transfers to agriculture were estimated at about 6 percent of GNP in 1998 in
contrast to the OECD average of 1.3 percent. The use of a complex system of input and
credit subsidies and support prices and a high cost public administration of the system is also
believed to have undermined private initiative and restrained growth and efficiency in the
agricultural sector. The government has launched a major reform effort to address these
issues and to sharply reduce the fiscal costs of agricultural support policies from US$5 billion
in 1999 to US$2 billion by 2002. The reforms encompass phasing out input and credit
subsidies and replacing it with direct income support to farmers, introducing links between
domestic and world prices for agricultural products, limits on financial supports to
agricultural state enterprises in the short term and plans to eventually privatize such assets.

1.11 Quasi-fiscal programs mandating the state banks to provide subsidies and preferential
credit led to significant accumulation of government obligations to the state banks which
grew from 2.2 percent of GNP in 1995 to 13 percent of GNP by 1999. The problem of "duty
losses", as they are called, is being addressed through measures to securitize the existing
stock of duty losses and to phase out credit subsidies and fully budget for any duty losses in
2002. But the need for deeper reforms in the financial sector has assumed much greater
urgency since the dramatic crises of November 2000 and February 2001. The economic crisis
spawned by the poor state of governance in the financial sector has brought to a boil the long
simmering potential of the sector to undermine macroeconomic stability. Whereas the
gradual balance sheet strengthening of the state banks prior to their privatization dominated
concerns until recently, the need to resolve the crisis in private banking will also impose very
large fiscal costs on the government.

1.12 Broader Public Sector Reforms: Turkey also faces the challenge of
confronting issues that cut across the whole of government; issues such as the role and size
and effectiveness of government which are driven by concerns about sustainability and the
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system of public administration, including the system of public expenditure management.
While there is less explicit formulation of reform plans in this regard, there is recognition that
broader public sector administration and management reforms are called for to cope with the
challenges of a modem economy. The 1998 OECD Country Report noted the overall
priorities but provided few specific details:

"The need to improve public management in terms of organization, operation and
personnel structure in order to adapt to changing conditions is increasing. ...The
role of the State will be redefined within the framework of globalization and work
towards European integration. .-.Administrative methods and procedures need to
be simplified. ...A new wages regime will be put into effect... to introduce the
principles of career, merit, transparency and equal pay for equal work .........

II. PUBLIC EXPENDITURE MANAGEMENT IN TURKEY

1.13 The set of institutions and procedures that govern the management of its resources,
i.e. the public expenditure management (PEM) system is vital to effective govermnent. The
assessment of the current set of institutions and procedures that define the PEM system and
the development of proposals for its reform is the principal focus of this report.

Past and Recent Assessments of PEM

External' Assessments

1.14 In 1994, an assessment undertaken as part of the background study for a Public
Financial Management Project (PFMP) financed by the World Bank, evaluated the system
for its adequacy with regard to: completeness, full disclosure, predictability, accountability,
macroeconomicflexibilityandadministrative cost. On all these counts, the study identified major
weaknesses. The assessment concluded that the legal and regulatory framework for the
budget was complex and in some areas, ambiguous.

1.15 The 1995 PFMP project document noted that there were two major structural
weaknesses in the public expenditure management process: first, a lax and erratic budgetary
policy that over the 1 980s had created a fragmented and ad hoc decision making process; and
second, systems for budget preparation, monitoring and accounting that were outdated and in
need of modernization. More specifically, the project identified the fragmentation and
incomplete nature of information on government finances and expenditures, poor integration
of current and investment budget preparation, the lack of standard functional classification of
expenditures, and the complex system of formal controls over expenditure. The PEM
component of the project agreed with the government proposal to introduce a new functional
classification system by 1997, to prepare an action plan to streamline budgetary control

'° If the term "external" is construed to imply external to government, then reference should also be made to a number
of insightful papers by Atiyas and Sayin including "Budgetary institutions in Turkey" (1999), and "A Budgetary
Reform Proposal for Turkey" (1997) which argue that existing budget institutions are inadequately motivated by
public interest and do not effectively check the influence of political patronage. For further discussion see chapter 6.
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processes by end-1995, to initiate elimination of non-strategic EBFs in 1996 and introduce
new regulations and accounting methodology to apply to EBFs and revolving funds by 1997.

1.16 That progress on implementing many of these improvements to the PEM system was
limited is confirmed by subsequent assessments that reiterated the problems indicated above.

1.17 In July 2000, in response to a request from the government, the IMF prepared a
Review of Fiscal Transparency and Selected Public Expenditure Management Issues." The
Review noted that budget coverage continues to be limited because of the existence of
quasi-fiscal operations as well as a large number of budgetary and non-budgetary organizations
that hinder the transparency of fiscal operations; that financial relations between different
levels of government and between government and state owned enterprises remain unclear;
that responsibility for budgetary procedures are fragmented and lead to lack of ownership of
the process; that budgetary preparation does not reflect government policy commitments
and nor is it cast with reference to a medium-term macroeconomic framework; that the lack of a
functional classification of expenditures continues to handicap expenditure analysis; and that
expenditure control procedures were unable to track and report on expenditure commitments.

1.18 The EU's recently published report12 on Turkey's progress towards accession noted
that Turkey's budgetary practices are inconsistent with standards generally applicable in the
EC in many respects. It reiterated the need for reformns to broaden the coverage of the budget, to
strengthen budget preparation, to modernize budget classification and budgetary procedures, to
clarify borrowing rules and limits for the Public Sector, and to improve transparency rules and
accounting standards. With regard to financial control, the report indicated the lack of effective
intemal controls, the lack of objective arms-length extemal audit by the Turkish Court of
Accounts given its role in straddling internal approval and external audit functions, the
tendency of agencies to circumvent audits, and the general lack of effectiveness of audits that
mostly respond to administrative requests rather than target areas of high risk.

Internal Assessment

1.19 External assessments that are critical of a national system often provoke a defensive
reaction within the country being assessed. The experience of the PFMP project certainly
suggests that despite a government decision to initiate a project to address some of the
shortcomings of the Public Expenditure Management system, co-operative behavior among the
central agencies quickly dissolved when it came time to change traditional practices of budgeting
and management. But the most important legacy of that project may have been the germination of
ideas within the bureaucracy and a self-assessment of the flaws in the system.

1.20 The results of this internal assessment are candidly expressed in the report of the
Special Ad Hoc Committee on Public Finance and Fiscal Transparency (SAHC, hereafter)
as part of the analytical background work for the Eighth Five Year Plan. In a thorough and
sweeping assessment of the system, the report covers the problems related to the narrow

" The Report on the Observance of Standards and Codes (ROSC) - Fiscal Transparency Module is available at
www.imf.org.
12 "Turkey 2000: Regular Report from the Commission on Turkey's Progress Towards Accession", 8 November
2000.
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coverage of the budget, the weaknesses in the budget preparation process, the problems
regarding budget implementation, and classification, accounting and reporting weaknesses. It
also addresses the inadequate Parliamentary oversight over the budget and the limitations of
the external audits undertaken by the Turkish Court of Accounts. In a hard hitting conclusion
on its diagnosis the report noted:

The confusion and lack of coordination in the administrative, fiscal and legal structure
means a loss of discipline and authority in fiscal management as well as planning. In such a
system a plan is neither needed nor implemented if it actually exists. This situation cannot be
explained simply as mismanagement or an optical distortion. Yet, it is clear that it is
unsustainable.

Today, public spending in Turkey is distributed among a large number of budgets with
different structures and funds and enterprises with revolving funds. ... Therefore the
principle of budgetary integrity is undermined and the precise amount of public revenues
and expenditures remains outside the scope of the consolidated budget.

The collection and spending of public revenues through different and separate agencies and
creation of a large number of public entities undermines spending discipline, weakens
reliability and credibility of the government, prepares a fertile ground for deterioration at
various levels, obstructs the opportunity to use the budget as afiscalpolicy tool and thwarts
an efficient use offunds.

1.21 The report notes that a powerful office of the prime minister cannot be effective in
executing plans and programs when it presides over a disintegrated public finance
management system. Neither can the legislature be effective in ensuring the appropriate use
of public funds. As a result, "the government cannot function adequately and costs of
services steadily rise."

1.22 Finally, the report touches on some important institutional issues regarding roles and
responsibilities:

The boundaries of individual public services have not been clearly defined and the same
public service or function has been divided between more than one agency, the direct
outcome of which has been a failure to perform public functions and services expeditiously
and cost-effectively. Furthermore, exstence of a variety of organizations responsible for
coordinating spending by public agencies and ensuring that they are carried out under a
specific plan and program also adds to effects of shortcomings referred to above. Similarly,
problems cannot be effectively identified and solutions cannot be formulated because of the
centralized structure of both spending agencies and those responsible for providing
coordination and neither takes decisions based on sufficient and in situ examinations.

1.23 The comprehensiveness and candor of this self-assessment, unprompted by any direct
external involvement, provides an important indication of the evolving understanding of
these issues within the Turkish govermment. This is not to say that all agencies and all levels
of the bureaucracy or the political establishment in Turkey share this perspective and are as
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firmly committed to addressing these problems. But it does signify an emerging consensus
among key government counterparts which is critical for any effective reform effort.13

Institutional Influences on Turkish Budgeting

1.24 Three facts have had an important influence on the current structure of the PEM
system in Turkey and in particular in explaining the root causes of budgetary fragmentation.

1.25 The historical influence of the original Ottoman/Republican centralist tradition and a
General Accounting Law formulated in 1927 which is based on the French financial
management system of that time have created a regime that emphasizes strong control over
inputs through the extensive use of ex ante approvals by multiple agencies. The purpose of
most of this oversight is to backstop adherence to and compliance with financial regulations.
But such tight central control has not secured effective financial management, in part because
it has provoked adaptive behavior and encouraged extra-budgetary arrangements.

1.26 The second factor is the high turnover of ministers and governments over the past 10-
15 years. This has contributed to an apparent policy vacuum at the center of government
such that there is a neglect of sector policy issues except in periods of crisis and the
preference for ad hoc as opposed to systemic approaches to sector management. There is
consequently little policy guidance to budget formulation.'4 It also appears that the
budgetary consequences of new initiatives are not well anticipated before launch. Policy
inertia and ad hoc initiatives are therefore combined with the frequent resort to earmarking to
further fragment public finance and expenditure, which in turn undermines the informational
basis for policy analysis.

1.27 The third factor is the effect of two decades of high inflation in Turkey. Under the
natural compression of time horizons that occurs under periods of high inflation, budgeting
practices have developed a dominant focus on cash management and abandoned most aspects
of longer term financial planning. Large deficits and the resulting levels of debt and nominal
interest rates have ensured that a very high share of the budget is allocated to debt service
payments in the budget. Budgeting for personnel costs has assumed greater political
importance and has caused a substantial budgetary focus on staff establishment numbers and
the appropriate mid-year indexing adjustments to salaries that are to be made for inflation. With
interest and personmel expenses accounting for an average of 61 percent of the central government
budget over 1996-99, and other transfers for an additional 24 percent, budgeting has neglected the
need for negotiations with line agencies on the appropriate levels and uses of "other current"
financing. Thus the budget process is dominated by the concerns of central agencies (debt,
wages) and silent on the operational needs of line agencies. The effect has been to reduce the
credibility of the budget to line agencies.

13 Representatives of the State Planning Organization, Treasury, Ministry of Finance, The Turkish Grand Assembly,
Turkish Court of Accounts, State Hydraulic Works, and Gazi, Kirikkale, Sabanci and Istanbul Universities
contributed to the Special Ad Hoc Committee report attesting to a fairly broad consensus view on the problems and
the solutions that is not confined to just a small reformist group in govemment.
14 See chapters 4 and 6 for more specific illustrations that explain this assertion.
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Implications for Budget Fragmentation

1.28 The interaction of these three factors (a rigid centrally controlled budget, a lack of
clear policy direction for budget formulation, and adaptations to high inflation) provides a
set of incentives for the fragmentation of the budget and the absence of a medium term
perspective to policy and budgets. Fiscal retrenchment of operational expenditures not
matched by a commensurate reduction of functions causes line agencies to seek resources
outside the budget framework. Many of the extra-budgetary funds were established at the
initiative of Prime Minister Ozal in the early 1 980s. The MOF has also acceded, often under
political pressure, to specific line agency demands that have resulted in a range of extra-
budgetary funds and financial arrangements. All these factors have contributed to the
creation of "non-budgetary funds" (NBF) and "budgetary funds" (BF) 15 which are financed
through earmarked special excise taxes as well as the growth of revolving funds. In some
cases, the establishment of such funds has been followed by subsequent attempts by the
central agencies to claw back resources through ad hoc tax measures or partial attempts to re-
integrate such funds into the budget. These efforts have further complicated the financial
flows and transfers within the public sector.

1.29 In general, external reviewers have viewed the extra-budgetary funds and revolving
funds as a manifestation of poor fiscal management that should be addressed through
consolidation under the budget, both from an accounting and a control perspective. In our
view EBFs and RFs are two distinct phenomena and call for different policy responses.

1.30 Most revolving funds reflect the attempt by service delivery agencies to develop own
revenues through the levying of user charges (particularly in health) and contributions
(educational services). While the existence of such funds can be traced back to 1927, the
growth in the number and significance of such funds in the health and education sectors can
be seen in part as a response to fiscal retrenchment and under-funding of operations and
maintenance activities by the government budget.'6 The sheer number of such funds and
disparate accounting practices poses a problem for accurate fiscal accounting. Revolving
fund revenues and expenditure should be accounted for and reported as an element of the
total public funding of such agencies. It is also important to recognize that the user charges
that are levied (particularly by monopoly public providers) should be subject to appropriate
regulatory review to ensure that equity and efficiency objectives of public policy are met.
Subject to such a regulatory guidance and to full and transparent accounting of funds, most
revolving funds could be seen to be consistent with public finance principles which
encourage local revenue collection. The large majority of revolving funds could be allowed
to continue as own revenues of agencies as long as they are fully accounted in the general
government expenditure framework.

15 The government refers to "Non-Budgetary funds" as those that are not included in the budget. "Budgetary funds"
are those that have been included in the budget but which continue to rely on earmarked sources and to which the full
range of budgetary controls may not apply. The term Extra-Budgetary funds is sometimes used to mean the sum of
both and at other times to refer only to NBFs. For purposes of clarity, this report uses the term EBF to refer to the
sum of BFs and NBFs, consistent with MOF use of the term.
16 See "Legal background of Incentives for Revolving Funds", background note for PEIR by Mediha Agar.
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1.31 Extra-budgetary funds (both budgetary and non-budgetary) however do represent a
problem for effective fiscal control of public resources. Earmarking limits fiscal flexibility
and the efficient allocation of resource to competing uses. The existence of different
financial management regimes for such funds fragments the budget. And NBFs in particular
undermine an important fiscal fundamental: comprehensiveness of the budget. Thus there
are compelling reasons to eliminate EBFs and to integrate the revenues and expenditures
within the government budget. Nevertheless, it is important to recognize that EBFs reflect an
adaptation to weaknesses in the budget system, including unpredictability in budgetary
financing and excessive central control. Past attempts to eliminate EBFs can be seen to have
been unsuccessful (or at best partially successful) because they have recommended solutions
based on notions of good fiscal practice while ignoring the underlying incentives that
provoked the need for the extra-budgetary mechanisms in the first place.

1.32 The impact of these factors can be partly seen in the inadequacy of the budget
process. Budget formulation is not based on a comprehensive resource perspective.
Resources from revolving funds and NBFs are not included in the budget which is
formulated by the Ministry of Finance. To illustrate, in 1998, the share of NBFs and
revolving funds equal to about 3.4 percent of GNP was not included in total general
govermnent expenditure of 38 percent. Beyond the fact that this results in incomplete fiscal
accounts, it also implicitly creates a dualism between a formal and an informal budget. The
comprehensiveness of the budget is also reduced by the exclusion of the costs of quasi-fiscal
activities from the budget formulation stage and the relatively limited integration of
contingent liabilities (including those due to borrowing by local government) into the fiscal
framework. And the separation of recurrent and investment budget responsibilities between
MOF and SPO results in other inefficiencies in budget management, including inadequate
funding for operation and maintenance of completed projects.

1.33 Budgets are also fragmented from a temporal perspective, as budget formulation is
limited to consideration of the expenditures for one year. The Five Year Plans do not
translate medium term plans into resource allocation proposals. Although the SPO estimates
the multiyear resource requirements for investment projects the quality of such estimates is
questionable.17 One of the challenges to improving budget management in Turkey is to
develop the institutional incentives for evolving a more medium term approach to
expenditure management derived from a well-defined policy framework.

1.34 With budget implementation and auditing governed by a focus on compliance with
archaic financial regulations, there are no incentives for efficiency or effectiveness in
programs or service delivery. Paradoxically, the proliferation of internal audit bodies has
created a fragmented control environment with significant gaps and lack of coverage.
Procurement guidelines are very weak and do not follow procedures that would safeguard
against collusion and ensure competition in bidding for goods, services and public works
contracts, suggesting that corruption and non-economic procurement probably impose a

" See chapter 3 for a discussion of the incomplete cost estimates at project initiation.
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significant cost on the economy. This is in part manifested in the low completion rate and
cost-overruns of investment projects.18

1.35 In summary, a cycle of deteriorating public expenditure management has prevailed
with the fragmentation of the budget in many dimensions undermining the budget as an
instrument to maintain aggregate fiscal discipline, to allocate to priorities and to achieve
operational efficiency. While the government's recent structural reform initiatives have
contained some of the more immediate pressures for fiscal expansion, aggregate fiscal
discipline remains at risk from contingent liabilities and wage and employment commitments
which could expand unless a more aggressive program to rationalize the role and size of
government is undertaken. The budget also remains inadequate as an instrument to direct
resources to priorities for two reasons - because policy priorities are often not meaningfully
defined or, if they are, there is inadequate information to channel public resources
accordingly. It is clear, for example, that the absence of readily available and comprehensive
information on expenditure allocation and outputs in the health sector has contributed to poor
policy formulation and an inadequate focus on stated government priorities. It is also
difficult to achieve operational efficiency under the present system and several examples,
notably from the public investment experience, suggest that budgetary resources are wasted
or ineffectively deployed.

1II. PUBLIC EXPENDITURE MANAGEMENT IN AN OECD CONTEXT

1.36 How does the performance of Turkey's PEM system compare with its OECD
counterparts? Turkey's macroeconomic and budgetary piedicament are similar to the experiences
of most OECD countries which also were confronted with large deficits and high debt levels
and had to address the challenge of modifying the underlying policy commitments and
structures that contributed to the fiscal deficits. In many OECD countries, the fiscal
pressures originated in the growth of entitlement programs (public pension and health care)
due to aging populations and the need to rehabilitate public infrastructure.

1.37 The tension between growing demands on public resources and the need to limit total
expenditure to a sustainable level spurred a range of reforms to public administration and
management in the OECD countries designed to obtain value for money, to improve the
responsiveness of services to clients and to accommodate new demands through offsetting
cuts elsewhere. These reformns have included deregulation, privatization, de-concentration,
decentralization and the adoption of various frameworks for enhanced performance
accountability. For the most part, the preferred approach to achieving fiscal balance has been
to reduce or restrain public expenditure and only place minimal or temporary reliance on
increased taxation due to its adverse impact on incentives.19

1.38 The fiscal challenges that had to be confronted also revealed the weakness of
traditional budgeting under which a central budget office defined detailed ex ante
expenditure items and practiced incremental budgeting in determining annual allocations.

IB See chapter 3 for a discussion of inefficiency in implementation of public investment.
19 "Budgetary Reforms in OECD Member Countries", article by David Shand in Journal of Public Budgeting,
Accounting and Financial Management, Spring, 1998.
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This detailed command and control role for a central budget departmnent was viewed to be
inappropriate both in achieving aggregate budget discipline as well as in enabling the
discretion necessary for better, cost effective, management by operational departments and
agencies.

1.39 As in Turkey at the present time, the growth of large non-discretionary expenses
(entitlements, debt service) made the use of line item budgeting largely irrelevant for
controlling the aggregate budget. Correspondingly, the influence of incremental budgeting
on financing priorities was negligible because the volume of resource available for such
discretionary allocation was dwindling.

1.40 As pointed out by Schick, "the paradox of contemporary budgeting is that central
control of the items of expenditure may not give the center effective control of the budget."2 0

Neither is it compatible with the thrust of new public administration towards greater
managerial accountability in implementing agencies. This recognition has shaped the trends
in budget reform in the OECD countries, including France which provided the original
inspiration for Turkey's own centralized system of budget and financial management. In
broad terms these reforms have resulted in new relationships between central departments
and the operational agencies which are responsible for services and where most resources are
spent. While these new relationships are still evolving in the various countries that have
undertaken reform, one common feature is the central budget department relinquishing ex
ante control over operational budgets but accepting broader responsibility for the strategic
management of the budget. Other features include the use of a multi-year perspective to
budgetary formulation in part to discipline policy makers to anticipate the medium term
budgetary consequences of policy decisions and to enhance the fiscal planning necessary to
increase the predictability of resource flows to policy priorities.

20 "The Changing Role of the Central Budget Office", Allen Schick, OECD, 1997.
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IV. CONCLUSION

1.41 There is near unanimity in the assessment that Turkey's PEM system requires a
major overhaul if it is to support an effective government that can provide an enabling
environment for private sector growth. This chapter has reviewed the factors that have
contributed to the current fragmented and dysfunctional system. While there are some
unique aspects to such dysfunctionality (the degree of budgetary fragmentation is far
greater in Turkey), the problems are similar to what other OECD countries have
experienced as traditional budgeting has fallen short of the requirements of a modem
economy subject to the dynamic challenges of globalization. The experience of PEM
reform in these OECD counterparts and the specific problems in Turkey suggest that
reform will need to emphasize: (a) increasing the comprehensiveness of the budget to
overcome the debilitating fragmentation of information and resource management, (b)
developing the capacity to formulate policies and budgets with a medium term
perspective, and (c) gradually moving away from a centrally controlled budget system to
one where spending agencies are provided with flexibility in using resources and are held
responsible for results.

1.42 The discussion in the following chapters provides the basis for a deeper
understanding of the PEM system derived from: (i) an analysis of public expenditure
composition and trends on the basis of a comprehensive general government expenditure
framework, (ii) an evaluation of the management of the notional balance sheet of
government in terms of its growth of assets (public investment efficiency and value for
money) as well as the growth of liabilities, (iii) an assessment of policies and budgets in
the health and education sectors to determine whether policies guide budgets and to
assess the efficiency and equity impact of sector budgets, and (iv) an evaluation of the
institutional arrangements for budget management and accountability for public resource
use. A final chapter describes a three pronged strategy for PEM reforms.
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2. AN ANALYSIS OF GOVERNMENT EXPENDITURE

"Question by question, you will reach Baghdad. ,,21

2.1 The purpose of this chapter is to present a consolidated set of expenditure accounts
of the Turkish general government sector by using an internationally accepted framework
to integrate separate accounts, and to undertake an analysis of the trends and composition
of those accounts in recent years.

I. CHALLENGES TO PUBLIC EXPENDITURE ANALYSIS IN TURKEY

2.2 The task of undertaking an analysis of public expenditure is made challenging by a
number of aspects of the financial accounting and budgeting system that have been the
subject of extensive commentary. Chief among these is the existence of practices which
make the "Consolidated budget"22 inadequately comprehensive, creating the risk that
judgments based on analysis of only this budget may be misleading relative to what a
more comprehensive assessment, if undertaken, would suggest.23

2.3 While problems of budget coverage are not uncommon in less developed countries,
the complexity and pervasiveness of such problems observed in a relatively large and
sophisticated economy such as Turkey's increases the significance of these issues for the
analysis and interpretation of public spending and evaluation of public policy as well as
the effective management of public expenditure. These factors have been indicated in
chapter 1 but require more explicit, if brief, discussion in the context of this chapter
whose focus is on analysis of expenditure allocations.

2.4 Off-Budget Funds: The existence of a large variety of "funds" and "special
accounts" is one factor that contributes to fragmentation in information and weakens
policy analysis and formulation. Until recently, there were as many as 62 budgetary
funds and 13 non-budgetary funds whose activities are not fully reflected in the
consolidated budget. Such funds are used to finance capital and current expenditures and
their exclusion would skew judgments about the economic composition of expenditure.

2.5 Revolving Funds: The existence of over 3000 revolving funds has been seen as an
extension of the tendency of off-budget activities to proliferate. Important issues

21 Turkish proverb.
22 The term Consolidated Budget refers to the specific usage it has in Turkey, i.e. it refers to the aggregate of
items in the General Budget and the Annexed Budget which is submitted for Parliamentary review and approval.
23 The importance of "comprehensiveness" is underlined by the PEM Handbook which notes that "the budget
must encompass all the fiscal operations of government and must also force policy decisions having financial
implications to be made against the background of a hard budget constraint and in competition with other
demands." P.1, Public Expenditure Management Handbook, World Bank, 1998.
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regarding the appropriate conceptual treatment of such items and the appropriate
reporting and management relationship of such funds to the consolidated budget remain
unresolved behind a haze of confusion. The revolving funds in practice function as off-
budget sources of supplementary revenue for central governmnent agencies, largely in the
health and educational institutions but also in the ministries of forestry affairs and
agricultural and rural affairs which have a large number of such funds.24

2.6 As with off-budget funds, revolving funds are used to supplement salaries or pay
for operations and maintenance expenditure of central government agencies and should
be included in the analysis of public expenditure. However, the lack of uniform
accounting conventions has, until recently, been a handicap to the appropriate integration
of such resource flows. As far as the reporting of such resources, given that user charges
and fees are often the basis for revolving fund receipts, the appropriate treatment of
revolving fund revenues and expenditure is to include them in an estimation of central
government revenue and expenditure as "own revenues" of the parent agency.25

2.7 Quasi-Fiscal Operations (OFO): A number of policies or actions initiated by
government generate indirect costs which are not explicitly recorded in the budget but
ultimately have to be paid for by the government. Hence the term quasi-fiscal. There are
a number of sources of quasi-fiscal costs in Turkey. (i) The two state owned banks (Halk
Bank and Ziraat Bank) provide subsidized credit to farmers and small businesses on
behalf of government and therefore expect to be compensated by the budget. This
practice had led to the accumulation of fiscal obligations of the government to the banks
termed "duty losses" equivalent to 12.5 percent of GNP by end-1999. (ii) Similar quasi-
fiscal costs incurred by state enterprises that provide goods or services below market cost
were also not fully reflected in the budget or were non-transparently compensated
through debt offsets. (iii) Guarantees issued by the government are also a source of
quasi-fiscal costs when such guarantees come due. Guarantees given to energy
contractors with regard to the price at which energy is purchased impose a loss on state
owned companies which have to be covered by the budget.26 This is done, in part, by
capital transfers to the company and by payment of foreign debt on behalf of the
company. Similarly, when guarantees issued to support the borrowing of local
governments are called they have to be paid by the central government budget.27 These
are effectively quasi-fiscal operations which tend to understate the true extent and

24 As early as the mid-1960s, a review had noted that whereas Law 1050 had allowed revolving funds for
agencies involved in industrial and commercial activities, the large majority of agencies with such funds did not
meet this condition. The clause had been used by agencies seeking "more financial autonomy, more
administrative autonomy, freedom in making expenditure and acquisition of special facilities and privileges."
Organization and Functions of the Central Government of Turkey, 1965.
25 In many countries, such revenues are included in the budget as "own Tevenues" (or "appTopriation in aid") and
allocations from the central budget are indicated as "net appropriations". The sum of net appropriations and own
revenues is the gross resource allocated to the agency and is reported as such to Parliament.

26 Under the BOT contracts, the state owned power company TEAS has guaranteed to purchase from private
generators at a price that is typically higher than its own cost of generation and the price it receives from the state
owned distribution company. The resulting loss to TEAS was about US$ 145 million in 1999 and was projected
to increase rapidly unless TEAS was allowed to recover its costs from the prices it charges for electricity
27 For example, the central govemment had to make payments equal to US$300 million on the Izmit Greater
Municipality water supply contract.
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composition of government operations in the economy. An estimate of the cost of QFOs
must be included to derive the full scope of past government expenditure.2 8

2.8 Lack of functional classification of expenditure: Where different government
agencies have overlapping functions (for example, health services), it is important that
the budget coding facilitate access to the functional classification of expenditure. This is
important both to ensure effective budget planning and in order to evaluate the impact of
financing specific functions. Despite the efforts under the PFMP project to introduce a
MIS for government finance, including a new budget and accounting chart of accounts, a
functional breakdown of expenditure (which was anticipated in 1997) is still unavailable.
As a result the analysis of the health and education sectors in this report had to be based
on labor intensive consolidation of expenditure by diverse agencies.

2.9 System of transfers: Some of the problems of PE analysis are not issues of
inadequate coverage but inappropriate classification. A significant proportion of the
consolidated budget is reported as "transfers" which reflects the transfer from one agency
of government to another rather than transfers to non-public entities. Of the TL 7,749
trillion appropriated in the budget of the Treasury in 1998, TL 7,740 trillion is recorded
as transfers. Similarly, of the TL 1,339 trillion appropriated for the MOF, TL 1,210 were
"transferred" to other agencies/funds. This method of reporting on the classification of
expenditure conceals the true policy and program nature of expenditure. Further effort is
required to reveal how such transfers are ultimately spent. Budget transparency would be
improved by directly appropriating resources to the ultimate spending agency.

2.10 Earmarking. Retention and Claw-backs: The widespread use of earmarking of
revenues to funds or functions fragments the budget both on the revenue and the
expenditure side. However, an additional overlay of ad hoc or formulaic retentions and
claw back regulations that then attempt to reduce such earmarked allocations further
complicates and makes more difficult the conceptual integration and practical
consolidation of diverse resource flows for analytical purposes.

2.11 Differing definitions: While the prevalence of differing accounting practices across
agencies has been mentioned as a handicap to consolidation, definitional differences are
equally problematic. For example, the use of the term "revolving funds" by the MOF
refers to the approximately 3000 funds operated by central government agencies whereas
SPO refers to 13 autonomous agencies as revolving funds.29 Such definitional
differences compound the conceptual difficulty of consolidating the budget and distort
the understanding of the problem.

11. DESCRIBING AND SIZING THE GOVERNMENT SECTOR

2.12 While the term "public expenditure" suggests that the coverage is the full public
sector, it should be clarified that from the viewpoint of budget management the analysis
is best confined to the resources allocated to and managed by the general government

28 The cost of "duty losses" of the state owned banks has been included explicitly in the budget, commencing
with the 2000 budget. The cost of other QFOs are not yet fully reflected in the budget ex. payments on calls on
guarantees are not recorded as an expenditure above the line.

The MOF definition appears to be more in keeping with the enabling Public Accounting Law No. 1050, Article
49 of which states that "the initial equipment and personnel cost of industrial and commercial enterprises and
administrations under the General Budget are covered by appropriations called "revolving fund".
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sector. As shown by Chart 2.1, the GFS definition of general government covers all
departments and agencies of central, state and local governments, including social
security funds and non-profit institutions. It excludes the monetary public sector (central
bank and other public depository institutions) and the state enterprise sector. Only the net
financial transactions between the general government and the financial public sector and
the SEEs (tax receipts from and subsidies and transfers to) are explicitly included.

2.13 In Turkey, the central govermment sub-sector is described by the ministries and the
legislative and judicial organizations (which fall under the "general" budget
classification) as well as 10 "general directorates", the Higher Education Council and 53
public universities (included under an "annexed budget" classification), three social
security institutions (SSK, BK and ES) and about 21 autonomous agencies supported by
transfers from the central government budget.

2.14 The local govermment sub-sector subsumes the provincial and lower levels of sub
national government. It consists of the 81 provincial, 3,215 municipal and 35,000 village
level government units. Municipal governments of major metropolitan units account for
the major share of population (over 40 percent) and resource use within the local
govermment sub-sector.

2.15 The central government provides a range of services through its departments:
public security and police, curricula and staffing of all educational levels and institutions,
various health services, major intercity expressways, major urban water supply systems,
and telecommunications and electricity services through the state enterprises. Local
governments provide solid waste collection and disposal, water supply and sewage, fire
protection, roads and drainage, public transport, parks and recreational facilities, and
construction of public housing.30

2.16 A proper accounting of general government has to incorporate revenues and
expenditures that are currently excluded. In large part this requires a full
acknowledgement of central government resources, explicitly incorporating the
expenditure and revenue of the social security institutions, the autonomous agencies, non-
budgetary funds and revolving funds.

2.17 As pointed out by the IMF's Fiscal Transparency review, only the net
appropriations to "Budgetary funds" are included in the budget whereas "Non-Budgetary
funds" and revolving funds are fully off-budget.31 In the context of the basic structure of
the general government, both the non-budgetary funds and the revolving funds need to be
included. Of the 13 non-budgetary funds that existed in 1999, only the Defense Industry
Support Fund and the Social Aid and Solidarity Incentive Fund were quantitatively
significant.

30 See "Managing Across Levels of Government: Turkey", OECD report, 1997.
31 Since various government agencies differ in their use of the term, this review attempts to be consistent with the
MOF definition which refers to the sum of budgetary and non-budgetary funds together as "extra-budgetary"
funds.
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Chart 2.1 THE GFS CONCEPT OF GENERAL GOVERNMENT

|General Government Sector 

Central Government State Government Local Government
Su b-sector* Sub-sector Su b-sector

Note: * = Includes administrative units, social security funds and non-profit institutions (NPIs) controlled
and mainly financed by other government units.
Source: A Manual on Government Finance Statistics, online version, January 2000.

Chart 2.2 INSTITUTIONAL STRUCTURE OF THE TURKISH GENERAL
GOVERNMENT

TURKISH GENERAL GOVERNMENT SECTOR

Central Government Sub-Sector Local Govt.
Sub-
Sector

3215 Municipalities,
General Budget Annexed Budget Non-budgetary Social Security Institutions (3) & 81 Provincial Admin.
Agencies incl. Agencies funds (13) Autonomous Agencies (21) 35,000 Village
Budgetary Funds (65) Admin.

Revolving Funds (about 3000) Revolving Funds (if any)
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III. GENERAL GOVERNMENT EXPENDITURE

2.18 Table 2.2 presents a consolidation of expenditures of the general government for the
period 1994 to 2000 (see annex for a discussion of the methodology used to consolidate
accounts). As discussed earlier, consolidation has to take account of the non-budgetary
funds and social security institutions and autonomous institutions. The consolidation
methodology followed presents general government operations on a gross basis.
Transfers to other public institutions such as NBFs, local governments and social security
institutions have been deducted from the consolidated budget figures and appropriately
attributed to the lower level agencies. In other words, "transfers" made by the general
government includes only subsidies, tax rebates and other transfers to households, private
firms and public agencies (including state enterprises) outside general government.
Inforrnation on revolving funds is incomplete and is included as a memo item but is not
included in the estimate of general government expenditure although in principle it
should be so included.

2.19 The general government sector has expanded rapidly over this period, with
particularly sharp increases occurring in 1999 so that the sector constitutes slightly less
than half (47.1 percent) of GNP in 2000.32 Table 2.1 reveals the sharp increase (+15.5
points of GNP) of general government expenditure over this period. While much of this
increase is due to the growth of debt service, there has been a significant (+7 points of
GNP) growth in non-interest expenditure as well (see memo item in table). A potentially
explosive growth of social security expenditure has been slowed in 2000 as a result of the
recent reformrs to retirement programs.

2.20 The central goverunent budget (consolidated budget plus non-budgetary funds,
autonomous institutions and social security institutions) accounts for a stable 90-91
percent of general government expenditure over this period. Local governments account
for the residual 10-9 percent of total general government expenditures. Despite an
increase of about one percentage point of GNP in local government expenditure, its
relative share of total general government expenditure has declined slightly over this
period.

32 As expected, the inclusion of quasi-fiscal operations (QFO) of the govemment would significantly expand the level
and trend conclusions regarding general govemment as the cost of such government interventions expanded
significantly in the period 1996-2000. It is estimated that whereas such operations cost about 1.3 percent of GNP in
1994, their cost had expanded to over 10 percent of GNP by 2000. Thus the size of the general govemment sector in
2000 adjusted to take account of such QFOs would be larger by 10 percent, i.e. equivalent to 57 percent of GNP in
2000. See CEM 2000.
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Table 2.1: General Government Expenditure
1994 1995 1996 1997 1998 1999e 2000P

(in trillions of TL)
Total Expenditure 1,223 2,302 5,003 10,318 20,339 36,005 58,870
Consolidated Budget' 812 1,535 3,410 6,662 13,489 23,843 40,342
Non-budgetary Funds 113 179 287 773 1,279 2,109 3,847
Autonomous Agencies2 0 5 13 14 24 54 94
Social Security Institutions 177 357 820 1,853 3,592 6,568 9,292
Local Governments 121 226 473 1,015 1,955 3,431 5,295
Memo:
Revolving Funds n.a. n.a. 130 289 532 n.a. n.a.

(as share of total expenditure)
Total Expenditure 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Consolidated Budget' 66.4 66.7 68.2 64.6 66.3 66.2 68.5
Non-budgetary Funds 9.2 7.8 5.7 7.5 6.3 5.9 6.5
Autonomous Agencies2 0.0 0.2 0.3 0.1 0.1 0.1 0.2
Social Security Institutions 14.5 15.5 16.4 18.0 17.7 18.2 15.8
Local Governments 9.9 9.8 9.5 9.8 9.6 9.5 9.0
Memo:
Revolving Funds n.a. n.a. 2.9 3.1 2.9 n.a. n.a.

(in %of GNP)
Total Expenditure 31.5 29.3 33.4 35.1 38.0 46.0 46.7
Consolidated Budget' 20.9 19.5 22.8 22.7 25.2 30.5 32.0
Non-budgetary Funds 2.9 2.3 1.9 2.6 2.4 2.8 3.0
Autonomous Agencies2 0.0 0.1 0.1 0.0 0.0 0.1 0.1
Social Security Institutions 4.5 4.5 5.5 6.3 6.7 8.4 7.4
Local Governments 3.1 2.9 3.2 3.5 3.7 4.4 4.2
Memo:
Revolving Funds n.a n.a. 0.9 1.0 1.0 n.a. n.a.

Memo item:
Non Interest Expenditure 23.1 21.2 22.9 26.5 25.5 31.2 30.0
General Govt. Borrowing Req. 5.8 5.4 8.9 7.9 7.8 13.3 n.a.
GNP (trillions of TL) 3,888 7,852 14,978 29,393 53,518 78,283 125,970
Source: Treasury, State Planning Organization, Ministry of Finance, staff calculations.
1/ Only Consolidated Budget figures are final for 1999, the rest are preliminary. All 2000 figures are
preliminary figures.
2/ Reflects only the investment component of 16 autonomous agencies monitored by SPO.
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IV. GENERAL GOVERNMENT SECTOR REVENUES AND BORROWING
REQUIREMENTS

2.21 Consolidated budget revenues and the revenues of the social security institutions
(excluding transfers received from the budget) are two relatively easily estimated
elements of general govermment revenue. Other elements of the composite (in particular
local government and non-budgetary funds) present some practical difficulties in
estimation and interpretation given the complexity of their revenue sources and lack of
clarity regarding the treatment of tax items earmarked for non-budgetary funds under the
consolidated budget revenue.33

2.22 The estimates provided below in Table 2.2 therefore are provisional and incomplete
and subject to further clarification by the appropriate authorities. As such they are not
expected to meet standard tests of statistical consistency (for example, revenue =

Table 2.2: Revenues of the General Government Sector (in percent of GNP)
Revenue sub-sector 1994 1995 1996 1997 1998 1999
Consolidated Budget 19.3 17.9 18.2 19.8 22.1 21.2
Social Security Institut. 4.2 3.6 4.6 4.8 5.2 6.1
Non-budgetary funds 2.2 2.2 1.9 2.1 1.8 1.7
Local Govermments 3.1 3.2 3.4 3.7 3.8 3.9
Autonomous Agencies n.a. n.a. n.a. n.a. n.a. n.a.

General Government 28.8 26.9 28.1 30.4 32.9 32.9
Memo:
Revolving Funds n.a. n.a. 0.9 1.0 1.0 n.a

Source: Consolidated budget, SSI and NBF from SPO as reported in CEM 2000.

expenditure - deficit financing). Their inclusion is intended to illustrate some of the
major revenue items and provide the basis for discussion below which indicates that the
complexity of revenue earmarking and transfers mirrors the complexity of fragmentation
on the expenditure side of the general government budget.

2.23 Table 2.2 provides some broad dimensions of the problems of fragmented
budgeting on the revenue side. In 1994, out of an approximate 29 percent of GNP that
was the resource base of the general government sector,34 only 19 percent was included
in the consolidated budget presented to Parliament. By 1998, of a potential 32 percent of
GNP in revenues accruing to the sector, only 22 percentage points were covered by the
consolidated budget.

2.24 Revenue Earmarking: A comprehensive treatment of revenue earmarking and
distribution is beyond the scope of this chapter but it is necessary to provide a quick

33 Equally the treatment of revolving fund revenue under the consolidated budget is unclear and some aspects of
the MOF's consolidated revenue budget presentation suggest that some revolving fund revenues may be partially
included under "other special revenues". This is in addition to those funds that are clawed back into the budget
through monthly "contributions" and end of year transfer of unused balances.

34 In recent years, revolving fund expenditures have been about I percent of GNP. While the expenditure figure
understates revenue collected by RFs, since the surplus tends to be incorporated into consolidated budget revenue
it would not overstate total revenue of the general govemment sector. Revenues of autonomous agencies are
likely to be negligible.
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sketch of some of the major elements of the practice and its pervasiveness in Turkey in
order to make the point that earmarking is a major aspect of the problem of fragmented
budgeting as well as complexity and inefficiency in the tax system. As such, tax reforms
that eliminate earmarking would have to be an essential element to achieving
comprehensiveness of budget coverage.

2.25 Eartnarked taxes and special purpose excise taxes provided a significant share of
the resources that were available to the 75 budgetary and non-budgetary funds. Some
cases of earmarking are indicated below:

* A surcharge of 10 percent on corporate and individual income taxes is earmarked to
three funds: the two major non-budgetary funds (Defense Industry Support Fund
and the Social Aid and Solidarity Fund) receive 9 percentage points (5 and 4 percent
respectively) and the residual I percent is allocated to the Apprenticeship
Educational Improvement Fund.

* All revenues from the "supplementary VAT on wines, beers and non-alcoholic drinks and
30 percent of all supplementary VAT collections on tobacco and alcoholic drinks
were earmarked for the Housing Fund which has recently been closed. The tax rates
ranged from 10 percent for non-alcoholic drinks to 120 percent for alcoholic drinks
and tobacco products.

- An additional ad valorem excise tax of 10 percent is levied on tobacco and alcoholic
drinks (including wine and beer) and is earmnarked for the Defense Industry Support
Fund.

* An Education, Health and Sport Fund is financed by an additional vehicle purchase
tax.

* The Municipalities Fund, Local Authorities Fund and the Provincial Administration
Funds receive earmarked shares of a composite of tax revenues, withholding taxes on
t-bills, tax rebates, and the motor vehicle tax. In addition, allocations are made from
another fund, the Revenue Administration Fund.

* The Social Fund, a budgetary fund, has a 2 percent excise on tobacco products and
alcoholic drinks, X-ray films and playing cards earmarked for its use.

2.26 Some funds rely on levies and fees rather than taxes. Other funds receive transfers
from the consolidated budget or transfer resources to other funds or make reverse
transfers to the budget. In a number of cases, the funds are only authorized to spend a
fraction of the earmarked revenue collected. While, on average, funds spend about 70
percent of the revenue collected, in specific cases the fraction may be as little as 20
percent. For example, revenues collected under Law 3308 which is earmarked for the
Directorate of Apprenticeship and Vocational Education are only provided 20 percent of
such collections. This effectively claws back some of the revenues to the consolidated
budget.

2.27 Table 2.3 indicates the composition and trend in the general government borrowing
requirement. The consolidated budget is clearly the major component of the general
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government deficit but this is not an accurate picture of the source of deficits. The SSIs,
in fact, operate in significant deficit, equivalent to 3 percent of GNP in 1999. However,
budgetary transfers of about 2.8 percent of GNP conceal this fact in the table above while
simultaneously transferring the deficit to the consolidated budget. Agencies outside the
general government, such as the SOEs, also have deficits covered in part by the
consolidated budget. On the other hand, if account is taken of the net transfers from
NBFs to the budget, it appears that they are net surplus entities. Since autonomous
agencies do not contribute to the deficits the lack of data on those units does not alter the
aggregate deficit magnitudes nor the conclusions so derived.

2.28 The memo item in table 2.3 however does provide the basis for significantly
modifying conclusions regarding the size of the general government deficit. Including
the deficit due to quasi-fiscal operations expands the total general government borrowing
requirement considerably in 1996-99.

Table 2.3: General Government Borrowing Requirement (percent of GNP)
1994 1995 1996 1997 1998 1999

Consolidated Budget 3.9 4.0 8.3 7.6 7.0 11.6
Non-budgetary funds 0.9 0.6 0.1 (0.01) 0.01 0.6
Autonomous Agencies .. ..
Social Security Institutions 0.6 0.6 0.2 0.01 0.4 0.2
Local Governments 0.4 0.2 0.3 0.3 0.5 0.9
Revolving Funds .. .. ..
General Government 5.8 5.4 8.9 7.9 7.8 13.3

Memo:
Quasi-Fiscal Deficit 1.3 0.4 4.2 4.5 6.8 10.4

Adjusted General Govt. 7.1 5.8 13.1 12.4 14.6 23.7
Adjusted Public Sector 9.0 5.2 13.1 13.1 15.8 24.7

Source: CEM, World Bank, 2000.
Note: Adjusted General Government equals Gen.Govt. plus Quasi-fiscal deficit. The Adjusted Public Sector includes
deficits of state owned enterprises.

2.29 In summary, the picture that emerges is of a general government sector whose
expenditures have grown significantly over the period 1996-99 and with a fragmented
revenue base not growing commensurately, the deficits of general government have also
increased sharply. Including the quasi-fiscal deficit only enhances this conclusion as the
total deficit of the general government sector adds up to a staggering 23.7 percent of GNP
in 1999.

V. COMPOSITION OF EXPENDITURE

Economic Composition of General Government Expenditure

2.30 Consistent with the attempt to capture the expenditure of general government, the
table below presents the consolidated expenditure of the components of general
government (adjusted to avoid errors of double counting) classified by standard economic
categories.
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2.31 The table makes clear that the expansion of general government in recent years has
not been entirely a debt stock and high interest rate driven phenomenon although that has
been a strong contributing element. While interest payments have doubled as a share of
GNP between 1997 and 2000 and now account for 36 percent of all general government
expenditure, all other items of expenditure have also shown strong growth in terms of
GNP. With the share of GNP allocated to wages and salaries up from 11 in 1997 to 14
percent in 1999, with capital expenditure roughly stable and even other current
expenditure showing some modest increase (albeit from very low levels) it appears that
there was a broad based expansion of the general government over this period. The
recent (1999-2000) attempt to restrain this expansion is evident in the decline (in GNP
terms) in most non-interest categories of spending in 2000.

2.32 One qualification must be made to conclusions derived from the table regarding the
economic composition of expenditure. Anecdotal accounts indicate that budgetary, non-
budgetary and revolving funds provide a significant unrecorded supplement to the
financing of personnel remuneration. In the MOF, the Revenue Administration Support
Fund provided as much as 20 percent of the gross salary for MOF personnel.35 It may be
that revolving funds are used to supplement operations and maintenance in general
government ("other current expenditure") although the extent of this cannot be
determined. Thus judgments about the level of other current funding derived from this
table may not be an entirely accurate reflection of financing since revolving funds are not
included in this table for reasons of data availability. However, given that estimated
revolving fund expenditure is about 1 percent of GNP (and surplus revenues are clawed
back to the budget) it is unlikely to dramatically alter the conclusions based on the
allocation of over 40 percent of GNP.

2.33 Given the fragmentation of the general government and the multiple sources of
financing, are there discernible patterns of spending variation across these different
general government agencies? In general, NBFs do not use their proceeds to pay wages
and salaries and local government interest obligations are quite small, reflecting the
tendency of local governments to pass the responsibility for debt service to the central
government.3 6 Both local government and NBFs as a consequence are able to allocate a
substantially greater share of their expenditure to capital expenditure and other current,
with local government allocating as much as 43 percent in 1999 and NBFs about 33
percent, in contrast to the 6 percent achieved by the consolidated budget.

2.34 At the aggregate level public expenditure of general government has grown sharply
over 1997-99 by about 11 percentage points of GNP. With revenue only expanding by 5
percentage points of GNP, the unadjusted deficit of general government has increased by
slightly under 6 points of GNP. Adding in the quasi-fiscal deficits only dramatizes the
growth, and the level of, deficits.

35 The Revenue Administration Support Fund is one of the EBFs slated for closure by the end of 2001.
36 See chapter 3 for a discussion of the rapid growth of foreign financing of investments by local administrations.
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Table 2.4: Consolidated Expenditures of General Government, 1994-2000
(By Sources and by Economic Classification of Uses, in % of GNP)

1994 1995 1996 1997 1998 1999 2000
Estimat Estimate

e
EXPENDITURE (A+B+C) 31.5 29.3 33.4 35.1 38.0 46.0 46.7
Consolidated Budget' 20.9 19.5 22.8 22.7 25.2 30.5 32.0
Non-budgetary Funds 2.9 2.3 1.9 2.6 2.4 2.7 3.0
Autonomous Agencies" 0.0 0.1 0.1 0.0 0.0 0.1 0.1
Social Security Institutions 4.5 4.5 5.5 6.3 6.7 8.4 7.4
Local Governments 3.1 2.9 3.2 3.5 3.7 4.4 4.2
A. Current Expenditure 10.7 10.1 10.3 11.3 11.4 14.1 12.9
Wages and Salaries 8.0 7.3 7.4 8.0 8.3 10.2 9.2
Consolidated Budget 7.0 6.4 6.5 7.1 7.2 8.8 7.8
Non-budgetary Funds 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Autonomous Agencies
Social Security Institutions 0.0 0.1 0.1 0.1 0.1 0.1 0.1
Local Governments 0.9 0.8 0.8 0.8 0.9 1.2 1.2
Other Current Expenditures 2.7 2.8 2.9 3.2 3.2 3.9 3.8
Consolidated Budget 1.9 1.8 2.1 2.4 2.4 2.8 2.8
Non-budgetary Funds 0.5 0.6 0.4 0.3 0.3 0.5 0.4
Autonomous Agencies
Social Security Institutions 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Local Governments 0.4 0.4 0.4 0.5 0.5 0.6 0.6
B. Current Transfers 16.5 16.2 19.1 19.0 22.2 27.2 28.8
Interest Payments 8.4 8.1 10.5 8.6 12.5 14.8 17.0
Consolidated Budget 7.7 7.3 10.0 7.8 11.5 13.7 16.0
Non-budgetary Funds 0.2 0.4 0.2 0.6 0.8 0.9 0.7
Autonomous Agencies
Social Security Institutions 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Local Governments 0.4 0.3 0.3 0.2 0.2 0.3 0.3
Other Current Transfers 8.1 8.1 8.6 10.4 9.7 12.4 11.8
Consolidated Budget 2A4 2.8 2.6 3.5 2.4 3.4 3.6
Non-budgetary Funds 0.8 0.5 0.4 0.4 0.4 0.4 0.7
Autonomous Agencies
Social Security Institutions 4A4 4.4 5.3 6.2 6.6 8.2 7.2
Local Governments 0.4 0.4 0.3 0.4 0.3 0.4 0.4
C. Capital Expenditure 4.3 3.0 3.9 4.9 4.4 4.7 5.0
Fixed Investment 3.5 2.8 3.7 4.4 3.9 4.3 4.5
Consolidated Budget 1.9 1.2 1.6 2.0 1.7 1.8 1.9
Non-budgetary Funds 0.7 0.5 0.7 0.9 0.6 0.6 0.8
Autonomous Agencies 0.0 0.1 0.1 0.0 0.0 0.1 0.1
Social Security Institutions 0.0 0.0 0.1 0.0 0.0 0.0 0.0
Local Governments 1.0 1.0 1.2 1.4 1.6 1.8 1.7
Capital Transfers 0.7 0.3 0.3 0.5 0.4 0.4 0.5
Non-budgetary Funds 0.7 0.3 0.2 0.4 0.3 0.3 -0.4
Local Governments 0.0 0.0 0.0 0.1 0.1 0.1 0.1

Memo Item:
GNP (trillions of Turkish Lira) 3,888 7,852 14,978 29,393 53,518 78,283 125,970

Source: SPO, Staff calculation

2.35 The review of expenditure by economic classification suggests that while interest
expenditures have been high and growing, most other categories of expenditure have also
grown, implying that the systemic capacity for aggregate fiscal discipline is weak. Other
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transfers have grown sharply and wage shares displayed a growing trend through 1999
that was only partly reversed in 2000. Perhaps the only item to have been compressed is
expenditure on operations and maintenance. While "other current expenditure" has
increased by about 1 percent of GNP, over 2 /3rd of this item (and much of the increase) is
allocated for defense related items. The under-funding of most non-defense O&M items
has increased correspondingly.

2.36 Major pressures for expenditure growth have come from interest payments which
have escalated sharply due to the growth in the stock of total debt (reflecting past fiscal
and quasi-fiscal policy), increases in nominal and real domestic interest rates and
increasing reliance on domestic borrowing to finance the deficit. Delays in the
privatization of major assets such as telecommunications has increased the pressure on
domestic financing and contributed to the vicious cycle.

2.37 But it is clear that the underlying pressures to increase non-interest expenditures
were a prior cause for the large deficits and reflected unsustainable policies in a number
of areas. The behavior of the non-interest "other current transfers" item reflects the
consequences of a number of discrete pre-existing policy commitments which can be
quickly recounted.

2.38 A commitment to pay retirement benefits at generous replacement rates while
allowing relatively short contribution periods for entitlement to benefits created a
"looming fiscal crisis".37 The rapid growth of SSI deficits was quickly reflected in the
deficit of the general government over 1996-98.

2.39 A range of government interventions to support the agricultural sector and
agricultural sector enterprises (input subsidies, price supports, credit subsidies) was
another major driver of both fiscal and quasi-fiscal expenditure.3 8 Separate analysis has
concluded that these instruments were poorly targeted and thus regressive in their impact,
that their costs were high, and that they introduced unpredictability in fiscal planning.
The major instrument, the credit subsidy, contributed to the de-capitalization of the state
bank for agriculture (Ziraat Bank) as it incurred "duty losses" without receiving fiscal
compensation for the subsidy. Similarly, subsidies to small and medium enterprises
(SMEs) imposed duty losses on Halk Bank. The formal recognition of the so-called duty
losses of the state banks and state- owned agricultural enterprises and acknowledgement
of the need for government to settle such quasi-fiscal operational obligations added to the
explicit financing needs of the government. In effect, settlement of the obligations due to
QFOs resulted in the shifting of the costs from the financial public sector represented by
the state banks, to the general govermment part of the public sector, represented by the
Treasury.

2.40 In general, the government has responded with policy decisions to contain the
fiscally expansive effects of social security obligations and subsidies and quasi-fiscal
operations. Less attention has been paid to another major source of potential fiscal
expansion: personnel expenditures.

37 See E. Lasagabaster, "Turkey: Social Insurance Reformr", background paper for CEM 2000.
B See J. Nash, " Agricultural Support Policy Proposals: A Blueprint for Reform'", World Bank mimeo, 1999.
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2.41 Between 1994 and 1999, the share of wages and salaries grew from 8 percent of
GNP to 10.2 percent of GNP. In 2000, this share was lowered to 9.3 percent of GNP, in
part through a switch to a forward looking indexation to a target inflation rate from a
system of indexation to historical inflation. With actual inflation in 2000 exceeding the
target,rt tiis likely that pressures to maintain real wages and salaries will re-emerge and
constitute another source of fiscal expansion. Box 2.2 provides a discussion of the range
of micro-economic incentive problems created by ad hoc wage adjustments to unionized
workers and the relative compression of civil service salaries.

2.42 It is unlikely that the pressures to increase spending on wages and salaries can be
contained indefinitely merely through restraints o tmen sain irglevels. At 24% of the
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central government budget, Turkey already spends more than twice the OECD average
on wages (see table ES.2). The government will also need to re-evaluate its capacity
to maintain the size of employment in the general government sector, in the light of
its macroeconomic and fiscal objectives. In general this is best addressed through a
functional review of government and an identification of key functions that need to be
preserved and functions (and staff) that will need to be retrenched. Since the lead time
for such decisions to be made and for the impact on fiscal balances to be available is
substantial, it is important to initiate such work almost immediately as part of a larger
overhaul of public sector management. Absent such preparations and timely decisions,
the risks to the fiscal framework from a growth in personnel compensation must be
assessed to be significant.3 9

Functional Composition of Central Government Expenditure40

2.43 The lack of a functional classification of expenditure implies that there is no readily
available data on the allocation of expenditure to major functions of the government.
Given the complexity due to the fragmentation of government financing, the many off-
budget mechanisms for which there is no readily available information, and the myriad
transfers among funds and budget, a manual attempt to derive even a rough functional
allocation of expenditure faces enormous difficulty and is unlikely to provide robust
conclusions regarding the functional composition of expenditure. Nevertheless the
exercise is useful to demonstrate the complexity of the financing arrangements, to
demonstrate how inaccurate judgments based on the consolidated budget alone may be,
and to underline the urgent need to implement the long delayed functional
classification.4 '

2.44 An attempt to determine the functional allocation of central government
expenditure was undertaken as part of this PEIR, adding expenditures of non-budgetary
funds, revolving funds and social security institutions to the expenditures recorded under
the consolidated budget. In the absence of a proper functional classification of
expenditure this is based on some broad but informed judgments and attribution of
administrative and program allocations and is therefore only indicative. The composition
of expenditure thus determined is indicated in Table 2.5.

39 As discussed in chapter 5, there are compelling arguments for expanding employment of teachers in order to
achieve the objectives of the Basic Education program. However, unless employment is reduced in other parts of
govemment, the effect of teacher recruitment will add to the pressures to expand salary expenses.

In the absence of a functional breakdown of local government expenditure this section is confined to central
govemment.

The MOF undertook to reclassify central government expenditure for 1998 using the GFS functional
classification and expanded the base from the conventional "consolidated budget" to approach the definition of a
consolidated central government expenditure. However, while non-budgetary fund allocations of TL 1,500
billion were included, it did not include or allocate expenditures of the revolving funds nor did it appear to fully
incorporate the expenditures of the SSIs. Whereas the conventional consolidated budget in 1998 was 28.5
percent of GNP the estimated consolidated central government budget was 31.3 percent. Since the full
incorporation of the SSI, non-budgetary funds and revolving funds would expand the budget by about 9 percent
of GNP this was clearly a partial attempt at getting fuller coverage of the central government budget and took
account of only a third of excluded expenditure. The estimate of health expenditure was 1.2 percent of GNP,
attesting to the incompleteness and the possible inaccuracy in determining functional allocation of SSI
expenditure on health as well as the effects of ignoring the contribution of revolving funds. This exercise,
undertaken by MOF staff, demonstrates the complexity and opaqueness of the Turkish budget.
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Table 2.5: Functional Composition of Central Government Expenditure, 1998
(as percent of GNP)

Composition of Composition of Central Government
Functional sector Consolidated budget Expenditure by SSI, budget

NBF and RF
General Public Services 6.1 0.0 6.1
Defense 3.0 0.4 3.4
Public Order & Safety 1.0 0.0 1.0
Education 3.5 0.1 3.6
Health 1.4 1.2 2.6
Social Security and Welfare 0.2 5.6 5.8
Housing & Community Amenities 0.1 0.0 0.1
Recreation, Culture and Tourism 0.1 0.0 0.1
Economic Services 2.2 0.2 2.4
Interest payments 11.5 0.8 12.3
Other Expenditure 0.0 1.2 1.9
Total Expenditure 29.2 9.5 8.7

Source: MOF, SPO, staff estimation. Memo: 1998 GNP = 53,518 trillion TL.
Note: The totals for consolidated budget and central govemment are larger than the totals in table 2.4 reflecting
incomplete netting out of expenditures within central government in this table. SSI=Social Security Institutions, NBF
Non-budgetary funds, RF = Revolving Funds.

2.45 The large share (12.3 percent of GNP) of interest expenditure in total central
government matches the amount derived from the economic classification. The role of
the non-budgetary Defense Industry Support Fund in adding 0.4 percent of GNP to
defense expenditure for a total of 3.4 percent of GNP indicates the likelihood of
underestimation of allocations to major functional areas such as defense, health and
social security which derive financing from non-consolidated budget sources.

2.46 The complex financing of health expenditure poses a particular problem for this
exercise and for the health expenditure review in chapter 4. The inclusion of SSI and the
Social Aid and Solidarity Incentive Fund allocations significantly enhances the allocation
to social security and welfare to an estimated 5.8 percent of GNP. Since the SSIs
undertake both retirement and health programs, part of the SSI expenditure is attributed
to health expenditure. The inclusion of SSI expenditure as well as the relatively
significant financing of health derived from revolving funds at both MOH hospitals and
university hospitals boosts the surprising low allocation to health in the consolidated
budget (1.4 percent of GNP) to 2.6 percent of GNP. Issues about the allocation of this
total to specific health programs are discussed in chapter 4. Here it is necessary to note
that the opacity of the functional allocation of expenditure is a debilitating handicap to
the formulation of sound economic policy and to evaluation of the effectiveness of
expenditure programs. In the context of government intention to improve the quality of
its public expenditure management, it underlines the need to implement the Classification
of Expense by Function of Government (COFOG) developed and recommended by the

42~~~~~~~~~~~~~~~~~~4

United Nations and the revised GFS as an urgent priority.4

42 Despite support under the PFMP these improvements have been long delayed.

29



VI. CONCLUSIONS AND RECOMMENDATIONS

2.47 This chapter applied the GFS framework of general government within which to
understand and interpret the various budgetary and non-budgetary institutions in Turkey.
Using that framework, the chapter undertook to consolidate the expenditures of the
general and annexed budget agencies with the expenditures of social security institutions,
non-budgetary funds, local government and, wherever possible, revolving funds. It is
believed that the consolidation offers a more integrated view of the expenditure of the
Turkish general government sector and allows statements about the trends in overall
spending and revenue. While adjustments to specific expenditure estimates may be
needed as better information is brought to bear on the consolidation effort, the framework
is both robust and consistent with recommended revised GFS guidelines.

2.48 Conceptual clarity regarding the treatment and interpretation of revolving funds and
the need for separate and distinct terminology regarding the autonomous institutions is a
corollary of this chapter's review. It is recommended that revolving fund revenues
and expenditures be reported on the same basis as other items and integrated into
the formulation and reporting of the budget of general government. This does not
require that the collection or management of such revenues be brought under central
control, merely that the information be recorded as part of normal government financial
reporting.

2.49 The review of expenditure of general government by economic classification
confirmed well known trends about growth of spending on debt service, the need to cap
spending on social security, to reform the instruments and cost of agricultural subsidies
and to limit the costs and risks to the financial system due to credit subsidy policies and
poor financial sector regulation. On many of these issues the government has already
initiated reforms but there is clearly a need to strengthen the upstream institutional
arrangements for anticipating the fiscal consequences of existing and new policy through a
more robust policy and budget formulation process.

2.50 The review of functional classification identified the practical consequences of the
complexity and lack of transparency in the allocation of resources. It also revealed the
large handicap imposed on policy makers by the absence of readily available information
on the allocation of public resources by function. The lack of internal demand for such
information and the long delay in introducing the COFAG system is a comment on the
lack of attention to strategic decision making in the allocation of public resources, which
is further discussed in chapter 6.
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3. ASSETS, LIABILITIES AND FISCAL RISKS

"The clever mother makes small meatballs,
the clever children grab them two at a time."43

I. A BALANCE SHEET APPROACH

3.1 One important consequence of the fragmentation of budgetary accounts and
responsibilities discussed in chapter 2 is the lack of fiscal transparency. Perhaps the most
damaging effect of fiscal non-transparency is the difficulty of developing an integrated
perspective to guide fiscal management and to pre-empt fiscal crises. Absent such a
perspective and effective coordination among relevant agencies, the fiscal framework is
vulnerable to problems that are hidden from view until they become fully fledged fiscal
crises. There is an element of the vicious cycle to this problem since the lack of an
integrated perspective, in turn, has allowed many practices to grow which: (a) are fiscally
not transparent, (b) are expansionary and undermine the principle of fiscal discipline, (c)
add to the actual and potential financial commitments of the government beyond its
ability to settle its obligations in a non-inflationary way, and (d) increase the risk of

44fiscal and currency crises by creating unsustainable fiscal pressures.

3.2 It is now well recognized that all governments face pressures to undertake
commitments that give the appearance of little or no fiscal cost, often by transferring the
cost off-budget or to a future period or by understating the true cost. Governments may
also undertake short term actions to reduce the fiscal deficit that result in lower public
investment in assets with high rates of return or reduced maintenance of existing assets.
Conventional fiscal accounting which focuses on the contemporaneous fiscal deficit can
then provide a misleading or incomplete picture of the financial health of a government.45

3.3 The concept of the balance sheet, which is fundamental to financial assessment of
private corporations, provides a useful and conceptually appropriate "notional"
framework to integrate disparate government practices that have fiscal and economic
consequences. While the strict application of balance sheet accounting to government is
difficult and often not possible, the implied "change in net worth" can be a valuable aid
to evaluating the longer term impact and sustainability of government decisions with

43 Turkish proverb.
44 Kharas and Mishra have argued that where fiscal policy is non-transparent and involves "hidden deficits"
markets make judgments about the fiscal stance that incorporate the hidden deficit. Policy makers, including
macro managers, who focus on the conventional deficit are therefore likely to misread the risk of a currency
crisis. "Fiscal Policy, Hidden Deficits and Currency Crises", World Bank mimeo, June 2000.
45 See Easterly and Yuravlivker for useful illustrations of the different conclusions for fiscal sustainability
suggested by conventional and balance sheet approaches to public sector accounting. "Treasures or Time Bombs:
Evaluating Government Net Worth in Colombia and Venezuela", World Bank mimeo, May 2000.
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regard to fiscal adjustment, borrowing, guarantees, public investment and privatization.
Table 3.1 provides a simplified government balance sheet, identifying major assets and
liabilities.

Table 3.1: Government's Balance Sheet
Assets Liabilities
Government-owned public goods Public External debt
(infrastructure, schools, health clinics, etc.
that generate an adequate ERR and an
indirect FRR through tax collection.)
Government-owned capital that is Public domestic debt
financially profitable (anything for which
government can charge user fees to
generate adequate FRR)
Value of government-owned natural Domestic contingent liabilities (see table
resource stocks (oil, minerals, etc.) 3.8 below for examples)
Expected present value of loans to private Government's net worth
sector I
Source: Based on Easterly and Yuravlivker, niJmeo, World Bank, May 2000.

Note: ERRJFRR = economic/financial rate of return

3.4 Broadly speaking, actions that result in an increase in government assets increase
the net worth of the government whereas an increase in direct or contingent liabilities
reduces the net worth of government. If the proceeds from the sale of public assets
(privatization) is used for public investment then net worth may be unaffected but if it is
used to finance consumption, then net worth will be reduced.

3.5 Three specific problems currently have a significant effect on the trend in net worth
of the Turkish government. These are the size and efficiency of the public investment
program, the use of quasi-fiscal operations and the issue of guarantees. The chapter
discusses each of these issues in turn and concludes with an assessment of the impact on
the net worth of government and the fiscal risk due to such practices. The use of non-
transparent quasi-fiscal operations (QFOs) involving the state banks has resulted in the
accumulation of direct and contingent government liabilities with regard to the public
banking sector. In addition, weakness in regulation of the financial sector interacts with
macroeconomic turbulence to add significant implicit contingent liabilities to the
government. Third, the use of guarantees to promote investment in key sectors and to
support infrastructure creation by municipal governments has also led to the
accumulation of contingent liabilities. The chapter recommends measures to improve
fiscal sustainability, consistent with a broad reform of budgetary practices, including,
improved public investment management, greater fiscal transparency and strengthened
fiscal risk management.
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II. PUBLIC INVESTMENT

Levels, Composition and Financing

3.6 Despite the volatile growth experience, investment shares have been relatively
stable. Total investment has averaged about 24 percent of GNP over 1990-99. Private
investment has varied between 21-16 percent of GNP. Public investment has ranged
between 3.5 - 8.6 percent of GNP and has only partly recovered from the sharp decline in
1994-95.

Table 3.2: Public Investment Trends, 1990-2000

Total Public Consolid. SEE LOCAL EBFUND PROV OTHER
Investment Budget Investment ADM Investment BANK Investment

Investment Investment Investment
As % of As % of Total Public Investment

GNP
1990 8.6 32.2 36.9 7.1. 18.5 2.9 2.6
1991 7.6 36.0 31.3 10.0 17.7 2.7 2.3
1992 6.8 36.0 28.5 13.3 18.2 2.8 1.4
1993 7.3 36.9 26.9 13.3 19.4 2.2 1.4
1994 3.6 37.9 28.0 16.2 13.5 3.0 1.4
1995 3.8 37.7 24.5 20.2 13.0 2.6 2.0
1996 5.4 38.0 22.1 21.8 14.1 2.6 1.5
1997 6.5 39.3 21.6 21.0 14.4 2.4 1.4
1998 6.5 33.2 27.8 24.5 10.4 2.9 1.2
1999 6.5 37.2 27.7 20.1 10.5 2.8 1.6
2000 6.7 37.9 29.0 17.5 10.9 2.8 1.8
Source: CEM 2000, SPO; Glossary: SEE = Investments by State Economnic Enterprises; LOCAL ADM=
Investments by Local Administration; EBFUND=Investments from Extra Budgetary Funds; OTHER=
Social security institutions and autonomous institutions (referred by SPO as Revolving Funds)

3.7 Investment in the public sector refers to investments undertaken by agencies under
the consolidated budget (about 35 percent), State Economic Enterprises (about 25
percent), Local Administrations (20 percent), Extra-budgetary funds (about 14 percent),
the Bank of Provinces (about 2 percent), and Autonomous agencies and Social Security
Institutions (about 2 percent).4 Public investment by local administrations and the
consolidated budget have grown in relative shares of the total, largely at the expense of
investments by SEEs. The share of the consolidated budget that is allocated for
investment has declined steadily during 1990-1999, with the share dropping from almost
12 percent of the budget to about half that share in 1999.

3.8 Table 3.2 reveals a gradual increase of emphasis on social sectors, evident in the
increase in social sector investments from 17 percent to about 30 percent of total public
investment over the decade. The Basic Education program initiated in 1997 appears to
provide the impetus for the latest shift towards the social sectors with about an additional
5 percent of total investment allocated to education to make up about 16 percent of the
total. Health received 5 percent of total public investments, a marginal increase over the

46 In contrast to the previous chapter which focused on general government, this chapter analyzes the investments
of the public sector, thereby including the state economic enterprise investments.
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levels at the beginning of the decade and other social sector public services received 8
percent of the total, also somewhat higher than levels at the beginning of the decade. 47

Table 3.3: Composition of Total Public Investments By Sectors (percent of total)
VI. PLAN PERIOD VIL PLAN PERIOD

SECTORS
1990 1991 1992 1993 1994 1996 1997 1998 1999 2000

Agriculture 9 9 8 8 9 1 1 1 8 7 7
Mining 3 3 4 2 22 2 2 2 2
Manufacturing 5 6 7 4 4 5 3 3 5 5
Energy 23 17 15 1 1 16 16 20 17 20
Transportation 28 36 32 31 32 29 27 30 27 24
Communication 9 9 11 13 14 7 7 7 9 6
Tourism I I I I I I I 0 1 0
Housing 0 0 0 1 1 1 0 0 2 1
Education 8 6 9 11 10 11 15 15 15 16
Health 3 2 3 5 5 6 4 4 5
OtherPublicServices 9 10 10 II 11 13 13 11 13 14

- Economic 4 4 4 5 46 6 3 7 6

- Social 6 6 6 6 67 8 8 7 8
Econorniic Sectors Total 83 85 81 77 78 76 71 73 73 70
Social Sectors Total 17 15 19 23 22 24 29 27 27 30
Grand Total 100 100 100 100 100 100 100 100 100 100

Source: SPO; Note: TYR=Transition Year

3.9 Despite this relative shift, the economic sectors still constitute 70 percent of total
public investment. Transportation continues to be the dominant item, accounting
consistently for a quarter to a third of total public investment. Energy investments
account for between 15-20 percent of total investments and Communication for another
7-9 percent. Investinents in the agriculture sector constitute about 7 percent, down from
the 11 percent levels of the mid-1990s but not significantly below the levels at the
beginning of the decade.

Table 3.4: Financial Breakdown of Total Public Investment Allocations (percent of total)

VI. PLAN PERIOD VII. PLAN PERIOD
SECTORS

1990 1991 1992 1993 1994 1996 1997 1998 1999a 20 00b
I Consolidated Budget 32 32 32 38 39 41 52 47 40 40
2 Revolving Funds 3 3 4 3 3 3 2 2 2 2
3SEE 45 37 38 27 31 32 25 28 32 32
4 Bank Of Provinces 3 3 4 4 4 4 3 3 3 4
5 Sub-Total (1+2+3+4) 84 75 78 71 76 79 82 80 78 79
6 EBF 15 21 19 24 19 1 6 14 17 18 17
7SEE UnderPrivatization 1 4 3 5 5 5 4 3 4 4
8 Local Administrations 7 8 10 17 18 28 31 26 24 33
Grand Total (5+6+7) 100 100 100 100 100 100 100 100 100 100
a Not included in totals

Source: SPO Note: TYR =Transition Year

47 In 1996, a CEM (Turkey: Challenges of Adjustment) contained a limited discussion of public investment in the
context of the structural adjustment. It noted that fiscal adjustments based on cuts to public investment posed a risk to
growth, that the focus of public investment should be shifted towards human capital formation and basic public
infrastructure and away from agricultural stock-building, SOEs and large public works programs. It encouraged the use
of BOT and other forms of private sector participation in infrastructure and recommended that the desirability of the
ultimate transfer of ownership of such infrastructure to the govemment be re-exarmined as a constraint to investor
interest.
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3.10 While domestic resources constitute the major source, foreign funding provides
about 16 percent of public investment financing. Based on the pattern of 1998, almost
30 percent offoreign financing supports investments by local administration (comprising
municipalities, provincial administration and water and sewage administrations). SEEs
and the Extra-budgetary funds accounted for the bulk of the remaining use of foreign
financing: 32 percent and 25 percent, respectively. Foreign financing of the consolidated
budget was less than 13 percent of the total in that year and other entities only get trace
amounts. The pattern for 2000 is similar and confirns that these are robust indicators of
the relative access to foreign financing.

3.11 The rapid growth of investment by municipalities is remarkable and is based to a
significant extent on foreign borrowing. In 1998, foreign financing accounted for a
significant share of investments by local administrations. Municipalities, which account
for 70% of local administration revenue and expenditure, financed about 22 percent of
their investments through foreign financing.

Table 3.5: Foreign Financing of Public Investment, 1998

Total public Foreign loans for Bud. Agency's Foreign loans as %
investment public investment Share of foreign of total investment

loans
Budget Agency Trillions TL Trillions TL % %
Consolidated Budget 1,081.0 70.2 12.9 6.5
State Econornic Enterprises 787.3 175.7 32.2 22.3
Extra Budgetary Funds 400.6 135.4 24.8 33.8
Bank of Provinces 94.3 0.7 0.1 0.7
SSI & Auton. Agencies 39.3 0.0 0.0 0.0
SEE under Privatization 115.4 2.9 0.5 2.5
Local Administrations 798.7 160.1 29.4 20.0
Total Public Sector 3316.6 545.0 100.0 16.4

Source: Realized investment based on SPO data.

Public Investment Management

3.12 The management of public investment has a long and problematic track record
reflecting endemic problems of over-programming, i.e. initiating an excessive number
of projects relative to financial resource availability, inadequate prioritization relative to
plan objectives, inefficiencies due to the lack of integration between investment and
recurrent budgets as well as the fragmentation of investment budgets due to earmarking
revenues for specific purposes. Box 3.1 provides a synopsis of past Bank assessments
and recommendations to correct these observed weaknesses.
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Formulation of the Investment Budget

3.13 The formulation of the investment budget underlines the fact that while
mechanisms for fiscal and strategic coordination and review exist in principle, there are
critical respects in which such coordination and integration is not effective. The division
of responsibilities among MOF, SPO and UT with regard to the recurrent, investment and
transfer budgets has created a fragmentation of budget planning that is not being
adequately corrected by existing coordination mechanisms.

Box 3.1 A Short History Of Public Investment Fixes In Turkey

A 19S1 Public Investment review acknowledged that "planning activities focused on physical targets and started too
many projects without having the necessaryvfinancial, institutional or human resources. Project selection, preparation and
design have commonly been inadequate. In addition, State Economic Enterprises (SEEs) responsible for carrying out about
half the public investment program, could not: (i) complete the projects in time without substantial cost escaltions; (ii) run
them effectively;, and (ii) generate cash to finance them." Also,i "resources are being spread too thinly over too many
projects. Budgetary cuts have tended to be made across the board, rather than by selecting the high priority activities and
morefullyfunding them. V ery large projects, particularly those costing over TL 5 billion appear to he causing the most
difficult problems." The report noted the tendency to not eliminate projects of doubtful economic viability but to make
nominal allocations to them, creating the potential for large increases in project expenditures in the next 5-7 years and the
continuing risk that available funds would be spread thinly and priority projects would not be fully funded.

In 1987, another Bank review reiterated the need to avoid over-programming, make better provision for operations
and maintenance and noted the increased importance of coordination and planning since the decentralization of resource
management represented by increased resource responsibilities for municipalities as well as the growth of extra-budgetary
funds. It noted the tendency for agencies to over or underachieve relative to the investment plan according to: (a) access to
financing from the consolidated budget (b) access toexternal gborrowing, ( c) access to EBFs. Differential access to these
channels meant that sectors such as agriculture, healt and education have been discriminated against relative to
manufacturing, power and transport wrho have exceeded their budgeted limits. On the growing practice of earmarking taxes
and other public revenues under EBFs and transfers to municipalities, the report noted that this was in part driven by the
incentive to shelter such fundsfrom expenditure cuts as well as evade standard audiotngprocedures. I estimated the ptice
of earmarking to account for as much as a third of govemment revenue weakening the use of the budget for macroeconomic
management and resource allocation.

Re over-programming, the report recommended that a moratorium on new projects be maintained, that funding of a
more sharply defined list of priority 'projects be protected; that physical and financial programming and budgeting be
integrated in a medium term framework, that revenuez estimation, budgeting and expenditure control processes be unified. It
noted the success in eliminating low value projects after the 1981 PIR and indicated that procedures to limit re-entry of
suspended projects should be strengthened. The report noted that substandard maintenance was a recurring problem in
sectoral programs and nearly every sector had a large backlog of rehabilitation needs and recommended greater attention to
identifying O&M needs and to increasing managerial incentive&sto address them.

Finally the report recommended that agencies implementing multi-year projects provide SPO with information on (a)
degree of physical completion and increase in completion based on allocation requested, (b) an up to date estimate of
remaining costs of completion, (c) an up to date disbursement profile by year, showing domestic and foreign currency
disbursement (d) detailed financing plan until completion and (e) norm based estimates of recurrent requirements. This
information was intended to allow SPO to monitor a greater part of the PIP given weaknesses in line agencies.

3.14 The SPO plays the lead role in trying to ensure that plan priorities are adhered to in
the investment program.. The oversight over the preparation and management of the
investment budget is principally but not exclusively the responsibility of the SPO which
formally issues the guidelines to the general budget and the annexed budget agencies.
SPO guidelines and oversight also apply to the SEEs, EBFs, the autonomous agencies
and that part of the local administration investment program that relies on foreign
funding. Investment proposals of SEEs are reviewed in association with the Ministry to
which the particular SEE is affiliated. Agencies financing their investments through EBFs
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are required to submit their proposals in line with investment instructions and SPO
determines the amount of funding from EBF resources. In the case of Local Government
(municipalities, Special Provincial Administrations and villages) investments, the role of
central agencies such as SPO and UT is limited to projects that require foreign funding,
which as noted earlier have grown rapidly. Such projects are generally initiated by
municipalities and are controlled largely through the use of a Treasury defined total
spending ceiling (500 million US$ in 2000) for foreign credit uses by municipalities.

3.15 Budget Requests and Allocations: Despite the clear trend toward reduced resources
for investment, current investment planning does not appear to effectively factor this into
the public investment program. In part this reflects inadequate coordination among the
key central agencies, i.e. SPO, MOF and UT as well as the lack of clear communication
between central and line agencies regarding resource availability. One indication of this
can be derived from considering how far apart the budget allocations are relative to the
proposals for investment financing. In 1990, the ratio of allocations made to the
proposals received was about 68 percent for total public investment and about 49 percent
for investments in the consolidated budget. Thus, on average, two thirds (by value) of the
total public investments submitted for consideration were financed while about half of the
value of investments in the consolidated budget were similarly accormmodated. These
ratios declined dramatically over the decade, from 68 percent to 22 percent in the case of
total public investments and from 49 percent to 14 percent for consolidated budget
investments. Thus by 1999, only a fourth of the value of requests for total public
investment financing were being acconmnodated in the budget allocations while less than
15 percent of proposals in the consolidated budget were financed.

3.16 While allocations will always be expected to be less than the requests for
investment resources, a very large difference would suggest that the budget preparation
process is not very well coordinated or managed and that unrealistic expectations are not
curbed at an early stage of the process when investment resource requests are invited
from public agencies. The greater the disparity between requests and the resources
available, the greater the burden on decision makers to screen and prioritize the requests
at a late stage of the decision-making. Under these circumstances, allocation decisions
deteriorate into crude across the board adjustments that do not protect priority projects
and the credibility of the budget process is correspondingly reduced.

3.17 These impressions were confirmed by discussions with the ministries of health and
education and the State Hydraulic Works (DSI) regarding the draft budget for 2001. As
discussed elsewhere in this report, the annual call to the budget has, until recently, not
included an indication of the overall fiscal envelope or the ex ante sectoral ceilings within
which spending agencies have to constrain their budget proposals. The impression that is
created is that the central agencies delay indicating the fiscal envelope in order to pre-
empt attempts by line agencies from lobbying for larger appropriations. Thus, despite a
declining resource environment, proposals greatly exceeded what was allocated over this
period. In the long run, in order to establish the credibility of the budget process, it is
highly preferable to develop and communicate earlier in the budget preparation cycle,
the expected resource envelope and the distribution of that envelope by means of sectoral
ceilings on investment and current spending. A start has been made in June 2001 in this
regard which should be consolidated during the budget negotiations and subsequent
budget cycles.
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Execution of the Investment Budget

3.18 As indicated in the boxed discussion of the 1981 and 1987 reviews, this has been a
long standing "flow" problem that has been sporadically addressed through one-time
stock adjustments and portfolio "cleanups". Efforts by SPO to contain the problem must
be acknowledged. While seemingly unable to limit new project starts, SPO has
developed a variety of procedures and requirements, including "firebreak" defenses that
minimize the adverse impact of over-programming on priority projects. A segment of the
PIP consists of projects that are in a stage of appraisal and their financing is limited to
what is needed for feasibility studies. Thus while such projects appear in the budget they
only receive trace allocations to enable the studies to be completed. Another segment of
projects consists of projects that have passed some test of viability but which have not
received the threshold budget allocation of 10 percent of the project cost estimate. Thus
such projects have not proceeded to the contracting stage and do not compete for budget
resources with ongoing contracted projects. It is likely that this category includes a
significant proportion of projects of limited or doubtful economic value but which have
some influential constituencies lobbying for their inclusion. It may be surmised that
rather than expend political capital in resisting such pressure, SPO has developed this
technical defense against such projects diluting allocations to higher priority projects. It
should be noted that this hurdle is a crude second-best device which can also add to
problems of implementation for high priority projects where start up and absorptive
capacity in the first year may require a smaller percent of resources. Finally, there are
ongoing projects with valid contracts for works and consultants requiring significant
allocations which continue to be implemented without an explicit scheme for
prioritization. Among these are projects of low economic value that should be
terminated. However there appears to be no process for making such difficult decisions
and neither the line nor the central agencies appear to have the appetite to undertake such
rationalization given the need to amend contractual obligations.

3.19 It is clear that the problem is not yielding to such subtle restraints. The effect of
such ineffective screening and limitation on projects is reflected, in part, in the rapid
growth in the time-to-completion for ongoing projects. In 1994, with a remaining
balance of 60 percent of the value of the total public investment portfolio, and an annual
allocation equal to about 10 percent of the same value, it could be expected that the
current portfolio would be completed in 6 years. Over 1995-99, 3455 new projects were
initiated of which 2399 were multi-year projects and the residual 1456 were single year
projects. By the end of 1999, the public investment program consisted of 5321 projects
with an estimated cost of US$ 150 billion and an unfinished balance of US$ 105 billion
(equal to 70 percent of the estimated total cost of projects in the public investment
portfolio).48 Based on the approximately US$ 5 billion allocated in total to all public
investment in 2001, SPO estimates suggest that the current portfolio will take, on average
over 20 years to complete.4 9 In effect, therefore, the efficiency of public investment
measured by the time to completion, has worsened over the past six years. An
incomplete investment does not constitute an asset to the public sector. Spending on a

48 SPO staff note that 75 percent of the 1269 new projects initiated in 2001 are so called "annual" projects
reflecting annual maintenance, repair and modernization as well as projects related to disaster or security needs.
If so, this classification raises questions about the interpretation of public investment statistics.
49 SPO dis-aggregates the problem by sector and estimates time to completion that ranges from 31.8 years
(agriculture), to 2.2 years (education). Projects in transportation (12.2 years) and energy (12 years) which
together with agriculture form the bulk of public investment raise the average to the 10.2 years overall.
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much delayed investment can constitute a significant waste of public resources. In a
context where the share of public investment in GNP has declined, the indication that a
substantial part of ongoing public investment is of low value should raise serious
concerns about the sustainability of public sector services and infrastructure support for
the private sector.

3.20 Three factors can be identified which would explain why investment projects get
delayed and take longer to complete than is desirable. The first two of these are familiar
problems. First, the inclusion of new high value projects in the public investment
program would increase the remaining balance and, ceteris paribus, would increase the
number of years to completion for a given nominal annual financing allocation.
Secondly, a decline in the annual investment allocation relative to the amount required
for a given rate of completion (due to fiscal pressures that limit investment spending)
would also increase the years to completion. And thirdly, if the estimates of the cost of
the projects are themselves subject to upward revision then the cost of the total public
investment portfolio itself would also be raised. While the first two are commonly
recognized, the third is not widely acknowledged but has a significant and insidious
effect which is discussed at greater length below. Whereas limiting new project starts
would limit the growth of the value of the investments needed, ongoing increases in the
estimate of total project cost of an ongoing portfolio are more problematic to manage and
make forward planning more difficult.

3.21 Table 3.6 indicates the completion ratio, measured as the ratio of cumulated
investment spending over the estimated total cost of the portfolio. The behavior of this
ratio suggests that all three effects appear to have been operational over this period as
evidenced from the decrease in the completion ratio of total public investment from 47
percent in 1995 to about 35 percent in 1999.

Table 3.6: Completion Ratio of Investment Portfolio
By Budgetary Agency 1995 1996 1997 1998 1999
1 Consolidated Budget 41.1 32.9 30.4 28.7 36.5
2 Autonomous Agencies 50.9 52.6 36.4 38.1 36.9
3 SEE 50.2 39.1 25.0 29.2 29.4
4 Bank Of Provinces 38.1 35.1 32.0 31.4 28.1
5 Sub-Total (1+2+3+4) 43.3 34.5 29.2 29.0 34.7
6 EBF 58.3 60.5 65.7 62.8 N.A.
7 SEE UNDER PRIVATIZATION 49.0 60.2 52.1 44.2 44.3
Grand Total (5+6+7) 47.1 39.6 35.3 34.1 34.6

Source: SPO

3.22 If: (a) no new projects are started and (b) if the full cost of an investment program
is known in real terms, then any non-zero annual allocation of resources should lead to a
steady increase in the completion ratio, the rate of increase being determined by the size
of annual investment allocations. Since there have been positive investments through this
period, the decline in the completion ratio can only be explained by the inclusion of new
projects and the escalation in the cost of ongoing projects. Despite SPO's efforts to limit
new projects, 3455 new projects were initiated over 1995-99, of which 2399 were multi-
year projects. In subsequent sections of this chapter the problem of cost escalation of
ongoing projects is investigated. This analysis suggests that it is a major and hitherto
ignored contributing factor to low project completion rates in Turkey.
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3.23 The mere allocation of resources to investment does not necessarily result in an
equivalent increase in net worth of the Turkish government sector. A low completion
rate suggests that public investment is not adequately enhancing the net worth of the
government.

III. PROCUREMENT, COST ESCALATION AND INVESTMENT
EFFICIENCY: A CASE STUDY5 0

3.24 The mandate of the General Directorate for State Hydraulic Works (DSI) is to
develop water and land resources in Turkey and the agency accordingly centralizes most
of the state functions involved in planning and developing large-scale water resources. It
is responsible for major irrigation, flood control, drainage, hydropower development, and
municipal water supply to cities with population over 100,000. DSI has a General
Directorate and 25 Regional Directorates (RD) scattered throughout the country with
total staff of about 36,700. The General Directorate is organized in 10 Departments and
there are a number of Divisions under the Departments.

Table 3.7: DSI Budget, 1990-99 (as percent share of government budget)
Years Total Investment DSI Budget DSI Investment DSI Inv/DSI

Budget Budget Budget
(1) (2) (3) (4) = (3)/(2)

1990 15.2 4.4 3.7 85.0
1991 14.0 5.1 4.3 84.7
1992 13.0 4.6 3.7 80.1
1993 11.8 4.1 3.4 84.0
1994 10.5 2.8 2.2 76.2
1995 6.6 3.6 2.2 59.5
1996 6.7 2.7 1.9 71.8
1997 8.4 3.3 1.9 58.3
1998 6.8 2.4 1.3 55.4
1999 5.2 2.5 1.3 53.4

Source: Background paper.

3.25 The current DSI investment portfolio includes 223 irrigation-related projects with
an estimated cost of some US$ 28.6 billion. As of the end of 2000, the estimated total
budgetary requirement to complete the remaining works on all ongoing irrigation projects
amounted to US$ 20.3 billion5" inclusive of VAT, but exclusive of extra costs that may
result from contract modification (on which more below). In 2000, DSI requested an
irrigation investment budget for US$2.9 billion, but was only allocated US$ 384 million,
less than 14 percent of the requested allocation. At this rate of allocation, the rate of
project completion will be six to eight times slower than originally programmed.

3.26 An earlier analysis of the DSI's investment budget undertaken as part of the
development of the Irrigation Master Plan (IMP) in 1995 identified 6 key factors
contributing to the poor efficiency of the irrigation investment program. First, the
inclusion of new projects reduces budget focus on ongoing projects. Also, new projects

50 The case study highlights generic problems of procurement processes in Turkey and should not be interpreted
to imply adverse comment on DSI per se. Case studies of other agencies are almost certain to reveal similar
problems, confirming that the issue has to be addressed through reform of procurement law.
I This estimate is obtained by subtracting the funding provided till the end of 2000, which is US$ 8.39 billion

from the total project cost for all of the 223 irrigation projects, which is US$28.65 billion,
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are admitted to the investment program whose design features are still undergoing
revision or rely on inadequate data. Second, some projects are not completely finished
when taken off the major investment program. Partially finished schemes end up in a so-
called completion projects pool which is completely under-funded. Third, the amount of
money allocated to the maintenance of existing and operational schemes has been
declining steadily in real terms, causing a serious deferred maintenance problem
throughout Turkey's major irrigation sector. Fourth, the low efficiency of major irrigation
investment makes it impossible to determine any realistic target areas, let alone achieving
such targets. Fifth, the obstacles to obtaining a more rational planning and budgeting
process are formnidable, but can probably be attributed mostly to lack of political will.
Finally, increasingly more marginal and even sub-marginal projects are annually taken on
board, even inadequately planned ones, without prioritizing projects according to their
projected economic performance or sticking to the planned project construction
schedules.

Impact of Procurement and Contracting Practices 52

3.27 The general procedure for procurement followed in Turkey involves an estimate of
the unit cost of the works being offered for contract which is prepared by the Ministry of
Public Works and DSI. This estimate (which includes a 25 percent markup) is made
known to the potential contractors who are then asked to submit bids on the amount of
"discount" that each is prepared to offer on the works contract."3 Government decrees
that are announced annually determine the specific formula used to determine the
winning bid. In accordance with these decrees, the contracts signed in 1996 and 1997
were awarded to the firms that had quoted the maximum percentage discounts. Contracts
signed between 1990-1995 and 1998, were awarded to the bids offering discounts
between "acceptable" minimum and maximum limits. In this latter case, determination
of the most suitable discount percentage is calculated by; (i) taking the arithmetic average
of all discounts offered, ii) adding 10 points to this average and rejecting all bids that are
above this percentage, iii) subtracting S points from this average and rejecting all bids
that are below this percentage, iv) taking the average percentage of the remaining bids,
and v) adding 4 and subtracting 2 from this average and rejecting the percentages above
and below these figures, vi) multiplying the discount percentages of the remaining firms
with their pre-qualification points ( over 100 points ) and awarding the contract to the
highest score found as a result of this calculation. The reason given for this somewhat
roundabout and complicated calculation method, that it limits the risk of collusion among
contractors during the bidding stage, is not convincing. A simple numerical example of a
contract with 5 bids offering discounts of 10, 20, 30, 40 and 50 percent results in the
rejection of all bids by this two step "acceptable range" rule. In practice, such a result
would probably be addressed through a non-transparent process of "negotiation".

52 This section draws on a background note prepared in the context of Bank project work.
5 Clearly the value of the contract depends on the product of unit price and the total quantity or scope of work.
The discount is offered on the value of the contract. Variations in the total cost of a project would be due to both
unit price increases as well as increased scope of work.
54 It may be pertinent to note that non-competitive salaries in an implementing agency can create an incentive
environment where a non-transparent procurement process can result in the abuse of discretionary authority and
corruption can gain a foothold.
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3.28 The DSI case also highlights the procurement risk when an agency goes to tender
with preliminary designs only (and probably with insufficient supporting field
investigations), and allocates responsibility for final designs to the contractor." This fact
suggests that the full costs of a new investment commitment are often not known at the
time the project is proposed nor is it well defined at the time the project is contracted.
Thus the process of evaluating bids is based on a discount to a very approximately
estimated cost. It is therefore not clear if contractors have an incentive to make serious
bids related to real costs. The lack of precision at the contracting stage creates the
potential for large increases in the cost of projects through contract modifications. The
scope for such ex post flexibility in increasing contract value may create adverse
selection problems at the bidding stage with aggressive firms offering larger discounts
while seeking to limit the risk to their profitability through subsequent claw-back of the
discount via contract modifications.

3.29 Contract Modification and Cost Increases: The contractor subcontracts the design
duties to consultants approved by DSI. The design subcontractor prepares final designs
that are then submitted to DSI for approval. The final designs are done piecemeal, so that
the contractor can advance with the works without waiting for the full package. Designs
may also follow or react to construction works, in the sense that new designs are
developed to resolve "unforeseen" difficulties encountered during construction.
However, the cost penalty can be great since, by not doing full investigations and final
designs in advance, potentially less costly alternatives such as canal rerouting, structures
re-siting, or different construction methods and/or materials, cannot be explored. Thus
this incremental approach may result in higher costs than an approach that relies on more
up-front design and costing.

3.30 Furthermore, the practice seems to be that all parties go along generating revised
designs, issuing approvals and constructing works until the original contract sum is spent.
Given the pattern of receiving less-than-requested budget allocations, this process unfolds
over a number of years that may exceed the original schedule by which the project was to
be completed. When this time arrives only a fraction of the total works may have been
built, and there may also have been substantial additional needs "discovered", such as
drainage or road networks not originally contemplated.

3.31 Time extensions are awarded annually in accordance with the ratio of actually
issued and spent versus originally scheduled and agreed annual budget allocations. There
are no claims for downtime, but official inflation factors are applied to contract prices.56

Cost increases, unlike designs, are apparently not issued piecemeal. When the contract
sum is spent, a single (large) variation covering unfinished and extra works is prepared
by the contractor and negotiated with DSI. Original tender estimate prices (with official
inflation adjustments) and original contract discount factors are applied, so the real
impact seems to come from extra or higher value construction quantities.

55 This may reflect the weakness in intemal staff skills that has been exacerbated by the lack of competitive
salaries discussed earlier.
56 Price Adjustment: All contracts are subject to annual price adjustments according to the increase in the
construction unit rates published annually by the Ministry of Public works and DSI. Also major consumables
such as fuel, petroleum products are subject to adjustments throughout the contract period according to the
changes in market prices.
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3.32 This method of procurement and contracting is structured such that the full cost
becomes evident only in the process of project implementation. It is therefore not
surprising that contract modifications are commonplace and result in significantly greater
final project costs than initially estimated. Box 3.2 indicates that such real cost escalation
was a significant problem in the period 1980-2000 accounting for a 90 percent growth in
costs. Current evidence is that this problem is growing. It is estimated that 49 of the 158
existing ongoing contracts have been significantly modified and resulted in real cost
increases of over 105 percent of the original contract value.57

3.33 Contract modification constitutes one of the many barriers toward the timely
completion of a scheme, because modifications increase both the contract amnount and the
time required to complete a project. In effect, it appears that contractors are bidding for
the right to a cost-plus works contract with little incentive for cost efficiency. The
significance of this practice for the public investment program is that there is systematic
and continuous underestimation of the financing needs of the investment portfolio which
exacerbates the problem of incomplete projects.

-Box 3.2: iDiscounting Bids and Cost Esalation

-Between 1980 and 2000, DSI started and completed a total of 55 projects with an:intial total cost estimate
=f TL 400. tilliou in constant 2000 prices. 36 of these 55 projects, ivolved contracts with bids that
rovided discounts of between 11-50 percent of the DSI estimated cost while the remaining 1 provided

discouints of iess than 10 percent.
"i2en the projects were: completed, the total 'cost was TL 755 triion -in constant. 2000 prices, almos't 90

percentgreater in real inflation-adjusted ,terms than the ihitial'estimaes.-
-n terms of the numbers of contracts, those offering the larger discounts (28/36=78 percent) were only
slightly. more likely than the contracts offering lower disconts (1I19.74 percent) to reqest varation.
However, inform;ation on the size of discounts by the value of contracts would be needed to rejeCt the
hypothesis that higher value contracts would be more heavily discounted and also subject to greater
sseuent escalation. -- -- 
:Soce: -Background work forP?EIR by Suha Sata.-a.

3.34 From the point of view of contractors, the risk of bidding for, and winning, public
works contracts derives from the uncertainties of the budget process and the costs of
having the firm's capital and labor tied up on a construction site with budgetary
allocations that do not permit a timely completion of the project. But rational contractors
would be able to adapt to these circumstances by diversifying their portfolio across a
number of such under-funded projects so that, taken together, the firm is fully employed
across the range of projects in its construction portfolio. Anecdotal evidence confirms
that this kind of adaptive behavior is the norm as firms adjust to the under-funding of
individual projects.

3.35 Overall, there is a strong basis to conclude that prevailing arrangements for
procurement and contracting result in sub-optimal results for the efficiency of the public
investment program while also adding to the risk of fiscal expansion due to uncapped
investment commitments. It may also have sub-optimal outcomes for many of the private
contractors who enter into contracts with the government - although this has not been
analyzed in this report. It is clear that these practices contribute to added costs and
delays in project completion beyond that which is caused by the direct effects of

57 Of 34 ongoing irrigation projects identified as high priority by DSI, 15 had contract variations exceeding 50%
of the original US$ contract value with 3 reflecting increases of more than 200 percent.
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inadequate funding of projects and excessive numbers of projects. Concerns about
collusion, the absence of international competition, and the prevalence of a number of
non-transparent provisions for "negotiated" awards of contracts suggests the prima facie
inference that current practices are inadequate and that public works contracts may be
more expensive than necessary. This has obvious implications for the cost and efficiency
of the overall public investment program.5 8 It is important to emphasize, therefore, that
the need to have effective value for money measures built into procurement and
contracting procedures (including anti-corruption safeguards) is vital to improving the
efficiency of the public investment program and to ensuring the financial health of the
asset side of the government balance sheet (see chapter 7 for further discussion of
procurement issues).

IV. CONTINGENT LIABILITIES FROM THE FINANCIAL SECTOR

3.36 The following discussion distinguishes the costs of inadequate fiscal transparency
with regard to the state banking sector from the costs of inadequate transparency and poor
governance of the financial sector. Both have imposed substantial costs on the budget.

Quasi-Fiscal Operations and Restructuring Costs of the State Banking Sector

3.37 The IMF's code of good practices in fiscal transparency underlines the need for the
relations between government and non-government public sector agencies (i.e. the central
bank, public financial institutions, and non-financial public enterprises) to be based on
clear arrangements. It also recommends that, in the interest of full disclosure of the
government's economic and financial activities, budget documentation describe the
nature and fiscal significance of government contingent liabilities, tax expenditure and
quasi-fiscal activities. The code also recommends that where the government undertakes
significant quasi-fiscal activities, these should be factored into the estimate of the public
sector balance.59

3.38 In Turkey, the two major state banks, Ziraat Bank and Halk Bank, were used to
implement significant quasi-fiscal credit subsidy policies favouring the agricultural and
small and medium enterprise sectors, respectively. The cost of the interest subsidy
provided by the banks were described as the "duty losses" of the banks and were to be
compensated by the government. However, because the budget neither recorded nor
made explicit provision for such compensation, in practice these duty losses accumulated
rapidly over 1995-99 in the state banks' balance sheet as a claim on the government, with
the value of the stock reaching over 13 percent of GNP in 1999. The financing deficit
due to such quasi-fiscal policies was not recorded in the fiscal reports, although it clearly
added to the liability position of the government. Only in the 2000 budget did the
government begin to report the cost of this quasi-fiscal activity and make a budgetary
provision for its financing while at the same time making arrangements to securitize and
settle the outstanding stock of duty loss obligations.

58 For an elegant discussion of the costs of corruption for investment and growth see "Roads to Nowhere: How
Corruption in Public Investment Hurts Growth", Vito Tanzi and Hamid Dawoodi, Economic Issues #12,
International Monetary Fund, 1998.
59 See "Code of Good Practices on Fiscal Transparency", March 23, 2001, IMF.
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3.39 However, the quasi-fiscal operation has had a high cost adverse impact on the state
banks and, ultimately, on the budget. The lack of liquidity in the two banks caused by the
growing costs and delayed compensation for the duty losses imposed by the quasi-fiscal
policy contributed to distortions in the money market (as the two state banks began to
borrow in the overnight market and from the central bank) as well as much higher costs
of funds to the banks in the aftermath of the financial crises of November 2000 and
February 2001. Between 1995 and 1999, the two banks received only 10 percent of the
duty loss amount due from government. By May 2001, both banks were judged to be
insolvent. The settlement of outstanding government liabilities to the two banks and the
costs of injecting new capital to reach 8 percent capital adequacy are imposing a
significant burden on the budget.

3.40 In December 2000, the government introduced, and Parliament approved,
legislation to facilitate privatisation of the three main state banks (Ziraat, Halk and
Emlakbank) and enable their restructuring prior to privatisation. An article of this
legislation required that state banks not undertake any 'duties' without the appropriate
compensation being included in the budget. In the aftermath of the February economic
crisis, the government has accelerated plans for financial sector restructuring. Far
reaching changes have been initiated to the overall governance arrangements for these
banks and the financial sector more broadly, the details of which are beyond the scope of
this report.

3.41 The privatisation of Ziraat and Halk banks when completed will remove the
channel for this quasi-fiscal policy. But a clear lesson from this experience is that the
non-transparency inherent in such a quasi-fiscal policy has undesirable and expensive
consequences for the financial sector as well as the budget. Total budgetary outlays for
recapitalizing Ziraat, Halk and Emlakbank reached about TL 30 quadrillion by mid-
2001.

Contingent Liabilities in the Rest of the Financial Sector

3.42 While the quasi-fiscal relationship between government and public banks created a
certain set of risks, the government also was exposed to risks from the rest of the banking
and financial sector as a result of a broader climate of poor governance and
accountability.6 0 Following the 1994-95 banking crisis, the government introduced a 100
percent deposit insurance scheme for household deposits, creating a moral hazard and
potentially large contingent liability tied to the health of the financial sector. The
banking system grew rapidly from assets of US$58 billion in 1994 to US$156 billion in
2000. However, prudential regulations were inadequate and enforcement was weak. As
a result, numerous banking practices developed that increased the vulnerability of the
banking system to interest rate and exchange rate movements. Imprudent banking
practices such as lack of diversification and excessive exposure to foreign currency risk,
and non-performing loans went unchecked while insider lending and criminal fraud

\added a more potent set of risks in the private banking sector. Such actions as were taken
did not go far enough to correct these problems. Over 1997-99, 8 banks were put under

60 A recent paper underlines the importance of transparency for financial markets but argues that it must be
supplemented with adequate enforcement which is determined by a broader climate of governance. See "Toward
Transparency: New Approaches and their Application to Financial Markets", T. Vishwanath and D. Kaufmann,
The World Bank Research Observer, Volume 16, No.1, Spring 2001.
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the management of the Special Deposit Insurance Fund (SDIF) although resolution was
delayed by questions regarding the financing of new capital and the establishment of the
Banking Regulation and Supervisory Agency (BRSA).6'

3.43 Over the past year, a highly vulnerable banking sector has been buffeted by the
crisis of confidence in the currency, dramatic interest rate movements and the substantial
depreciation of the lira. The government's exposure to the risks in the sector were only
increased by the November 2000 decision (driven by a need to prevent a system wide run
on deposits during that crisis) to issue a blanket guarantee on all banking system
liabilities outside of shareholder equity, subordinated debt, owner's deposits and deposits
in connection with criminal activity. While some private banks suffered losses that have
eroded their capital to levels below the 8 percent required by regulation, other banks have
become insolvent. The impact was particularly adverse on the quasi-state controlled
SDIF banks which had a high percentage of assets in interest sensitive instruments. The
February crisis is estimated to have wiped out over half of a US$5.6 billion in capital
injected into the SDIF banks shortly before the crisis. Additional banks were put under
SDIF management following the February shock, bringing the total number of intervened
banks to 13. Merger, restructuring and sale or liquidation of the SDIF banks is underway.
The Government's total outlay for bank restructuring (including the state banks) reached
some TL 50 quadrillion by mid-2001, but the ultimate fiscal cost is as yet unknown. The
government remains exposed to more fiscal risk due to the financial condition of other
banks whose return to health will depend on the overall economic recovery.

V. GUARANTEES AND OTHER CONTINGENT LIABILITIES

3.44 Guarantees are a tempting but dangerous form of fiscal commitment for
governments because: (a) they provide the illusion of not involving a direct fiscal cost,
(b) they are not explicitly reported in the budget, (c) the approval process may provide
less rigorous scrutiny than an equivalent direct expenditure, and (d) any cost due to a
called guarantee is likely to fall outside the typical annual budget framework.

3.45 In Turkey, government guarantees given under the Private Participation in
Infrastructure (PPI) initiative to spur private investment in key sectors are a clear source
of the risk of significant calls on the government expenditure budget. After an extended
period from the mid-1980s when attempts to attract private investment into energy and
other infrastructure sectors were largely rebuffed, the government introduced three laws
(no. 3096, 3996 and 4047) and a decree (no. 94/5907) in 1994 which generated much
more active interest from the private sector. The large majority of these projects were in
the energy sector.62 All of these BOT projects involve a contingent cost to the
government.

3.46 The large BOT and BO projects in power and other infrastructure sectors provide
long-term guarantees that cover a very broad ran e of risks, including components that
are best left for the private sector entrepreneurs. Trigger prices under these guarantees
are high, and any guarantee call may translate into a large cost to the budget. Take-or-pay

61 This section draws on analysis undertaken by World Bank and IMF staff as background to the Programmnatic
Financial and Public Sector Adjustment Loan (July 2001).
62 See CEM (2000) p.5 7-58 for a discussion of the implications of BOT projects in the energy sector.
63 To date, 11 BOT and 5 BO projects have received Treasury guarantees.
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agreements providing for guaranteed gas imports which are a multiple of Turkey's
demand for natural gas are an example of such high cost guarantees.

The review and approval process for BOT proposals is determined by the "General" Law
(No.3996), however, additional legislation governs a different process for energy projects
and motorway service areas and a BO regulation exists specifically for thermal power
plants. From a purely procedural point of view it appears that there is an adequate process
of review to screen out low priority projects and to limit total investment to a sustainable
total. However, the effectiveness of such screening is a matter of implementation and
even the best designed process will be inadequate if implementation of a disciplined
screening process is not systematic and comprehensive or if political influences play a
role in over-riding the screening regime.

3.47 Many investment projects were meant to benefit municipalities, particularly in the
poorer regions, whose own revenue base is narrow. PPI and direct credit repayment
guarantees were the preferred form of support, due to the perceived "cash savings"
compared to direct subsidies. These savings are proving to be illusory as most guarantees
are likely to be called. In effect the central government pays for the creation of fixed
assets which municipalities and other local administration units receive as free goods
together with the claim on income flows generated by the assets. An example that clearly
calls for the redistribution of burden of fiscal obligations are infrastructure utilities in the
southern coastal municipalities, that generate significant cash inflows from tourism. In
these regions, although local governments could co-finance infrastructure projects by
establishing targeted local development funds for these areas, the central government and
its agencies almost single-handedly implement and finance infrastructure development
projects.

3.48 In some cases the growth of investment by local administrations (including
municipalities) has been financed by foreign borrowing. Since the revenue capacity of
local administrations is very limited, this sharp increase in their access to foreign finance
reflects an implicit contingent liability for repayment that is accruing to the central
government. A number of high profile examples of local administrations reneging on
their repayment obligations to foreign creditors underlines the significant risk of the
central government budget having to accept these liabilities.64 It should be apparent that
even where there is no explicit guarantee issued, the central government will be under
pressure to accept the obligation to preserve Turkey's reputation in international markets.

3.49 The growth of contingent liabilities due to local administration and PPI investments
suggests that decisions to approve such projects are inadequately informed by the fiscal
framework and the potential risks to the budget and the fiscal framework from such
projects. If there is a policy of encouraging investment initiatives at the local
administration level, this would suggest the central government take explicit account of
the potential call on revenues to service such obligations. If the growth of such
borrowing reflects lax controls then clearly regulatory arrangements will have to be

64 Ankara municipality reneged on the repayment obligations in 1994 following an intemational bond issue in the
late 1980s to finance a metro project. Although there was no formal guarantee, the central government was
forced to make good on the obligation in order to avoid a reputational risk to its sovereign borrowing ability. To
date, this is the only case of the central government accepting non-guaranteed obligation of a municipality. Since
1993, non-guaranteed foreign borrowing by municipalities has required pre-approval by the Treasury (cf:
Communique no. 92-32/7 of January 1, 1993).
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strengthened to ensure that only creditworthy investments are undertaken within
acceptable fiscal constraints. In recent years, the government has sharply reduced the
issue of guarantees, both by introducing a ceiling of US$500 million in the annual budget
law and by utilizing only a small percentage of this ceiling in 2000 (US$25 million) and
through July 2001 (US$4.5 million).

Figure 3.1
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Note: Graph displays the ratio of foreign financing of local administration to foreign financing of central
government.

3.50 The implicit liabilities of the government also extend to the state enterprise sector.
The eight biggest loss-making enterprises are monitored and/or undergoing restructuring.
Tax offsets were discontinued in 2000. In some sectors, notably in water supply and
sanitation, the government was able to initiate tariff reform, and tariffs in many regions
are at or close to recurrent cost recovery levels. However, large capital costs are much
more difficult to recover, particularly in irrigation. In a few SOEs, losses appear
intractable - examples are the railways and a hard coal mine. Other implicit liabilities
include non-guaranteed extemal debts of SOEs and municipalities and their financial
enterprises, as well as the budgetary expenditures of municipalities. The central
govemment's view is that the non-guaranteed debts are likely to be small, since the
creditworthiness of such borrowers is generally weak. Moreover, all non-guaranteed
external borrowing is subject to an approval regime, which allows the Treasury to register
such debts. However, there is little ground for complacency, since the central government
does not have a complete picture of local governments accounts - these are not well-
monitored, are compiled under a different standard and reported with significant delay.
Finally, some of the implicit liabilities have never been properly measured, but are very
real - for example, the cost of environmental clean-up for large SOEs.
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VI. CONCLUSIONS: MANAGING ASSETS AND LIABILITIES

3.51 The previous sections indicated: (a) that the low completion rates of public
investment projects imply that the asset side of the balance sheet is not growing while the
financial liabilities corresponding to those investments have grown, in part because of the
inadequacies of the procurement process; (b) that the explosive growth of explicit and
implicit liabilities to bail out the public banking sector was itself the consequence of non-
transparent quasi-fiscal policies and inadequate regulation of the financial sector, (c) that
the costs of private bank failures is also an implicit contingent liability which has come to
pass with significant costs to the budget, and (d) that many guarantees (both explicit and
implicit) have a high probability of being called and add to the fiscal risks to the budget.
Under these conditions, the government would have suffered a significant erosion of its
financial net worth. With direct debt liabilities approaching 80 percent of GDP
(estimated at end-2001), much of it being short-term and very expensive in real terms,
there is no room to create further liabilities.

3.52 The attached fiscal risk matrix provides a schematic description of the range of
activities and commitments which potentially could expand the obligations of the
government budget. While some items are included for comprehensiveness, the number
of bolded items indicates items that are already impacting the budget or have a high
probability of coming due.

3.53 It is clear that the fragmentation of the budget and responsibilities for budget
formulation and execution, the tolerance of off-budget and quasi-fiscal arrangements, and
the absence of an integrated fiscal perspective have combined to significantly enhance
vulnerability to fiscal risks. To properly manage the balance sheet of government, the
authorities need to aggressively address (a) the problems of public investment
management, (b) to apply the code of good fiscal practices and the recommendations of
the fiscal transparency review, and (c) to develop the capacity for fiscal risk management.

Public Investment Management

3.54 Project selection remains subject to diverse influences many of which are external
to the line agencies. Neither line agencies nor SPO appear to be able to address or
contain such pressures entirely. Thus the "flow" problem of new projects is not
effectively addressed. It may be necessary for the High Planning Council to affirm
SPO's role as a "gate-keeper" for the public investment portfolio and give SPO the
authority to veto project proposals that are outside the plan priorities. Where
Parliamentary intervention is the source of new project pressures, a requirement that the
new projects be subject to the standard SPO criteria for project selection would be a
useful discipline to apply to ensure that low quality projects are not "parachuted" into the
portfolio. 6 5

3.55 It is sub optimal to have a large number of projects being evaluated for feasibility
when the probability of such projects being included in the portfolio is low, given the
medium term fiscal situation. Beyond the direct budgetary cost of the feasibility studies,
human resources would be better deployed to monitoring performance on ongoing

65 In line with this need, the govemment has introduced a communique in July 2001 to establish objective criteria
by which to discipline the selection of foreign financed projects.
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projects. In addition, letting too many projects into the feasibility study stage encourages
false expectations about the "temporary' nature of fiscal restraints and contributes to the
boom and bust trends in the economy. Some broader criteria would cost-effectively
screen out the low priority projects and allow feasibility studies to focus on projects that
meet the criteria. The government should strengthen SPO's ability to limit proposals for
feasibility studies to some realistic number and ensure that the proposals themselves are
consistent with priorities.

3.56 The launching of projects before design aspects are completed and their full costs
are estimated combined with procurement practices that are inadequately transparent
contributes to cost escalation after contracts are signed and may encourage corruption in
public investment project implementation. It is recommended that contracts should not
be put up for bid if significant design features have not been finalized and costs
realistically estimated. The report of the recent CPAR also strongly recommends the
radical reform of procurement arrangements and the adoption of legislation in line with
international standards of procurement.

3.57 While addressing the "flow" problem is critical to long term sustainable portfolio
management, it is clear that there is also a large "stock" problem in the portfolio that
requires an across the board effort at rationalization. It would be necessary to launch a
portfolio clean-up immediately with the intention of terminating projects and contracts of
doubtful value, to more adequately finance priority projects from existing allocations, and
even to identify some fiscal savings to be applied to the expenditure adjustment necessary
for macroeconomic stability. Given the need to confront difficult legal issues regarding
contractual commitments to contractors, etc. portfolio rationalization will need the
support and endorsement of the Cabinet and appropriate legal action to terninate low
value public investment projects.

Fiscal Transparency

3.58 Improvements in fiscal transparency deserve the highest priority attention in
Turkey. The Fiscal Transparency Review prepared by the IMF 6 6 provides a set of
recommendations to improve the coverage and preparation of the budget. Steps towards
developing a general government framework for fiscal reporting consistent with the new
GFS manual would facilitate fiscal transparency. Consistent with those
recommendations, the government has already initiated actions to close all but one
budgetary fund and all but five non-budgetary funds.

3.59 A number of other actions are necessary: (a) For transparency of the remaining
funds, their expenditure and revenues should be included and reported in the budget
presentation. (b) Social security institutions, revolving funds and autonomous agency
activities should be included to derive a comprehensive budget of the central government.
Inclusion of local government would then provide the desired general government
coverage. (c) The value and maturity of all explicit guarantees should be transparently
reported as memorandum items to the budget. All payments made as a result of a called
guarantee should be reported as expenditure above the line in the budget, and (d) Given
the size and fiscal significance of the cost of banking sector restructuring, the government

66 Report on the Observance of Standards and Codes (ROSC) Turkey: Fiscal Transparency, June 27, 2000.
Available at http://www.imf.org/extemal/np/rosc/tur/fiscal.htm.
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should provide a clear description of the arrangements to finance such restructuring and
include it in the budget presentation.

3.60 The quasi-fiscal operations of government both in the banking sector and in the
state enterprise sector should be fully disclosed in budget documentation and ultimately
discontinued. The government has decided to replace credit and input subsidies to
agriculture with direct income support payments funded by the consolidated govermnent
budget. During the transition to direct budgetary subsidies all quasi-fiscal expenditures
should be transparently reported in the budget and included in the estimate of the deficit.
Other quasi-fiscal support to small and medium enterprises should be replaced by similar
explicit subsidies from the budget.

3.61 The use of tax exemptions will also need to be transparently disclosed. A review to
estimate the size and allocation of tax expenditure should be initiated by the Ministry of
Finance with a view to establishing the significance of this aspect of fiscal support.
Estimates of tax expenditure should be rationalized and transparently reported in the
budget presentation.

3.62 As part of a longer term effort to address underlying lack of clarity in roles and
responsibilities which contributes to the growth of implicit liabilities of the central
government, the government should initiate a review of the roles and responsibilities of
local administrations (provinces and municipalities) and the corresponding reforms to
revenue assignments and borrowing authority.

3.63 While this section focuses explicitly on actions to improve fiscal transparency, it is
important to underline that financial sector transparency and governance have important
contingent consequences for fiscal management and fiscal transparency must not be
viewed in isolation. Corresponding to improvements in fiscal transparency, it is
important to maintain parallel progress on the government commitment to major reforms
to the governance of the financial sector.

Fiscal Risk Management

3.64 Gains in fiscal transparency and in achieving comprehensive budget coverage must
be complemented by a number of organizational improvements phased in to effect better
management of fiscal risks. Chief among these is the need for strengthened coordination
among central agencies (UT, MOF and SPO) to ensure appropriate definition and
effective implementation of a comprehensive and robust fiscal framework. Preparations
should be made to develop a multi-year fiscal framework to constrain and guide the
management of fiscal risks. The fiscal framework should take account of all sources of
revenue but lean towards a conservative estimation of revenue prospects.67 Expenditure
planning should, as far as possible, explicitly take account of all the likely calls on the
government budget and make contingency arrangements for items which are likely to fall
due without creating a moral hazard in the process.

67 Given recent experience with marco-economic turbulence, this would appear to be the desirable approach to
defining the fiscal framework. Hemming and Petrie (2000) suggest that a prudent approach is justified by the
asymmetries in the economic implications of unfavorable versus favorable outcomes. See "A Framework for
Assessing Fiscal Vulnerability", May 2000, mimeo, IMF.
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3.65 There is a pressing need for the government to prepare a debt sustainability analysis
including identifiable contingent liabilities of the govermment. While such analysis will
provide useful guidance, it is clear that the government will need to suspend or tightly
limit new sovereign guarantees until public debt levels fall to more sustainable levels.
The new debt management law recently submitted for Parliamentary consideration will
provide well defined borrowing authority for general government and the public sector as
a whole and centralize risk taking authority. It will provide the basis to establish
effective controls on borrowing by local administrations, SOEs and the remaining non-
budgetary funds. Such controls will apply both to guaranteed and non-guaranteed
borrowing in order to limit the accumulation of explicit and implicit contingent liabilities
from those sources. The proposed law defines the scope of authority of the Treasury
minister, requires approval by the Council of Ministers for guarantee issues, establishes
limits on annual borrowing and introduces a one time guarantee fee as well as an on-
lending fee. Treasury permission is also required for non-guaranteed foreign borrowing.
It also establishes a risk account at the Central Bank to be funded by guarantee and on-
lending fees, repayments and any budgetary appropriations. A quarterly debt
management report is proposed to be provided to Parliament, to Cabinet and to the MOF
and SPO.

3.66 With the recent proposal for government to engage in the sale of fixed assets to
raise resources, it will be even more necessary to consider government fiscal performance
in a broad Asset and Liability Management framework and to develop a comprehensive
fiscal strategy. Necessary technical assistance should be sought to establish the
methodology and institutional capacity to achieve such a framework.
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TABLE 3.8: A FISCAL RISK MATRiX FOR TuRKEY

Liabilities Direct (obligation in any event) Contingent (obligation if a particular event occurs)

Explicit * Expenditures under budget law * State guarantees for non-sovereign borrowing and
Government liability * Legal expenditure obligations obligations issued to sub-national governments and
is recognised by law (salaries, civil service pensions) public and private sector entities (including BOT,
or contract BOO contracts)

* Service of foreign and domestic * Guarantee on all banking system liabilities (except
sovereign borrowing subordinated debt)

* "Duty loss" obligations to state * Cost escalation in public investment projects
banks and SOEs due to quasi- * State guarantees (trade, private investments)

fRsta orincai a * State insurance schemes (for crops, floods, war risk)* Restoring capital adequacy of
state banks * Disaster (ex. earthquake) relief

* Financing of Social security deficit
* Unemployment Insurance Fund

Implicit * Recurrent costs of operations and * Default of a sub-national government, SOE or other
A "moral" maintenance of public investment entity
obligation of the * Social protection schemes * Failure of investment banks, development banks or
government that non-bank financial institutions
mainly reflects * Cleanup of the liabilities of privatised SOEs or
public expectations banks
and pressures by * Losses of state enterprises
interest groups * Central bank default

Bolded items indicate higher risk factors.
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4. PUBLIC EXPENDITURE ON HEALTH

I. PRINCIPLES AND PERSPECTIVES

4.1 This chapter and the following chapter on education undertake a dual task: a
conventional analysis of the efficiency and equity effects of public expenditure in these
sectors as well as an assessment of how "policy" is determined in these sectors and whether it
is meaningful in determining budget allocations. While the bulk of this chapter is devoted to
the former assignment, the chapter does provide specific glimpses into the formulation and
implementation of policies which is the concern of the larger report and which is further
discussed in chapter 6.

4.2 Public expenditures on health should eventually be justified either on the grounds that
they contribute to a more effective and efficient functioning of the health system and/or
contribute to poverty alleviation and redistribution of income. 8

4.3 The efficiency justification is often based on public and merit goods arguments.
Common examples of public goods in health are vector control, sanitation, mass education,
programs to provide clean water, etc. According to economic theory, private production will
not be forthcoming for such goods and services, and it is socially optimal for governments to
finance and possibly provide these goods. Similarly, many health goods are merit goods, and
create large positive spillover effects (e.g., vaccination), produce greater social benefit than
private benefit (e.g., family planning), and/or possess significant interpersonal utility values
(e.g., medical services for the vulnerable segments of the population, emergency services for
trauma patients, etc.). These and other market failures in health care and health financing
(like those resulting from incomplete information, incomplete capital markets, etc.) mean that
government intervention can raise welfare by improving the way those markets function.

4.4 A government role in health can also be justified on equity grounds. Since the poor
cannot always afford health care, the government can play an important role in promoting
equitable access to health care that would improve their productivity and well-being.70

4.5 While governments worldwide have played an important role in achieving improved
health status of their citizens, there is nevertheless widespread evidence of misallocation of
public resources, inefficiency of government expenditures, and the general inability of
governments to address equity issues effectively.7 Public funds are often spent on health

6S See Hammer, "Economic Analysis for Health Projects", The World Bank Research Observer (1997).
69 Vectors are the carriers of disease such as mosquitoes for malaria.
70 Hsiao, "Abnormal Economics in the Health Sector", Health Policy 32 (1995): 125-139.
71 Nandakumar, Chawla and Khan: "Utilization of Outpatient Care in Egypt and its Implications for the Role of
Government in Health Care Provision", World Development, January, 2000.
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interventions with low relative cost-effectiveness, such as surgery for most cancers, while
highly cost-effective and often most critical interventions, such as treatment of tuberculosis,
remain under-funded. Government expenditures tend to be inefficient and wasteful: health
workers are badly deployed and supervised, hospital beds are under-utilized, expensive
equipment is purchased but poorly maintained, and much of the money spent on drugs is on
brand-name pharmaceuticals when generic drugs could inexpensively substitute."2 Studies in
many countries show that government spending for health often goes disproportionately to
the affluent, in the form of subsidies to sophisticated public tertiary care hospitals, while the
poor lack access to basic health services and receive low-quality care.73

4.6 It is against this broad conceptual backdrop that this chapter examines public
expenditures in the health sector in Turkey. The chain of reasoning starts with an
examination of government policies toward health, and continues through the translation of
policies into budgetary allocations and expenditures of public funds, in the process
evaluating the efficiency of allocations and impact on health outcomes.7 4 The following
questions motivate the chapter:

* What are the government priorities in the health sector, either in terms of stated or
implicitly established policy?

* How do budgetary allocations and public expenditures in health support the strategic
priorities in the sector?

* How efficient and effective is the use of public funds in achieving the desired outcomes?

72 Berman, Peter: "Rethinking Health Care Systems: Private Health Care Provision in India" World Development,
1998.
73 Mahal, "Public Expenditures on health in India", Draft manuscript, World Bank mimeo (2000).
74 Filmer and Pritchett find a weak impact of public spending on health status in "The Impact of Public Spending on
Health: Does Money Matter?" Social Science & Medicine, 1999, though other studies, like Anand and Ravallion,
"Human Development in Poor Countries: On the Role of Private Incomes and Public Services", Journal of Economic
Perspectives (1993) report a significant impact of public spending.
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II. HEALTH POLICY IN TURKEY

4.7 The legal framework for government health policy is derived from Law 224 adopted
in 1961 which defined very broad goals (full provision of health services in line with the
Universal Declaration of Human Rights). Effective health policy in Turkey has to be inferred
from the specific programs that are initiated and implemented. Prior to 1980, the Government
of Turkey sought to enhance access to health services through the Integrated Health Service
Scheme (IHSS), designed to cover rural areas and extend basic health care services to the
whole population. The policy thrust was to achieve coverage though infrastructure
development and establishment of hospitals and health centers all over the country.
However, the big capital investment that this entailed left inadequate funds for equipment
and vehicles, and with salaries consuming most of the operating budget, there was little left
for drugs, supplies and fuel and the IHSS did not succeed in meeting its objectives. 75

4.8 In 1987, the government enacted Law 3359, the Basic Law on Health Services
(BLHS), and again emphasized equity and access. Attributing the limited success of IHSS to
inadequate funds, the government used the BLHS to increase budgetary allocations to the
health sector. However, the impact of the BLHS was also undermined by the failure to issue
required implementing regulations and amendments to the regulations made by the
Constitutional Court. Besides marginal increases in budgetary allocations, the BLHS was not
accompanied by any strategy for systemic reform in the financing, delivery and management
of health services, and the challenges of equity and access to health services remained unmet.

4.9 In 1993, a document titled "The National Health Policy" (NHP) was published by the
Ministry of Health which provided a detailed and comprehensive enunciation of priorities
and strategies in the health sector in Turkey. The three main thrusts of this document were
specific health targets (Table 4.1), service delivery reforms and requirements of support
services. The health targets underlined concern for maternal and child health, burden of
diseases and equity, and set medium (7 years) and long-term (12 years) benchmarks.
Concern with maternal and infant mortality was voiced though targets that called for 30-50
percent reduction in mortality rates, and communicable diseases (tuberculosis, measles etc.).
Cardiovascular diseases and cancer were recognized as major killers.

4.10 The health services delivery section of the NHP detailed the strategies for achieving
full access and equity, and proposed general social insurance as the financing mechanism for
this purpose. Hospital autonomy and decentralization were recommended as the managerial
and administrative reforms to support the overall social insurance framework and improve
efficiency and effectiveness of delivery. Supporting legislation and health information
systems were suggested as the necessary anchors for the overall health system. However,
despite its title as the National Health Policy, the NHP was never formally accepted as
government policy. Almost no aspect of this framework was implemented and the NHP is
now was regarded as an externally conceived (with World Bank support) document that had
few supporters within the government.7 6

7 See, for instance, the World Bank's Staff Appraisal Report of the Second Health Project, 1994.
76 The existence of such a "policy" document appears to be an anomaly and can be attributed to the Bank's
influence through the project management unit. See chapter 6 for a discussion.
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Table 4.1: National Health Policy - Targets for Health (selected indicators)
Area of concern Target Target

Date
Maternal and Child 1) Under 5 mortality rate: 50 per 1,000 2000
Health

2) Infant mortality reduced by 30%, to 29 per 1,000 2000
3) Effective contraceptive use at 79% 2000
4) Maternal mortality rate: to 67 per 100,000

Conumunicable 1) Eradication of measles, polio, diphtheria, neonatal tetanus 2005
Diseases

2) Tuberculosis transmission reduced to 1 per 100,000 2005
Cardiovascular 1) Under 65 mortality reduced by 15% 2005
Disease
Cancer 1) Under 65 mortality reduced by 15% 2005
Accidents 1) Mortality due to car, home, and occupational injuries reduced by 25% 2005

(saving 3000 lives)
Inequality 1) Reach equal level of infrastructure among regions 2000

2) Reduce poor health indicators by 75% 2005
Source: National Health Policy, Ministry of Health, 1993

4.11 The SPO actively participated in the deliberations leading to the NHP. However,

while the 7h Five Year Plan (1996-2000) document echoed some of the substantive

criticisms and recommendations of the NHP for the health sector, it made no explicit

reference to the NHP. It also replaced the valuable focus of the NHP on outcome targets

with more conventional physical input targets for the sector, justified in part by difficulties in

adequately monitoring outcomes in a timely manner. Health policy as articulated in the plan

is couched in terms of number of hospitals, number of health centers, number of physicians

and nurses, and so on, without any reference to outcome targets like number of births

attended by trained medical and paramedical personnel, extent of coverage by inoculation,

etc. In effect, a useful emphasis on health outcomes which may have generated pressure

for greater priority to preventive care programs was buried under conventional input oriented

budgeting.

III. AN OVERVIEW OF THE HEALTH SECTOR

4.12 Turkey's health sector features a number of entities involved in provision of health

services but the analysis of the sector is complicated by a particularly fragmented system of

health financing.

Health Service Providers

4.13 Health services in the public sector in Turkey are mainly provided by the Ministry of

Health (MOH), the social insurance institution, known as the Sosyal Sigortalar Kurumu

(SSK), and the University hospitals. Other ministries (like Defense, Education, and

Transport), local governments and some state economic enterprises also provide health

services, but their capacity is quite limited.
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4.14 Ministry of Health: The MOH is the sole provider ofpreventive services, provided in
health centers, health posts, mother and child health and family planning centers, tuberculosis
dispensaries, malaria and cancer control centers. In addition, the MOH implements several
special preventive health programs that provide reproductive health services, family planning
services, public health education, immunization, control of diarrhea diseases, control of
acute respiratory infections, screening for PKU, etc. The MOH is the major provider of
maternal health care services, provided in health stations in rural areas, health posts in urban
areas, health centers and hospitals. The MOH is also a signi cant provider ofprimary health
care, provided in health centers, health posts and hospitals.7 All preventive and first contact
services provided by the MOH are free of charge to all users. The MOH also provides
laboratory based preventive services through the Refik Saydam Hygiene Center. In addition
to preventive and basic health services, the MOH owns and operates 721 hospitals (more
than half of the total hospital beds in the country) that produce and deliver secondary and
tertiary health care services. Services provided in the hospitals are charged a fee according to
a fee schedule set by the MOH in consultation with MOF. Exceptions to this practice are the
Green Card holders, who get free health care.

4.15 Sosyal Sigortalar Kurumu (SSK): The SSK is a social security organization for
private sector employees and blue-collar public workers, and works both as an insurer and as
a provider of curative health services. The SSK provides health services to its beneficiaries
through a network of 115 hospitals and dispensaries spread throughout Turkey, accounting
for 17 percent of all beds (Table 4.2).

Table 4.2: Hospitals and Beds, 1999

Institutions Number Number of
of Beds
Hospitals

Ministry of Health 734 83,577
Ministry of Defense 42 15,900
SSK 115 27,002
SEE 10 2,217
Other Ministries 2 680
Faculty of Medicine 42 24,094
Municipalities 8 1,313
Hospitals owned by 4 320
Foreigners
Hospitals owned by 5 934
Minorities
Associations 18 1,436
Private 228 11,243
Total 1,208 168,716

Source: State Planning Organization

4.16 University Hospitals and Other: About 40 university hospitals and 10 hospitals under
SEEs provide curative services to supplement the MOH and SSK capacity. Outside the
public sector, only 3.5 percent of hospital bed are provided by the private sector. The private

77 Tatar and Tatar (1997) contains a detailed description of primary health care in Turkey. See "Primary Health Care
in Turkey: A Passing Fashion?", Health Policy and Planning 12(3): 224-23.
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sector consists mostly of public physicians who are allowed to work in their private practices
in the afternoons and provide a significant share of outpatient care. Though exact data is not
available, the private sector appears to be an important source of care in large urban areas
and in the Western part of the country.

Health Coverage

4.17 The population can be divided into two main groups: people who have some sort of
health coverage, comprising about 86 percent of the total population, and people who do not
have any sort of health coverage, comprising the remaining 14 percent (Table 4.3). Those
who have any sort of coverage can be further divided into six subgroups depending on the
coverage scheme to which they belong.

(i) Civil servants and their dependents, who enjoy free health care, principally from MOH
and university hospitals.7 8

(ii) Members of SSK, who use health services provided by the SSK facilities and are
financed by their own contributions.

(iii) Self employed workers covered by health insurance from another social security
institution, Bag-Kur (BK), which purchases health services from public sector organizations,
like the MOH, SSK and University facilities.

(iv) Retired civil servants and their dependents, who are covered by Emekli Sandigi (ES), a
government employees retirement fund. Financed by the contributions of active civil servants
and the state, Emekli Sandigi contracts with MOH and University facilities for health
services for its beneficiaries.

(v) A small group of people, mainly working for banks and insurance companies, whose
expenditures are covered by private funds.

(vi) Rural and urban poor covered by the Green Card scheme.79

4.18 This leaves a big subgroup comprising almost 14 percent of Turkey's population that
is not covered by any health insurance program other than the Green Card program. There is
a provision under Code 3294 (Law on Incentive to Social Aid and Solidarity Fund) under
which the state can pay for health expenditures of those are not insured, are unable to get a
green card and cannot afford to pay for their health care, but the allocations and use of the
Fund resources is far from adequate to address the healthcare needs of this population.

7S Since 1983, civil servants are required to pay 20 percent of the prescription charges for medicines.
7 Enacted under Law 3816 of 1992, the Green Card Program provides free health care services to its beneficiaries.
Managed by the Ministry of Health and financed via general taxes, the Green Card program is seen as a transitional
solution that would prevail until the General Health Insurance System is brought into application. To qualify for the
Green card, an individual should be a Turkish citizen, not be covered by any social security system, and have a
monthly income of less than one-third of the minimum wage amount (excluding taxes and social security premiums)
as determined by Code 1475.
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Clearly, there is a pressing need for some insurance system that will expand coverage and
extend health care to these 8.8 million people.8 0

Table 4.3: Health Coverage of Population, 1998
Coverage Type Percent of

Population
SSK 51.5 %
Pension Fund (ES) 13.0 %
BK 21.4%
Private funds 0.5 %
Subtotal 86.4 %
Covered Population
Uncovered Population 13.6 %
Total Population 64.8 million

Source: SPO

Delivery of Health Services

4.19 Turkey has a multi-tier system of health care, defined by who provides health care,
who pays for it and how much, and what the quality of that care is. Several different types
and levels of health services delivery can be distinguished with varying levels of clinical
quality and patient satisfaction.

Preventive Care:
* MOH health centers and posts, providing free preventive care.

Outpatient Care:
- MOH health centers and posts, providing free care for the Green Card holders
* SSK clinics and hospitals providing care free to its members,
- Private providers providing care at high costs to users, at high levels of patient

satisfaction though not necessarily high levels of clinical quality.

Inpatient Care:
* MOH hospitals providing free care to Green Card holders,
* MOH hospitals providing care at established fee-schedules
* University hospitals providing care at established fee-schedules
* MOH and University hospitals providing care at rates higher than the established fee-

schedules,
* SK hospitals providing care free to its members, and
* Private hospitals providing care at high costs to users.

4.20 Anecdotal evidence indicates that quality of clinical care and patient satisfaction
varies significantly across facilities. Private and University facilities provide clinical care at
quality and patient satisfaction levels higher than other providers, for both outpatient and

80 At the time of writing, Bag-Kur has prepared an innovative program to cover all agricultural workers, including the
landless, under its insurance scheme. Participation is voluntary, and it remains to be seen how effective the measure
will be in application.
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inpatient levels of care. SSK facilities rank third, followed by MOH providers which seem to
fare the worst in part because physicians find it more profitable to allocate their time to better
paying patients outside MOH facilities.

IV. HEALTH EXPENDITURE

4.21 Public expenditures on health consist of expenditures incurred by the Ministry of
Health, General Directorate of Coastal Health Services, Universities, Social Solidarity Fund,
other Ministries and agencies, civil servants, social security institutions (i.e., SSK, Emekli
Sandigi and Bag-Kur), state enterprises and local governments. Private expenditures on
health consist of out-of-pocket treatment and pharmaceutical expenditures incurred by
individuals and households, and by companies and individuals contributing to private
insurance schemes.

4.22 Because of the overlap between financing entities and providers of services (the
MOH, for instance, finances health care and is also a provider of services) there are some
problems with aggregating health expenditure across entities. Certain items appearing as
health expenditures in one entity's accounts appear as revenue items in another entity's
account. For instance, ES purchases health services on behalf of its beneficiaries from the
MOH and university hospitals, and therefore, expenditures of ES are recorded as revenues
for the MOH and university health facilities. In turn, revenues of MOH and university health
facilities are matched by expenditures incurred in these facilities, and to this extent, simply
adding up all public expenditures would result in double-counting of certain items of
expenditure.

4.23 Previous analyses of public expenditures on health got round this problem by making
an assessment of the double-counted expenditures and subtracting this amount from the final
total8 l. While the final expenditure figure arrived at by this method is accurate, assuming no
other data issues, this overestimates the expenditures incurred by some of the spending
agencies, since the double-counted expenditures are not adjusted at the entity level. Since the
emphasis of this study is to examine both the level and composition of public expenditures,
recording all component public expenditures accurately as well as getting the totals right are
paramount concerns. At the same time, the relationship between the financing sources and
expenditures is also of interest. To achieve both these objectives, a sources-to-uses
framework was used to outline the flow of funds, and an expenditures-only single accounting
framework was used to describe how the various agencies organize their resources and
spending.

4.24 The estimates of aggregate public expenditure on health as well as its composition by
sources and uses based on this approach are described in table 4.4. The aggregate as a
percent of GNP provides the important finding that there has been a gradual increase in
public expenditure on health over this period, from 2.1 to 3.5 percent of GNP. Data on

s' See, for instance, Tokat (1996), "Turkiye'De Saglik Harcamalari ve Finansmani", Health Project Coordination
Unit, Ministry of Health, Turkey, Ankara.
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private expenditures are not available but are "estimated" to be about 0.6 percent of GNP,
for a total health expenditure of about 4.1 percent of GNP.

4.25 In terms of uses, the MOH and university hospitals and other government facilities
accounted for about 70 percent of all public expenditure on health in 1999. SSK facilities
accounted for 20 percent of all public expenditures on health, while private facilities,
including pharmacies, accounted for the residual 9-10 percent.

4.26 Table 4.4 provides the shares of primary sources of health finance.82 It reveals that
the share of the budget (MOH, other government and universities) has declined significantly
over the years, from 59.1 percent in 1996 to 49 percent in 1999, and an estimated 45 percent
in 2000. Reflecting the increase in health insurance coverage and almost counter-balancing
the MOH share, the share of social security organizations has increased over the years, from
39.5 percent in 1996 to 46.5 percent in 1999, and an estimated 49.5 percent in the year 2000.

S2 The sources of health finance is more complicated in part because of the role of revolving funds which function as
an intermediate source. See discussion below on revolving funds.
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Table 4.4: Public Expenditure On Health, 1996-2000
1996 1997 1998 1999 2000

Health Expenditure 321.9 731.1 1479.7 2567.4 4359.1
(Trillion TL)

By primary sources %
BudgetMOH&OtherGovt 53.8 51.9 46.2 45.1 42.1

Budget-Universities 5.3 5.8 4.6 3.9 3.8
Non-budgetary funds 0 0.5 0.8 0.9 0.9

Social Security Institutions 39.5 40.1 44.9 46.5 49.5
Local Authorities 0 0.4 2.3 2.3 2.4
State Enterprises 1.4 1.3 1.2 1.3 1.3

100.0 100.0 100.0 100.0 100.0
By uses %

MOH, govt & Universities 68.5 71.0 71.8 70.6 70.4
SSK 22.3 20.4 19.2 20.0 19.8

Private facilities 9.2 8.6 9.0 9.4 9.8
100.0 100.0 100.0 100.0 100.0

Health Expenditure 2.15 2.49 2.76 3.28 3.50
(as % of GNP)
Health Expenditure 3984 4834 5699 6161 7000
(millions US$)
Memo Items
GNP (Trillion TL) 14,978 29,393 53,518 78,283 125,970
Exchange rate TL/US$ 80,798 151,239 259,627 416,686 622,750

Source: Joint GOT, Bank staff estimation with assistance from Prof. Konukman.
Notes:
l. Health expenditures by civil servants is included in the source item "Budget - MOH & other government."
2. Health expenditures by civil servants are significant, and account for 15%, 14%, 15%, 15%, and 16% of total
public expenditures on health in the years 1996-2000, respectively.
3. Health expenditures by Social Security Institutions includes expenditures by SSK, Emekli Sandigi and Bag-Kur.
4. Health expenditures by Emekli Sandigi and Bag-Kur in MOH and University facilities are routed through
Revolving Funds of these facilities. The Revolving Funds also receive funding from Civil Servants and from out-of-
pocket expenditure of individuals and families.
5. Revolving Funds are a significant intermediate source of funds, and account for 20.2%, 21.6%, 21.0%, 20.3%, and
19.3% of total public expenditures on health in the years 1996-2000, respectively.
6. Private expenditures on health are not included in the table. Available data indicates that by primary source, these
would constitute 29% of total expenditures on health in 1996, falling to 26% in 1997 (source: Tokat et al for both
figures), 19% in 1998, 18.5% in 1999 and 18.5% in 2000 (source: SPO and MOH for all three years).

Out-of-Pocket Expenditure

4.27 Private out-of-pocket expenditures on health account for almost one-fifth of total
expenditures on health in Turkey. While some of these expenditures are incurred in public
facilities in the form of formal payments into the Revolving Funds, a significant proportion
also take place in private facilities. Survey results indicate that almost 15% of those who seek
care when ill prefer private providers for outpatient care. Provider preferences for outpatient
care are not very significantly different between rural and urban populations, with 13.1% of
people living in rural areas preferring private physicians compared to 16.2% in urban areas,
nor between the rich and the poor (both around 15%). Regional variations in the choice of
private providers are, however, significant, with only 6% of those seeking care in Eastern
Anatolia visiting private providers compared to 20% and 16% in the Mediterranean and
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Marmara regions respectively. Survey results also show that private physicians are preferred
significantly more for severe cases (26%) compared to mild cases (12%).

4.28 Expectedly, provider preferences vary by type of insurance. Survey results indicate
that almost 40% of those who have Bag-Kur coverage visit private providers, followed by
17% of those insured with SSK and 10% of those with Emekli Sandigi. Almost one-third of
those with no insurance visit private providers.

Revolving Funds and Special Funds

4.29 The presence of revolving funds and other special funds in the resource pool of MOH
and universities merits special discussion, not only because of their salience but also because
of the way in which they interact with the

rglrbudgetary sources of financing.I Figure 4.1: Share of Revolving Funds in Totalregular budgetaryInources of financing. hi Health Expenditures

terms of financing, the share of all revolving
finds (MOH and universities combined) in
total health expenditures has remained steady
around 20 percent (Figure 4.1). The share of
university revolving funds in total university
health expenditures has increased from 64 3

percent in 1996 to 70 percent in 2000, while the 20 - *l * *.
share of MOH revolving funds in total MOH l I I. . .--
expenditures increased from 22 percent to 29 0 1996 1 997 199 1 2000

percent. Since the bulk of revolving fund
revenues derive from the expenditure financed L IMoH NUNIV 0TOTAL

by ES and BK at MOH and university
hospitals, revolving funds are treated as intermediate source and excluded from the
presentation in Table 4.4.

4.30 In effect, the funding pools of MOH and university facilities have a "hard"
component and a "soft" component. The hard component comprises allocations made under
the consolidated budget. The soft component results from the possibility of mobilizing
additional funds using revolving funds, special funds, foundations, etc. Since the two
components have very different implications for delivery of health services, the fragmented
nature of the public expenditures on health takes on special significance. Revolving funds
are distributed all over the country, but tend to be more in number in richer regions, as one
would expect (Table 4.5). University revolving funds are also distributed across the country,
in much the same pattern (Table 4.6).
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Table 4.5: MOH Revolving Funds
TYPES OF REVOLVING FUNDS (RF)

State Chest Children and Other Total
Hospitals Hospitals Women RFs

RFs RFs Hospitals RFs
Marmara 74 7 8 18 107
Aegean 71 3 6 5 85
Mediterranean 52 1 5 5 63
South East Anatolia 33 1 5 2 41
East Anatolia 49 1 3 3 56
Black Sea 84 6 8 12 110
Central Anatolia 77 4 11 8 100

Total 440 23 46 53 562

Table 4.6: University Revolving Funds
Region Number Of Revolving Funds

Marnara 10
Aegean 6
Mediterranean 4
South East Anatolia 4
East Anatolia 4
Black Sea 3
Central Anatolia 12

Total 43

V. PUBLIC EXPENDITURES ON HEALTH AND EFFICIENCY

4.31 As stated earlier, public expenditures on health should provide goods and services
which would not be supplied in sufficient amounts by the private markets. Health sector
interventions include pure public goods (e.g., vector management, communicable disease
control, preventive activities, etc.), pure private goods (e.g., medical treatment for non-
communicable illness), and a host of health services in between. As a result, different
activities within the sector have different claims to support from the public budget, and one
efficiency concern is whether the relative emphasis on pure public goods and goods with
large external effects on the one hand and private medical goods should be changed.

4.32 Preventive activities as defined by the MOH for purposes of classifying expenditures
includes all activities related to primary health care, cancer control, tuberculosis control,
malaria control, maternal and child health, and the Rafiq Saydam Institute of Hygiene. This
is not a very useful definition for the purposes of classifying public goods, since not all
activities of primary health care can be classified as public goods according to our definition.
Using the preventive health care figures would thus be an overestimation of the "public
goods" aspects of health care.

4.33 The MOH allocates about 37 percent of the general budget for preventive activities,
more than two-thirds of which goes to primary care. Preventive activities other than primary
health care get very modest allocations amounting to less than 11 percent of the MOH budget
(Table 4.7). Curative services account for around 44 percent of budget expenditures, while
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support services make up the balance. These ratios have remained more or less unchanged
over the period 1996-2000.

4.34 To judge the adequacy and effectiveness of these expenditures we turn to the health
and utilization indicators for Turkey. According to the Demographic Health Survey, 1998:

* Only 67.5 percent of mothers receive antenatal care and less than 30 percent receive the
full dose of tetanus toxoid injections;

* Only 40 percent of all mothers are assisted by physicians at delivery, and a further 40.5
percent are assisted by trained nurses and midwives, leaving almost 20 percent who are
assisted by traditional birth attendants or relatives; and

* Infant mortality rate (under one year of age) is almost 40 per 1000 live births.

Table 4.7: Allocations To Preventive* Activities, 1998
Share of MOH Budget

Activities Allocation
Health education 4.26
Cancer Control 0.01
Tuberculosis Control 1.76
Malaria Control 1.48
Maternal and Child Health 2.14
Institute of Hygiene 1.07

Note: Preventive* = Excludes primary health care expenditures

Figure 4.2: Trends In Health
Expenditure, 1996-2000
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Figure 4.3: Vaccination Coverage, Selected Countries, 1998
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Source: "Demographic and Health Survey, 1996", MOH, Institute of Population Studies and Macro International.

4.35 Outside of the MOH, there are no allocations made to preventive activities from any
other public spending source. In terms of overall public spending on health, therefore,
preventive activities account for less than 12 percent, even if all primary health care spending
is taken into account. Maternal and child health activities receive less than three-fourth of
one percent of public spending. To be sure, the poor vaccination coverage for a country at
the level of economic development of Turkey is a reflection of both the ineffectiveness of
existing public expenditures and the low volume of allocation made for this purpose. On
both counts, public expenditures on health in Turkey need to pay much greater attention to
public goods, i.e., on preventive activities.

4.36 It is therefore discouraging to note that despite the increasing trend in total public
expenditures on health as a share of GNP in the last five years, there is no clear trend in
MOH expenditure. Allocations to preventive activities have, for most of the years under
review, actually fallen relative to the previous year (Figure 4.2 ). The implication is that
most of the increased spending has been on curative care programs outside the MOH budget.

4.37 With regard to efficiency of investment allocation in health, as with public investment
generally, investment projects in the health sector are numerous, with long lags in
completion. There are 688 investment projects in the health sector with estimated value of
TL 2,449 trillion, of which only 785 trillion TL has been spent to date. It is estimated that at
current rates of allocation, it would take over 6 years to finish the existing investment
projects, if no new projects are accepted during this period.
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VI. PUBLIC EXPENDITURES ON HEALTH AND EQUITY

4.38 The distribution of income varies significantly across regions in Turkey. According to
the 1994 Household Income and Consumption Expenditure Survey, GDP per capita in the
richest region is three times the comparative figure in the poorest region. The distribution of
income is even more skewed if the comparison is made at the level of provinces: the per
capita income in the richest province is 146 times that of per capita income in the poorest
province, though this does not take into account of price differences across provinces. In
terms of incidence of poverty - a measure of the fraction of individuals below the poverty
line - the index varies from 0.055 in Marmara (i.e., 5.5 percent of the population is below the
poverty line) to 0.13 in Southeast Anatolia (i.e., 13.3 percent below the poverty line) in
1994.83

Figure 4.4: Health Expenditure and Income
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4.39 Figure 4.4 depicts the per capita health expenditure (in 1997) by region (using
poverty figures for 1996). Richer regions, i.e., those with fewer persons below the poverty
line, tend to spend more public money per person compared with the poor regions. East
Anatolia, with the largest number of poor in the country, spends the least, while Southeast
Anatolia, with six times as many poor as the Aegean region, spends as much. Overtime also,
MOH's allocations across regions hardly shows any change, indicative of the historical
budgeting and resource allocation system (Table 4.8).

4.40 Geographic region is a particularly important predictor of service utilization as well,
particularly for women and child health services. In a study using the DHS data for 1993,
Celik and Hotchkiss show that women living in the Eastern region of the country were
significantly less likely to use prenatal care and birth delivery assistance than women from
the Western region. They find that living in urban areas has a positive effect on the

83 Turkey: Economic Reforms, Living Standards and Social Welfare Study. World Bank, 2000.
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probability of using trained professionals for birth deliveries, but do not find any significant
urban/rural difference with respect to use of prenatal care.

Table 4.8: MOH Allocation by Regions
(percent of total)

Region 1996 1997 1998
Marnara 19 19 19
Aegean 15 15 15
Mediterranean 11 1 1 12
South East Anatolia 10 10 11
East Anatolia 6 6 6
Black Sea 14 14 14
Central Anatolia 24 24 24
TOTAL 100 100 100

4.41 Within the curative care programs, does health care serve any important public policy
purpose? Over 86 percent of the population has some form of coverage, and to this extent
money is not a barrier to hospital care. However, non-MOH hospitals are concentrated in
urban areas and in richer regions, and thus even though public provision might not be the
most efficient way of providing inpatient care, the requirements of equity would demand
public expenditures for inpatient provision in poorer regions of the country.

4.42 Public expenditures in health in Turkey do rather well on this count. In Istanbul, for
instance, the MOH owns and operates only 30 of the 167 hospitals and accounts for one-third
of the 32,748 hospital beds. Similarly, in Ankara and Izmir also, the MOH owns 45 percent
and 54 percent of all hospitals. In comparison, in Erzurum in East Anatolia and in Diyarbakir
in Southeast Anatolia, both very poor regions, the MOH owns 81 percent and 76 percent of
all hospitals. Overall, MOH's presence is significantly greater in the poorer regions of
Southeast Anatolia, East Anatolia and Black Sea (Table 4.9).

Table 4.9: Share of MOH Hospitals, By Region, 1998
Region % of MOH % of

hospitals Income
Marmara 36.2 38.6
Aegean 63.6 13.9
Mediterranean 64.1 11.0
Central Anatolia 65.9 15.4
Black Sea 81.2 10.9
East Anatolia 94.8 5.7
Southeast Anatolia 76.7 4.5

VII. CONCLUSIONS AND RECOMMENDATIONS

4.43 This review concludes that there is no explicit policy framework guiding decisions on
public spending on health in Turkey. Despite the preparation of an ambitious policy proposal
in 1993 there has been little effort to implement a strategic response to the challenges of
health care in Turkey over the past decade. The implicit policy that is revealed from the
stagnant composition of the budget is a historically determined strong priority for curative

69



care and a serious neglect of preventive care programs. Not surprisingly, few of the health
outcome targets proposed in the National Health Policy document have been achieved.
Mortality and burden of disease indicators show very little improvement over the years, and
remain very far from their target rates.

4.44 Despite recent increases in public expenditure on health, Turkey spends less on health
from public sources than some countries (Poland, Russia) at a comparable or lower level of
GNP per capita. Unlike some countries (Lebanon, Thailand) private expenditure does not
appear to significantly supplement public expenditure on health in Turkey.

Table 4.10: National Health Policy - Performance Relative to Targets (selected indicators)
Area of concern Target Status
Maternal and Child Health I) Under 5 mortality rate: 50 per 1,000 52.1 (1998)

2) Infant mortality reduced to 29 per 1,000 42.7 per 1,000
3) Effective contraceptive use at 79% 64% (all uses)
4) Matemal mortality rate: 67 per 100,000 183 per 100,000 (1990-96)

Communicable Diseases I) Eradication of measles, polio, diphtheria, neonatal Measles: 27,120, diphtheria: 6;
tetanus polio: 26
2) Tuberculosis transmission reduced to I per 30.3 per 100,000
100,000

Table 4.11: International Comparison of Health Expenditures8 4

Country GNP ($) Public Total Per Capita Health Expenditures
p.c. expenditure on expenditure Public Expenditure

measured health on health TOTAL (international $,
at PPP (% of GDP, (% of GDP, EXPENDITURE 1997)
(1998) 1997) 1997) (INTERNATIONAL $,

1997)

Greece 13010 5.26 8.0 964 634
Chile 12890 2.99 6.1 581 285
Mexico 8190 2.29 5.6 421 172
Malaysia 6990 1.39 2.4 202 116
South Africa 6990 3.31 7.1 396 184
Poland 6940 4.44 6.2 392 281
Turkey 6186 3.28 3.9 231 171
Lebanon 6150 3.01 10.1 563 167
Thailand 5840 1.88 5.7 327 108
Tunisia 5160 2.14 5.1 239 100
Russia 3950 4.16 5.4 251 193
Romania 3970 2.28 3.8 136 82

Source: WDR 1999/2000 (for GNP per capita figures); The World Health Report 2000 (for all other figures)

4.45 While it is encouraging to note that public sector expenditure on health as a share of
GNP have increased over the past five years (fig.4.2), the increment appears to have been
allocated almost entirely to curative care programs. Preventive and primary care programs
have seen almost no increase in spending, reflecting the continued policy inertia on programs
that would have a significant positive impact on health indicators.

4.46 While the uncertainties engendered by short-lived coalition governments may explain
the lack of progress in structural reform of the sector, the neglect of opportunities to improve
health outcomes through enhanced spending on preventive programs is more difficult to

84 These figures are for different years and from different sources, and are presented for illustration only.
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fathom. Even where the enabling environment is present or not critical to the application of
the policy, there is a disconnect between public expenditures and policies as a result of the
practice of historical budgeting, the disconnect in these instances being caused by ineffective
budget management and unresponsive public financing. Increased allocations to maternal
and child health programs, which requires no special laws, codes or rules to be made
effective, could have arguably improved health status over the past five years. Yet, public
expenditures on such programs have received low priority in budget allocation over the
years.

4.47 The fragmentation of the health budget has several implications for the effective
management of sectoral allocations within the health sector. First, it is difficult in the present
system to ascertain spending across different functions by different agencies, and to this
extent monitoring and regulation become challenging. Second, different funding sources
have different incentive implications affecting provider and consumer behavior differently,
making it difficult to ensure efficiency and equity in public spending. Third, the fragmented
nature of the budget increases the administrative costs because the different funding sources
entail different accounting conventions for the same activity. Finally, the fragmentation of
the budget compromises the importance of budget numbers as a basis for accountability.
Streamlining and consolidating the resource allocation, utilization and management system is
therefore necessary to bring transparency in the health system and improve the effectiveness
of public spending in health.

4.48 The review of public expenditures in the health sector highlights the need for the
Government of Turkey to formulate, adopt and implement a sensible, coherent and affordable
health policy. Despite considerable progress that the country has made on several economic
fronts, the health of the people is at levels considerably below what the country can afford
and provide.

4.49 Such a health policy should focus on desirable but pragmatic health outcomes - as
envisaged in the National Health Policy of 1993 - rather than inputs - as laid down in the
Plan documents. In order to maintain a one-to-one correspondence between the health policy
and the health budget, and as noted in chapter 2, a fmnctional classification of budget
expenditure must be introduced and supplemented with a meaningful program classification.
There is also an urgent need to create National Health Accounts in Turkey to help policy
makers identify and understand the sources, uses and flow of funds within the health system,
and provide information that would be useful for allocation and mobilization of health sector
resources. This will also provide the policy makers with a comprehensive picture of the
health system, a challenging task in the fragmented budgetary environment of today.

4.50 It is very apparent that a strong bias towards curative care activities has resulted in the
relative neglect of cost-effective preventive programs which would have significant positive
impact on health outcomes. The present allocation of funds is not sufficient to extend
preventive services to the whole population; this is especially true for maternal and child
health care, that gets less than 2 percent of the MOH budget. This must be corrected with
enhanced policy and budgetary emphasis on preventive health activities, health education,
and programs that provide health protection for the vulnerable, and health coverage for the
poor, children and the elderly.

71



4.51 There is, therefore, a compelling case for increasing government allocations for
preventive activities. Doubling the current allocation for preventive programs like mother
and child care would only cost 0.3 percent of GNP. In the short tern, the effectiveness of
public expenditures can be increased rather simply by spending more where the poor live.
Thus, increased MOH allocations for Eastern and Southeastern Anatolia, justified on grounds
of both public/merit goods argument as well as poverty alleviation, would improve targeting
and effectiveness of public funds.

4.52 A case can be made for increasing MOH budgetary allocations so as to extend
coverage to all, including the 13 percent of the population who are not presently covered by
any forrn of health insurance or by the Green Card program. We estimate that - at existing
premium rates for the insured - an additional allocation equivalent to 0.3 percent of GNP
would be sufficient to ensure coverage of the entire population.

4.53 As part of its articulation of policy and intentions regarding reform to health care
provision and financing, it will be necessary for the government to re-evaluate the extent of
its continued involvement in providing and financing curative services, particularly in urban
areas that are well-served by SSK hospitals and University hospitals.
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5. EDUCATION OUTCOMES AND PUBLIC EXPENDITURES

I. INTRODUCTION

5.1 This chapter relates observed educational outcomes in Turkey to levels and trends in
public and private financing of education and to the efficiency and effectiveness of policies
and programs in the sector. Section II places educational attainments of the Turkish
population in comparative international perspective. Section IIL describes the institutional
background and recent policy initiatives in the sector. Section IV describes the diverse
financing sources for education and consolidates such information to analyze trends in the
level and composition of public expenditure on education. Section V analyzes the equity,
efficiency and effectiveness of allocation of public expenditure on education. Section VI
discusses policy and budget priorities for the sector over the medium term. Section VII
concludes with some broad observations regarding desirable levels of education financing
over the medium term in order to maintain progress achieved in recent years. While the
chapter mainly focuses on an analysis of public expenditure it also arrives at some
important conclusions regarding budget management. In contrast to the policy inertia in the
health sector, a clearly articulated policy of expanding enrolment in grades 1-8 under the
Basic Education program was introduced in 1997 and offers an opportunity to evaluate the
capacity of the budget system to effect such a policy. It also enable us to derive useful
insights into the possible approach to public expenditure management reform, the larger
theme of this report, which is elaborated in chapter 8.

1I. EDUCATIONAL OUTCOMES

5.2 Relatively low educational attainments of the labor force, striking differences in
schooling rates by gender and a large population of school age children out of school
constituted a major handicap to Turkey's development objectives in the mid-1990s. Female
illiteracy rates were close to that of Bolivia, a country with one third the income per capita of
Turkey.

5.3 In 1997, less than 76 percent of children completed 8 years of schooling. Whereas
net enrollment of children age 7-11 in grades 1-5 was 76.6 percent, that proportion declined
sharply to 51 percent in the transition to grades 6-8 and gender differences also widened
appreciably. The further transition to secondary school (grades 9-12 ) featured 38.7 percent
net enrolment. Higher education enrolments in universities etc. were about 26 percent of the
population of age 18-2 1.
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Table 5.1: International Comparison of Expenditure Levels and Educational Outcomes
Education Per-capita Net Enrollment Adult Illiteracy d

Per-capita Public public Rates % 1996C % 1997

at PPP US Expenditure a expenditure on
1998 (1996, % of education b Primary Secondary Males Females

GNP) US$
Greece 13010 3.0 390 90 87 2 5
Chile 12890 3.1 400 88 58 5 5
Mexico 8190 4.9 401 100 51 8 12
Malaysia 6990 5.2 363 100 64 10 19
South Africa 6990 7.9 552 100 95 15 17
Poland 6940 5.2 361 95 85 0 0
Turkey 6186 2.2 136 96 50 6 26
Lebanon 6150 2.5 154 76 .. 9 22
Thailand 5840 4.1 239 88 48 3 7
Tunisia 5160 6.7 346 98 .. 22 44
Russia 3950 4.1 162 93 .. 0 1
Romania 3970 3.6 143 95 73 1 3
Bolivia 2820 5.6 158 97 40 9 23
Source: The World Bank (2000a). Notes: (a) Education Public Expenditures for Turkey correspond to
1998. (b) Obtained by multiplying columns I and 2. (c) As percent of the relevant age group. (d) Percent
of people of age 15 or older. (e) For comparability, this Table includes expenditures on all education
levels, excluding some public expenditures made by other local authorities and non-central govemment
organizations. In the case of Turkey, expenditures in public universities account for 0.9 percent of GNP.

5.4 Despite the recognition by policymakers of the importance of education, a
comparison of Turkey's educational achievements by the mid-1990s relative to other
countries suggested a mixed record. Adult illiteracy was reduced from 59.1 percent in 1955
to 19.5 percent in 1990, but still showed an important enduring difference across genders. In
1997, while adult illiteracy among males was only 6 percent the comparable indicator was 26
percent among females. Literacy rates and its differences across genders in Turkey were
close to those of Bolivia, a country with an income per-capita one third that of Turkey but
with higher per capita public expenditure on education. The drop in enrollment rates in the
transition to secondary educational levels was also very large in Turkey. Comparable
declines are typically seen in countries with much lower per capita incomes. Table 5.1 is
intended to provide a broad brush comparison of spending and outcome differences across a
range of countries. Cultural and political systems often have a significant impact on the
relationship so no simple cause and effect relationship can be derived. Many former
communist countries display literacy levels far above what may be suggested by their level of
per capita income while others such as South Africa have lower literacy indicators, reflecting
the legacy of apartheid.

III. INSTITUTIONAL CONTEXT AND RECENT POLICY

5.5 The Ministry Of National Education (MONE, Milli Egitim Bakanliki) and the Higher
Education Council (HEC, Yuksekogretim Kurulu Baskanllgi) are the two entities
responsible for policy oversight over the education sector in Turkey. MONE is the largest
institution in the education system, and is responsible for planning, delivery and monitoring
of education services. In this coordination role, the Minister of Education is assisted by the
Higher Education Council, the National Education Council, the Supreme Advisory Board for
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Vocational and Technical Education, and the Apprenticeship and Vocational Education
Board.

Table 5.2: Education in Turkey - Students, Schools and Teachers
Academic Year 1998-1999

Education Level Students % Public Schools Teachers
Preschool 261,159 96.2 7,976 17,091
Primary 9,581,120 98.3 44,525 316,991
General Secondary 1,297,514 95.7 2,611 70,936
Vocational and Technical Secondary 998,689 99.7 3,448 74,557
Non-formal Education 2,935,929 48.1 628 44,042
Higher education 1,322,345 98.5 1,224 60,193
Source: MONE (2000b).

5.6 As confirmed by table 5.2, the role of the public sector is predominant in the Turkish
education system. More than 96 percent of basic and secondary school students are enrolled
in publicly funded schools. Public universities, colleges and institutes account for 98 percent
of higher education enrolments. Only non-formal education programs feature a significant
private sector role.

5.7 The role of public policy and funding is therefore critical in determining educational
outcomes. Both supply side and demand side interventions are necessary to ensure that new
cohorts gain knowledge and skills that are appropriate for productive employment in the
economy.

5.8 Education was identified as the government's highest priority sector for the period
1996-2000, due to its importance to increased competitiveness in a more globally integrated
economy. The objectives in this period were to improve the quality and quantity (coverage)
of formal and non-formal education, eliminate regional disparities; increase effectiveness of
vocational education based on school and business cooperation; enhance efficiency through
increased private sector participation; exploit international technical cooperation; and,
encourage cram schools to become vocational-technical institutions to avoid the significant
congestion in the higher education admission process.

5.9 The principal policy thrust of the Ministry of National Education (MONE) has been
to increase enrolment at basic and secondary school levels. Education policy since 1997
under the Basic Education Program (BEP) has focused on the supply side of education by
expanding the compulsory education scheme from its pre-existing scope of grade 1-5 to
cover grades 1-8. Government objective is to achieve 100 percent schooling rates for grades
1-12 by 2005.

5.10 A massive program of classroom construction initiated in 1997 has attempted to keep
pace with the addition of almost 1 million to the students enrolled in grades 1-8. As a result,
the proportion of children enrolled relative to the population of age 7-14 has been
dramatically increased over the past two years, from gross enrollment of 83.4 percent in
1996/97 to 94.8 percent in 1999/2000. Enrolment rates by gender have risen correspondingly
with enrolment of boys at 99.5 percent and girls at 89.8 percent indicating a significant
narrowing of gender differential in grades 1-8 by 1999/2000.
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5.11 The success of the Basic Education program in increasing enrolment has created its
own set of challenges which need to be addressed over the next few years, commencing with
the next budget. Among these is the concern that the disconnect between investment and
recurrent budgeting which is exacerbated by fragmentation of funding sources, could lead to
a mismatch between the number of classrooms and the number and spatial allocation of
teaching staff and textbook, educational material and other requirements for an effective
educational program. There are also issues of efficiency within education programs and the
need to improve the efficiency of class sizes and to address relatively low pupil teacher ratios
in secondary education. Finally, there is also the need for a more integrated perspective that
takes account of the interdependence of the various levels of education.

IV. PUBLIC EXPENDITURE ON EDUCATION

5.12 The fragmentation in sources of finance is a feature that the education sector shares
with the health sector and most other sub-sectors in Turkey. Box 5.1 provides an indication
of the various sources for financing school level education which is under the purview of
MONE. These include general budget appropriations given to MONE as well as various
other central government agencies, various budgetary funds (Law 4306 for Basic Education,
Law 4318, Law 3308) as well as non-budgetary funds (Social Aid and Solidarity Fund),
revolving funds, aid from the community, and associations and foundations. The lack of a
readily available consolidated presentation on public expenditure on education is a handicap
to effective management of the sector. To undertake relevant analysis, government and Bank
staff working on the PEIR prepared a consolidated accounting of the sources and uses of
public resources in the education sector using the same methodology as used in the health
sector discussed in chapter 4.

5.13 In 1999, the MONE financing of Basic and Secondary education was derived from
general budget appropriations (80 percent in 1999), revolving funds (1 percent), earmarked
funds under Law 3418 (1.5 percent), public and local governments (3.5 percent) and finally,
and most significantly, the earmarked funds under Law 4306 (about 12.7 percent).

5.14 Financing of higher education (universities, vocational institutes etc.) is based on
general budget appropriations (87 percent), own resources (tuition and charges, about 8
percent) and revolving funds (about 5 percent). In terms of the proportion of funds involved,
therefore, the role of revolving funds is less prominent in this sector relative to the
significance of such funds in the health sector where they account for as much as 20 percent
of health expenditure. Although the monetary amounts are less significant than in the health
sector, the number of revolving funds in education is very large with about 1065 revolving
funds operating under the MONE and about 183 under the universities.
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Box 5.1- Sources of Pubc Financng PfSchool EducatiUo -

General Budget. This is comprised of direct allocaions to tre MONE budg. Es om this source
are audited by the Court of Accounts and follow public accing rules.

Special Law for Primary? Education (Law 4-306)f ntroduced in 1997, this law earmark revenues from a
special excise tax on alcohol, soft drinks, cii ates a other itiems idue to
school construction in Basic educatione as -well asrelated cuwnt enses such as the busiig propm. :.

Funds from Law 3418. This Law established eamarked reve nues frorti taxes n luxtemsr to fud
expenditures oh health,> educatton and sports. .This permanent fundig mechnism historically allocated.40
percent of its revenues to the Ministry of Health and 60 percent-to the: former Ministry of Education amd Sports.
Currently, about 50 percent are assiped to the MONE and. 10 peret to the General Directorate of Youtharid
Sports. These funds are mainly spent on building construction, renovation, and machinery and equipment, but
in contrast to those funds from Law 4306, can be used for any education level :

Apprenticeship and Vocational Education Fund w 3 T08J h is Fund was established in the Law of
Vocational Education to specifically benefit the Directorate of Appreniceship and Voatia Educa1io, -The
Fund is based on revenues from employers (1 perceht of their Income Tax), ̀ ad from*the Tjrkshi Labor Union
of Handicrafts and other Commerce Chanibers: 2L percentbof eir Annl Training Budt). The major
expenditure items associated with this Fund are machine aid eqpmet, wrsWopan id splemeniary
salaries, and other incentive premiums. The Fund is collected byLthe str of Finance but MOP only
transfers about 20 percent to ille Mnistf ucatio, speng te reinig 80 percent of the Fund in
General Budget items.,

Local Governments. The Law 222 that regulates loca governments establishes h Provices must spend at
least 20 percent of their budget in Educatioa. These local alminsttions&aor entitled to make direct contractig
for projects (school construction)' inring the State Plaing Ofice (SpO i e case of Pr schools or
requesting SPO approval in the case of $econdaryschools.

Revolving Funds: In 1998 there were 1065 revolving: ds rated to th MONE and- 183 associated 
universities, compared to almost 060 related to the MOR The MONE-related revoIving fuinds gened about
US$ 20 million in net profits, compared to US$ S0' million from those related to the MO1K and a total of l}S$
150 million in the public sector. Revolving funds are -moe inportt i the n f Universities.

Associations and Foundations. Other funds include Schools' Supto 4iations, Foundtions and
Parent-Teacher Associations Duties. These priyate findiSg mechanisms are common in BaSic Primary
Schools and Secondary education,: which lcolect monietary and in-kind contributions. These
usually allocated to cover the reduced&budgiet-for non-personnel ent expen,dites (suck as materals). ln
other cases, private foundations have transferred eitheir resoUrces or services to the MONE. For examIple the
Turkish Education Foundation (TEV,, Tirk E3,ititm Vqkfi) built:schools and transferred them to MONE.
Additionally, TEV has supported students through scholarhips, ped training for teachers, and carried other
activities mainly targeting Basic Education. -

"5 The Department of Investment and Construction in the MONE is responsible for the use of these funds.
86 These items include automotive imports, cigars, alcohol, soft drinks and gasoline.
87 If firms also train their workers they are entitled to have a refund equivalent to 50 percent of their training expenses.
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Table 5.3: Public Expenditure On Education
Billions of TL

1996 1997 1998 1999 2000
MinistryofEducation 313,798 733,686 1,556,964 2,577,398 3,611,756
Universities 117,183 258,637 466,569 785,409 967,376
Other Institutions 34,067 93,858 161,623 245,914 438,711
Total Education 465,049 1,086,181 2,185,156 3,608,721 5,017,843

Total consolidated budget 3.961,308 8,050,252 15,614,441 28,017,791 46,713,3341
GNP 14,978,067 29,393,262 53,518,332 78,283,000 125,970,000

Expenditure as share of Consolidated Budget
Ministry of Education 7.92% 9.11% 9.97% 9.20% 7.73%
Universities 2.96% 3.21% 2.99% 2.80% 2.07%
Other Institutions 0.86% 1.17% 1.04% 0.88% 0.94%
Total Education 11.74% 13.49% 13.99% 12.88% 10.74%

Expenditure as Share of GNP
Ministry of Education 2.10% 2.50% 2.91% 3.29% 2.88%
Universities 0.78% 0.88% 0.87% 1.00% 0.77%
Other Institutions 0.23% 0.32% 0.30% 0.31% 0.35%
Total Education 3.10% 3.70% 4.08% 4.61% 3.98%
Source: Staff calculations based on MOF statistics. These figures include the contributions from the
community and parent-teacher associations.

5.15 Consolidated public expenditure on all levels of education was 11.74 percent of the
consolidated budget, equivalent to 3.10 percent of GNP in 1996. Over 1997-2000 the share
of GNP allocated to education has gradually increased to about 4 percent of GNP, mainly on
account of larger allocations to MONE under the Basic Education program. An economic
downturn in 1999 explains the sharp spike in educational expenditure in that year to 4.61
percent of GNP but this is clearly an anomaly due to the low growth of nominal GNP in that
year.

5.16 Taken together, about 72 percent of the allocation of public expenditure on education
is directed to MONE programs, about 20 percent to higher education programs and the
residual to other institutions.

5.17 Within the MONE budget, the earmarked funding under Law 4306 has increased total
expenditure on Basic Education programs from 53 percent in 1996 to about 62 percent of
MONE allocations from all sources in 2000. Although student enrolment at that level
constitutes 77 percent of the total the share of resources allocated is not commensurate.
Secondary education programs receive about 24 percent of the MONE allocation, a
disproportionate share relative to their share of the student enrolment (7 percent) and
signaling a possible problem about efficiency of resource use at that level. Central
administration and extended education and other programs consume the remaining 14
percent of educational resources of MONE.
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Table 5.4 MONE Expenditures by Program
(trillions of TL)

1996 1997 1998 1999 2000(p)
Total 320.4 707.2 1,604.7 2,340.7 3,415.6

Composition %
Central Administration 10.2 10.3 8.2 9.7 10.3
Basic Education a 52.6 52.0 42.8 45.4 47.3
Secondary Education b 28.3 27.2 21.6 22.7 23.6
Non-formal Education 3.6 2.9 2.1 2.3 2.4
Higher Education c 1.4 1.1 0.8 0.7 0.8
Law 4306d 0.0 2.5 21.2 15.5 13.6
Law 3418 0.9 0.8 0.7 0.7 0.5
Other Programs e 3.0 3.4 2.7 3.0 1.5
Total 100.0 100.0 100.0 100.0 100.0
Source: MONE (2000). Total MONE expenditures differ from
that in Table 5.3 since this Table does not include funding from
Revolving Funds and Aid from Community. Notes: *: Includes
Cross-program support (Destek Hizmet). a: Includes Preschool
education. b: General and Vocational-Technical High Schools. c:
Expenditures on Higher Education made by the MONE,
additional to that by Universities. d: Mainly school construction
by the Basic Education program. e: Other Private Works, Sports
and Athletics and Transfers not allocated by Program. P:
Projected.

5.18 MONE expenditures on Personnel, Other Current Expenditures, Investments and
Transfers (including those expenditures funded by extra-budgetary sources) are clearly
driven by the increased investment expenditures in Basic education. In 1997, the first year of
the Basic Education Law, Investment expenditures doubled their share in the MONE budget.
Other Current Expenditures have been increasing as well, explained by the associated
increase in equipment, materials and the cost of services (water, electricity and heating).
Personnel expenditures have not grown commensurately until recently perhaps reflecting lags
in teacher recruitment relative to the growth in enrolment.

5.19 While the investment budget is largely financed through earmarked resources under
Law 4306, personnel allocations are based on pooled government revenues and have to
compete for appropriations with other claims on resources. In this sense, the MOF can
impose certain restrictions on Personnel allocations, even if investments are properly funded.
Unless there is effective personnel and budget planning in MONE and coordination with
MOF and SPO, there is a risk of the Basic Education program developing an imbalance
between its investment and its personnel expenditure to the detriment of its objectives in
improving quality and coverage of education in grades 1 through 8.

V. EQUITY AND EFFICIENCY ISSUES IN PUBLIC SPENDING ON
EDUCATION

Household Expenditures

5.20 While the public sector plays the major role in education, educational outcomes are
also influenced by private expenditure based on private cost benefit analysis. Household
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expenditures on education are reflected in expenditures on school related materials (books
and supplies), school fees (in case of private schools) or duties to school parent's associations
(even in public schools). Besides these expenditures, a major item in educational
expenditures is that related to non-formal education and that of the cram schools (dershanes).

Table 5.5: Household Expenditures on Education (Monthly average - million TL of 1994)
Household Quintiles by Income Total

Poorest 2 3 4 Richest
Total Expenditure 38,874 125,934 165,984 317,792 1,120,459 1,769,043

1
Incidence (%) 2 3 4 5 Quasi-Gini
Total Expenditure % 2.2 7.1 9.4 18.0 63.3 0.532
Pre-school & Basic 0.8 1.5 22.4 13.1 62.2 0.537
Secondary 0.0 0.1 0.5 1.0 98.4 0.791
Higher Education 0.2 16.5 9.9 22.0 51.4 0.431
Other Education 1.2 6.2 8.7 21.8 62.1 0.549
Educational Materials 7.5 13.5 18.4 25.8 34.9 0.269

Source: SIS (1995). Note: Expenditures by Education levels (Pre-school & Basic, Secondary,
Higher Education, Other Education) do not include educational material, only tuition, fees and
other expenses such as contributions to parents associations. Educational materials are separately
reported in the last row.

5.21 Information from the 1994 Household Survey reveals significant differences in
private education expenditures by income quintiles in Table 5.5. The richest quintile
accounts for 63 percent of total household expenditures on education and as much as 98
percent of expenditures on secondary education (not including materials). This concentration
reflects the lower representation of lower quintiles in secondary enrolment, their limited
capacity to contribute in schools, and the increased representation of private schools in this
level (see Table 5.2). The inequality in Other Education captures the expenditure on
dershanes and other items which can only be afforded by the richest quintiles of households.

Incidence of Public Expenditure on Education

5.22 Govenmment intervention in education is justified in part to offset the significant
inequality of educational opportunity represented by unequal private investments in
education discussed above. In order to assess the incidence of public expenditures across
income quintiles, enrollment rates by income quintiles were estimated using the 1994
Household Survey.

Table 5.6: Net Enrollment Rates by Income Level, Turkey, 1994
Household Quintiles by Income

I=Poorest 2 3 4 5=Richest Total
Ages 12-14 % 48.1 64.0 65.7 70.2 74.6 65.1
Ages 15-17 % 20.4 28.0 31.4 34.3 38.8 31.6

Source: 1994 Household Survey (SIS, 2000). Net enrollment is the percent of children of a
specific age group that is attending school. Estimates are based on information from education
module (Education Level) and labor module ("Not working because studying"). The latter is
available only for those aged 12 or more.
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5.23 Table 5.6 reports the fraction of children in two age groups that were attending school
in 1994. In the age group 12 to 14, only 48 percent of children in the poorest quintile
attended school, compared to 75 percent in the richest quintile. The overall enrollment for
this cohort of children was 65 percent, consistent with the MONE enrollment rates for
Middle School of 67 percent. Enrollment among children of age 15 to 17 was lower in all
quintiles relative to the preceding age cohort, but enrollment among the better off households
at 39 percent was double that of the poorest, only 20 percent of whom attended school.

5.24 Using the enrollment figures for Basic and Secondary education and assuming a fixed
cost-per-student, the estimated allocation of public expenditures across household quintiles
for each available education level are shown in Table 5.7. This Table also includes estimates
for quasi-Gini coefficients, indicators of inequality.88 These indicate that public intervention
in grades 1-5 was almost neutral with a quasi-Gini of -0.012, in contrast to more progressive
patterns found in other countries. Countries with larger income inequality, like Brazil and
Colombia, have more progressive interventions in Primary education (Gini coefficients of -
0.19 and -0.25, respectively). Whereas the incidence of public expenditure on Basic
Education levels was relatively uniform for the top four quintiles, it benefited the lowest
quintile less largely because of the lower enrolment rates of this quintile in grades 6-8. This
generates a relatively uniform distribution of public expenditures in Basic Education (quasi
Gini of 0.03), but children in the poorest households are least benefited.

5.25 At the Secondary education level the incidence impact of public spending was
significantly more regressive. Children in the poorest quintile receive less than 9 percent
while those in the richest households capture almost 28 percent. This more regressive
intervention was due to lower secondary school enrollment among the poor as shown in
Table 5.6.

5.26 Overall, the assessment of the incidence of public expenditure on education based on
the status in 1994 is that public policy had not adequately addressed the explicit goal of
equity (see Table 5.7). Far from compensating for ineqcuality in private expenditure, public
expenditure had accentuated it in secondary education. 9 This failure of public expenditure
benefits to reach the poorer households, however, is a feature shared with other public
programs. For example, only 4 percent of State Pensions are received by the poorest quintile,
compared to 47 percent received by the richest (World Bank, 2000).

88 The quasi-Gini coefficient, also called concentration index, is intended to capture the link between distributions of
different economic variables, such as per capita income (PCE) and school enrolment. Is defined as C

= - (1 + N) + (i.Xi ), where N is the number of groups defined (quintiles), i is the group index and, xi the mean of

the variable to be analyzed corresponding to the i'h group (e.g. enrollment share for the ith decile). A fully egalitarian
intervention has a concentration index equal to zero. The more progressive (regressive) the intervention the closer the
index to -I (+1). The concentration index is also regarded as a summary statistic of a generalized Lorenz curve
(Kakwani, 1977).
89 Notice that the incidence figures presented do not include Higher Education, where more regressive patterns are
expected.
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Table 5.7: Incidence of Public Expenditures in Education
Percent of total expenditure. Turkey, 1994

Household Quintiles by Income
1=Poorest 2 3 4 5=Richest Quasi-Gini

1. Basic Education 15.8 21.1 22.2 20.6 20.3 0.033
Grades 1-5 17.9 22.5 22.3 19.3 18.0 -0.012
Grades 6-8 12.2 20.7 21.9 22.9 22.3 0.090

2. Secondary Education 8.7 16.2 22.3 25.4 27.5 0.187

3. Total Public Expenditures 13.5 19.5 22.2 22.2 22.7 0.085
Source: Table 5.5 and SIS. Note: Incidence was estimated combining student enrollment and expenditure
per pupil. Student enrollment by education level includes all enrolled students including repeaters and late
entrants. Enrollment infonnation by education level was obtained from the 1994 Household Expenditures
Survey. Estimates for Secondary education were controlled using both Education and Labor modules (see
Table 5.6). Primary enrollment was based on responses "Literate without Diploma" and "Primary
Diploma."

5.27 Since 1997, the rates of enrolment in the age group 12-14 have been sharply
increased as a result of the compulsory Basic education program. The impact of significantly
higher enrolments among the poorer quintiles as well as the targeting of expenditure to
poorer regions would have improved the incidence of public expenditure at the basic
education level. An assessment of the trend in incidence at the secondary school level will
however have to await a proper assessment based on more recent household surveys. Until
enrolment rates of the poorer quintiles at secondary school level are raised significantly,
expenditure at this level is likely to continue to benefit the better-off disproportionately.

Table 5.8: Combined Incidence of Public and Private Expenditures in Education

Household Quintiles by Income

1=Poorest 2 3 4 5=Richest Quasi-Gini

Public Expenditures a 13.5 19.5 22.2 22.2 22.7 0.085

Private Expenditures b 2.2 7.1 9.4 18.0 63.3 0.532

Total expenditures 10.9 16.6 19.3 21.2 32.0 0.188

Source: (a) Using 1994 household expenditures from Table 5.5 at 2000 prices. (b) Estimated incidence
from Table 5.7 and budget allocation in 2000 from Table 5.3.

Gender and Regional Differences

5.28 In 1996/97, gender differences in enrolment at age 7-11 were about 5 percentage
points and widened at age 12-14 to 17 percentage points and at secondary school levels to as
much as 20 percentage points. Gender differences are also correlated with specific regions.
Batman, Elazig, Bitlis, Van, Adiyaman, Siirt, Erzurum and Gumushane display particularly
low female enrolment rates. With the introduction of the Basic Education program,
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enrolment rates of both genders in the 7-14 age group have increased significantly (see Para.
5.11 above) and the gender gap has narrowed to about 10 points (96 percent boys, 86 percent
girls) in 1999/2000, which is still a significant disparity. The disparities in enrolment rates
by gender are larger at the secondary school level where overall enrolment rates themselves
are lower.

5.29 Analysis of the number of students per teacher and the failure rate suggest that poorer
provinces have more students per teacher and this is correlated to the failure rates by
provinces. Linking budget allocations to performance and/or poverty would suggest that
poorer provinces be given larger allocations to permit reduction of class sizes, achieve lower
student teacher ratios and thereby reduce failure rates. In the first instance, this may require
ensuring that such areas have enough local classrooms since the reluctance of parents to bus
girls to non-local schools appears to be a major impediment to their enrolment above grade 5.
A regionally targeted education expenditure policy (with particular attention to provision of
budget financed textbooks and educational materials) would be an important supplementary
policy to both address the gender differential as well as inclusion of the poor as part of
overall enrolment expansion.

Effectiveness of Educational Expenditure

5.30 The effectiveness of education interventions can be partially assessed by relating
expenditure on education to the failure or repetition rates (SIS, 1995, 1996, 1997). In the
1994/95 academic year, the
fraction of students that failed - Figure 5.1: Pupil-teacher ratio and failure rates

represented 6.1 percent of the Turkey, 1994/95

enrollees nationwide, being 16%

slightly higher among males (6.5 to 14%

5.5 percent) than females. 12% .,

10% 0~

5.31 There is a strong positive + 8°/ 4

association between failure rates __._v_____.________________________
and the number of students per 6-....i_$__e__,_______

teacher across Turkish provinces, 2
corrected for per capita income 2% 21 31 41 51 61 71

(see figure 5.1). The average Students per teacher

number of students per teacher was
31 in 1994, and the failure rate for Basic Education about 6.1 percent. Poorer provinces such
as Sirnak, Agri, Batman, S. Urfa, Diyarbakir, Bingol and Mus, had high failure rates and a
high number of pupils per teacher. While other socio-economic factors would also have a
bearing on the failure rate, this fact suggests education policy must target poorer provinces in
order to ensure that lower pupil teacher ratios are achieved.
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Figure 52: Provincial Failure Rates (1995) and KINE EjIpendiures (19 Figure 5.3: Failure Rates 1995 and MONE luvetment

& , .~ . .-. o

5.32 Until recently, budget allocations were not responsive to this need for targeted
support to address the quality of education in poorer provinces. Figure 5.2 shows the relation
between past educational outcomes (failure rates of 1995) and subsequent budget allocations
(1996) and suggests that, on average, provinces with higher failure rates also received less
allocation per student than Provinces with lower failure rates. However, it appears that the
Basic Education program has addressed this misallocation in part and initiated efforts to
redress the imbalance in allocations to poorer provinces. In 1998, provinces with high failure
rates received higher than average investment expenditure per student (Fig.5.3).

5.33 Since there are also significant differences in quality of education and failure rates
within rovinces, especially in provinces with large and growing urban slums, a similar focus
on targeting expenditure and teaching resources in such areas would be needed and appears
to be part of MONE's priority agenda.

Efficiency Issues in Education

5.34 Turkish education policies in the last few years have emphasized classroom
construction to accommodate the expansion in enrolment in grades 1 through 8. On the
assumption that the additional capacity has been efficiently located in areas where it will in
fact contribute to absorption of the additional students, resource allocation decisions will
have to focus on ensuring that complementary resources, chiefly teaching staff, textbooks,
educational materials and utilities are also provided to ensure efficient operation of basic
educational services. Since m-uch of the expansion of the infrastructure would have occurred
in areas and regions that were not well served with facilities in the past, the need for attention
to this set of issues cannot be overstated. While the classroom construction program has
been a success, the basic education program would deliver poor outcomes if the classrooms
have students but no teachers or inadequate provision for textbooks, educational materials or
utilities.
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Box 5.2* Intra-Province Education Ieqatity: The Case of Jzmir

Th Province of Izmir illustrates the magnitude of inequaiti n allocaion of education resources within
povinces in Turkey. The number of students per teacher pupilteacher ratio) and the budget per student were
computied forIthe more than 120 Basi Primary Education schools. The average pupil teacher ratio is about 30,
prcsly thenilnmimu a din to the goals forthis education level. The niaximum is almost 60 students per
teaher inibe Kadifekale Ilkogretim School. About 41 percent of the schools have a pupilheacher ratio larger
i 3.1 ..and .51 percent. of the students atten such.schools. At the saine time, other schools like Ziya .&okalp,
Sacide Ayaz and D6kiz Eylul have only about 12:students per teacher. This intra-Provmce inequality is also
observed in budget allocations across schools. Schools like Kadifekale 11ogretim, with .a large rumber of
students per teacher, also bave one of the lowest budget allocations per student- only TL 61,000. The average

a Io isL 145,0 per student, and as iscussed before, is mainly composed. of personnel expenditures.

5.35 The initial experience of the Basic Education program has also generated some
perverse results that reduce the efficiency of education expenditure. Whereas it was often
necessary to bus students after they finished grade five because grades 6-8 were not available
in their village school, it appears that in many cases, following the BEP program, provinces
instead bussed students from the first grade onward and closed the village school. During the
1998/99 school year, 1 1,000 schools were closed as bussing was introduced. An additional
14,500 schools were closed due to the bussing program during the 1999/2000 school year,
particularly in a number of provinces in the East and Southeast -- including Diyarbakir,
Hakkari, Mardin, Van, $anhurfa, and Bartin. Clearly, such inefficiencies will have to be
addressed since, in addition to the direct costs of a larger than necessary bussing program, it
also contributes to indirect costs such as overcrowding in the receiving areas and in further
setbacks to female enrolment (as noted in Para. 5.28 above).

5.36 At the secondary education level there are also a range of efficiency issues that
require attention. Large budget allocations relative to students enrolled, low average student
teacher ratios and greater variation in the student teacher ratios across schools at the
secondary school level suggest that the efficiency of public expenditure is low. Student
teacher ratios in general secondary education are relatively low at 18.4 per teacher and even
lower for vocational -technical education (12.5). The diversity of secondary school programs
may also contribute to higher inefficiency of resource use at this level of education and the
scope to improve efficiency through rationalization of such programs should be reviewed. A
corresponding rationalization of the General Directorates responsible for different secondary
programs would also improve administrative efficiency and overall coordination in the sub-
sector. In general, it would appear that the potential to derive increased efficiency from the
more appropriate allocation and utilization of existing teaching staff is significant at the
secondary level.

5.37 Attention to efficiency issues is important in a context where the relative success of
the Basic Education program in increasing enrolment is creating pressure to expand the
classroom construction program to anticipate larger enrolments in grades 9-12. It is
important that the capacity planning for the growth in enrolment is based on realistic
assessments of likely growth, so long as enrolment in grades 9-12 is not compulsory. In this
context, the demand for education will determine the likely enrolment growth. Ignoring the
demand side and adopting a supply side estimation based on unrealistic transition rates from
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grade 8 to grade 9 will result in an excessive expansion of capacity and inefficiency in
resource use.

VI. POLICY AND BUDGETARY PRIORITIES

5.38 Overall Level and Predictability of Financing: This chapter began with the
observation that a number of indicators of educational attainment: literary rates (female
literacy rates in particular) as well as enrollment in secondary schools, were at levels that
might be expected in a country much poorer than Turkey. Since total public expenditure on
education in Turkey also appeared very low for its income level there was the presumption
that inadequate levels of public expenditure were at least partly responsible for such
anomalous outcomes relative to Turkey's income status.

5.39 As noted earlier, the overall allocation for public education has improved in the last
few years from 3.1 percent of GNP in 1996 to 4.3 percent in 1998 and a further increase to
4.61 percent of GNP in 1999. The growth in the share of education 1999 was accentuated by
the relatively low growth of nominal GNP in that year and is unlikely to be a sustainable
level in the next few years. Given the importance of stable funding for education it is
necessary to ensure continued adequate funding of the sector as a priority for government.
Consequently, it is recommended that government make a public commitment to
provide at least 4.25 percent of GNP from the consolidated budget for education
expenditure over the next 3 years.

5.40 At present, a significant part of the financing of the MONE budget is derived from the
earmarked tax under Law 4306 which allows the ministry both greater predictability of
funding as well as flexibility in the visa approvals and procurement practices. The flexibility
and predictability have contributed to a significantly more efficient process for construction
of classrooms. Law 4306 which was due to lapse in December 2000 has been extended for a
further two years. MONE has proposed extending the arrangement until 2010 to allow the
expansion of compulsory secondary education. It would be preferable, in the longer run, for
broad based public expenditure management reforms to build such predictability and
flexibility into the consolidated budget processes rather than extend such exceptional and
extra-budgetary arrangements.

5.41 Financing of School Education: With the completion of a large number of
classrooms and the expansion of enrollment in grades 1-8, attention needs to be given to
ensuring that budgets are adequate to hire and pay for necessary basic education teaching
staff and operational expenditures including textbooks, educational materials and utilities.
While Law 4306 provided earmarked revenues for the investment costs of additional
infrastructure, the general budget should be the source for financing the recurrent cost
requirements of the Basic Education Program.

5.42 Projections of secondary school enrolment growth based on the assumption that 75
percent of those graduating from 8th grade would continue in higher education suggest that
enrolment in secondary schools could increase from 1.96 million in 1999 to 2.4 million by
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2001 and further to 3.4 million by 2005.9° Thus even taking account of the factors
constraining demand for secondary education, there will be a need to increase classroom
capacity at the secondary level. In the context of limited budget resources for education, it
may be necessary for government to prioritize the construction of classrooms for secondary
education ahead of plans to reduce class size and reduction of double shifting at the basic
education level and to phase the latter objective in more gradually than originally envisaged.
The MONE has indicated that it is indeed delaying the introduction of single shifts while
prioritizing classroom expansion and reduce class size.

5.43 Streamlining Vocational Programs and Financing: The revenues earmarked for
Vocational-Technical Education (Law 3308) have been largely retained by the MOF thereby
diluting any possible advantage due to earmarking while continuing to fragment and
complicate tax and expenditure management. It would be preferable to discontinue Law
3308 and use general revenue as needed. Reforms to vocational-technical education and the
increased role of private sector in the design and delivery of VTE programs should be linked
to financing from the general budget that would support the participation of VTE
organizations from the private sector under certain quality standards. Funds from private
sources (firms and unions) would finance VTE provided by civil society organizations, not
involving the public sector in the delivery itself.

5.44 Higher Education: Contributions from the 1.4 million students are estimated to
provide only 2 percent of the total revenue of state universities in Turkey. Policy
interventions are needed to improve the incidence across socioeconomic levels, since it
absorbs a relatively large fraction of public education expenditures (about 24 percent) but the
enrollment is low and highly concentrated among the better off households. Some specific
actions can be implemented which would improve the incidence of public expenditure on
higher education. The system of tuition and fees can be used as a cost recovery mechanisms
charging a larger share of the University costs to those students that can afford it while
allocating compensating amounts for scholarships to attract students from poorer
households.91 The increased revenues from tuition should be taken into account when making
the Annexed Budget allocations.

5.45 Non-formal Education: The elimination of illiteracy among adults, especially in
poorer areas and among females, remains an important challenge. These programs currently
receive low priority in the budget. The benefits of interventions aimed at increasing literacy
are multiple: increased enrollments and improved health status of children, and increased
wage earnings and labor force participation. Moreover, illiteracy reduction should be
coupled with programs in other education levels, particularly preschool and basic education,
and in other sectors, such as maternal-infant health. The effects of reducing illiteracy among
adult females would also impact positively on the enrollment (and achievement) of younger
cohorts.

90 See background technical note: "Quantitative Note on Education Budget".
91 The current system imposes a low and flat tuition without any regard to ability to pay or socioeconomic status.
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VII. CONCLUSIONS

5.46 The Basic Education program initiative has achieved significant improvements in
enrolment over a short span of time as a result of a clearly articulated policy that focuses on
key intermediate educational outputs such as enrolment. While the clarity of policy is a
necessary condition for improving education sector outcomes, it is not sufficient. The
additional conditions that have enabled improved performance in the sector over the past
three years are the provision of adequate and predictable levels of funding and the flexibility
provided to the use of investment resources under Law 4306. It is clear that these
achievements were made possible by: (a) innovative changes to budget and procurement
rules that provided greater discretionary authority to MONE and (b) a more predictable
resource environment that allowed improved budget planning and management. These
principles and this experience provides important guidance for broader reforms to public
expenditure management.

5.47 The success of the Basic Education program will feed through to higher enrolments at
the secondary education level. Resource allocation will have to accommodate to such
expansion by ensuring that priorities are appropriately defined and funded. To enlarge those
gains and to enhance the quality of education, a stable share of GNP equal to at least 4.25
percent of GNP should be committed to financing education over the next 3 years. The
valuable attribute of budgetary flexibility in using such resources (within an appropriate
framework of accountability) has been preserved in arrangements under the two year
extension of Law 4306 but broader PEM reforms are required to forestall demands for
indefinite continuation of such an arrangement.

5.48 Beyond the provision of adequate budget finance, attention should focus on the scope
for efficiency improvements at all levels of education and the potential for greater cost
recovery at the higher education level, both to reduce the demands on the budget as well as to
improve the incidence effects of public expenditure on higher education. A major challenge
to be confronted is the need to reduce the large gender and regional disparities that still
remain both at the basic education and the secondary education levels. Developing a
program of public expenditures that addresses the need for local classrooms at higher grade
levels in areas where female enrolments are low and which further provides free textbooks
and educational materials for high poverty areas will do much to improve enrolment and the
incidence of public expenditure on education.
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6. THE INSTITUTIONAL BASIS FOR POLICIES, PLANS
AND BUDGETS

"Now my policy is to obey the ministry. After I have learned what is
needed, I shall change my policy and make the ministry obey me." 92

I. INTRODUCTION

6.1 Effective governments make strategic policy decisions informed by resource
constraints, develop medium term plans to implement the decisions and effectively
budget in support of those strategic policies. In such cases, the institutional arrangements
that define the locus of decision making regarding policies, plans and budgets are well
defined and a systematic and timely process of generating information to guide those
decisions is established. Countries where institutional arrangements fragment
information and responsibility display dysfunctional processes which can hamper the
effectiveness of government and expose it to fiscal risk and economic turmoil. Chapters
1 -5 have noted the many ways in which budget fragmentation and divided responsibility
have contributed to ineffective government in Turkey.

6.2 The government's objective of establishing credibility of its anti-inflation policy
and its broader growth targets require it to operate primary fiscal surpluses over the
medium term. This will require achievement of the structural reforms that have been
initiated in agriculture, energy and telecommunications as well as others, such as pay and
employment reform in the public service, on which attention has not yet focused.
However, it is clear to most observers that real credibility will require deeper institutional
reform of government, encompassing greater transparency and stronger accountability. A
central pillar of such an effort must include strengthening capacity of the policy and
budgetary institutions to adopt an integrated perspective to resource management, to
comprehend the medium term consequences of policy decisions, and to discipline
initiatives that would undermine the fiscal framework.

6.3 This chapter begins with a brief description of the formnal constitutional
responsibilities of the various institutions that determine or can influence government
policy and budgets (the Presidency, the Legislature and the Prime Minister and Council
of Ministers). In keeping with the approach of this review, the chapter evaluates the
current processes in terms of their ability to enforce fiscal discipline, to allocate resources
to strategic policy priorities and to achieve operational efficiency in government
operations. The chapter concludes with some recommendations on a pragmatic approach

92 Sultan Abdul Hamid, in answer to a question regarding his policy upon his accession. The Ottomans, Andrew
Wheatcroft, Viking.
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to incorporating aspects of a medium term expenditure framework into its institutional
arrangements for decisions on policies and budgets.

II. THE APPARATUS OF GOVERNMENT DECISIONS

The Presidency

6.4 The Turkish State is headed by the President who is selected by the Turkish
Grand Assembly (the Parliament) and serves for one 7 year tenr. The responsibilities of
the President are to oversee the working of the constitution and to exercise the legislative
and executive powers provided to that office under the constitution. The President shares
power with the Council of Ministers headed by the Prime Minister who is also the head
of government. The Prime Minister is selected by the President. The Council of
Ministers is then nominated by the Prime Minister and appointed by the President. Laws
proposed by the Cabinet and ratified by Parliament have to be enacted by the President
within 15 days. While the President has the power to return most laws to Parliament for
reconsideration, this power does not extend to budgetary laws.

The Legislature

6.5 A competitive multi-party system has been in effect in Turkey since 1946
although there have been some periods when military intervention (notably in 1980) has
interrupted the continuity of civilian elected government. The 1982 Constitution
modified the tenn of office after election to 5 years from 4 to "avoid frequent election
fever" in the country but this has not been successful in increasing the tenure of
governments. In the last election held in April 1999, 21 political parties participated and
87 percent of the electorate cast their votes. Five political parties are represented in the
550 seat Assembly. Results of the last election are DSP (136), MHP (129), FP (111),
ANAP (86) and DYP (85) with the remaining 3 seats held by independents.

The Executive

6.6 Coalition governments have ruled for much of the past twenty years in Turkey.
The period from 1980 featured military intervention and the banning of many political
parties and their leaders from political life. In 1983 there was a "controlled" return to
civilian government with restrictions still in place on the banned politicians. By 1987 the
ban was lifted and electoral politics have resumed. The past decade has been particularly
unstable with eleven short lived coalitions, including seven in the past five years alone.

6.7 The current govermment is the 57th in modem Turkey's 78 year political history
and consists of a three party coalition of the Democratic Left Party (DSP), the Nationalist
Movement Party (MHP) and the Motherland Party (ANAP).93 The Council of Ministers
consists of 36 members, including the Prime Minister and three Deputy Prime Ministers,
17 ministers with ministerial portfolios and 15 ministers of state. Representation from
the 3 political partners of the coalition is approximately equal.

93 Turkey has had 10 President's over this period while it has had 55 changes of Prime Minister.
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6.8 The constitution requires that within one week of the formation of the Council of
Ministers, the Prime Minister or a minister must present a statement on the government
program to Parliament and obtain a vote of confidence. The Prime Minister and the
Council of Ministers are collectively responsible to Parliament to "formulate and
implement the internal and foreign policies of the nation. ... Even as the Council of
Ministers bear collective responsibility for the implementation of the general policies of
the government, they are also individually responsible for action within the domain of
their jurisdiction and for the acts and actions of their subordinates."9 4

Senior Bureaucracy

6.9 The senior-most bureaucrat reporting to a minister has the rank of undersecretary
for that ministry and is typically appointed through a political process. Under the
circumstances where coalition governments are assigned particular ministerial portfolios,
there have been instances (notably in 1992 and 1999) when changes in the top
management of a ministry reaching down three levels into the bureaucracy (including the
undersecretary, deputy undersecretary and general directors) have followed the ministry's
assignment to a particular coalition member. This practice diminishes capacity and
institutional memory in ministries and poses the risk of undermining technocratic
independence and expertise over the longer tern. 95

6.10 Another phenomenon is the graduation of some senior government officials to
political careers. While there is the risk that this may subject top level technical decisions
to undue political influence, it could also be seen to potentially have the positive effect of
introducing technical competence and an understanding of government processes to the
cabinet and Parliament.

94 See section titled "Politics and Policy" at www.Turkey.org
95 Meritocracy in the civil service is undermined by excessive political influence on appointments in countries
where institutional checks and balances are inadequate. Whereas in many East Asian countries political
appointments only affect the civil service level immediately below the minister, in the Philippines it went down
an additional five levels. Together with poor pay, the effects on morale and capability were correspondingly
worse in the Philippines. See 1997 WDR.
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III. POLICY FORMULATION

6.11 In the context of the high turnover of governments and ministers, two alternative
outcomes could be anticipated regarding policy formulation. The first is policy
volatility, if each new government formulates its policies anew and casts out the old.
The Constitution indicates that the resignation or the fall of the Council of Ministers or
the end of the legislative term does not cancel the authority given by the issue of decrees,
presumably ensuring that there is some policy continuity in spite of the high rate of
political turnover. The other outcome could be policy inertia and ad hoc-ism. The low
life expectancy of ministerial terms may reduce incentives to invest in and persist with
systematic attempts to formulate policy and an increased tendency to employ ad hoc
mechanisms to achieve short-termn objectives. In the latter case there would be an
observable general breakdown of disciplined approaches to government. To evaluate
some of these issues, the following sections describe and analyze recent policy processes,
distinguishing between policies that relate to macroeconomic management and those that
relate to sector policies.

6.12 Macroeconomic Policy: Turkey's experience with high inflation, large domestic
debt levels and high real interest rates could be seen as de facto evidence of poor quality
macroeconomic policies. As indicated in chapter 2, fiscal discipline has been weak. The
high turnover of governments undoubtedly contributed to the lack of success in
undertaking a sustained fiscal adjustment over the 1990s. Political instability, pressures
to accommodate populist policies and the resultant tensions between key agencies such as
the Central Bank of Turkey and the Treasury resulted in uncoordinated fiscal and
monetary policies in the period 1990-94 culminating in a currency crisis in 1994 .96 It is
indicative of the internal debates and conflicts during this period that two governors of
the CBT resigned in protest against the political pressure to allow monetary financing of
a growing fiscal deficit.

6.13 It has been argued that one effect of the 1994 crisis was improved cooperation
among the key macroeconomic agencies, the Treasury, Central Bank, MOF and SPO to
ensure that disastrous economic initiatives could be collectively resisted. While this
effort, together with attempts by Treasury and the CBT to be more open to dialogue with
the private sector, helped stave off crises, it did not address the problems due to pervasive
non-transparency of fiscal policy and only permitted inflation to be stabilized at a high
"inertial" level. Difficult issues of fiscal adjustment, growing quasi-fiscal deficits,
structural reform and public expenditure reforms were not addressed. The experience of
November 2000 and February 2001 can be directly related to the unsustainable
macroeconomic policies and reluctant implementation of key structural reforms.

6.14 The stated priority for the current government is to decisively reduce inflation and
to enhance its domestic and international credibility with respect to macroeconomic
policy through the sustained adherence to aggregate fiscal discipline. While there is also
a stated comnmitment to enhancing fiscal transparency and to consolidate public spending

96 See E. Murat Ucer, " Monetary Policy Practice in Turkey: From the 1994 Crisis to the Present." October 1999,
mimeo, Credit Suisse First Boston, Emerging Markets Economic Research.
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wivithin the budget as far as practicable, much remains to be done to achieve progress on
this front.

Box 6. 1: OnPubli e andTra re,cy
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6.15 Sector Policies: While fiscal discipline has been weak, it is in the formulation of
sector policies that the greater weakness is manifest. It is clear that under conditions of
political instability, governments (as represented by their Council of Ministers and the
High Planning Council) have neglected the need to establish strategic policy and allocate
public resources within a given budget envelope. In place of well considered policy
formulation, policy inertia prevails supplemented by the practice of ad hoc decisions
focused on short term concerns. Chart 6.1: Steps to Policy Formulation

6.16 Chart 6.1 describes the formal institutional Legislation on Policy and
schematic by which policies and budgets are supposed Budget Law
to be reviewed before becoming legislation or budget
laws in Turkey.97 It suggests that sector policy
initiatives originate from relevant line agencies under
the sponsorship of the minister for the sector and is President
subject to technical commentary from the central
agencies (SPO, MOF, Treasury, SPP and, if
appropriate, the Central Bank).

Turkish G rand National
6.17 The critical first stage mechanism of decision Assembly
making on policy revolves around the role of the High t t
Planning Council (HPC). Under article 4 of Decree
540, the Prime Minister has the authority to determine Budget & SEE
which ministers are members of the HPC. The Prime Committee
Minister may also selectively indicate other ministers
whose attendance is deemed to be appropriate to
specific deliberations. The current HPC includes the Prime Minister & Council of
Prime Minister, the three Deputy Prime Ministers, the Ministers
Minister for Finance, the State Minister for the ._I
Treasury, the State Minister for the State Planning
Organization, the State Minister for the State High Planning Council
Personnel Presidency and the Undersecretary of the SPO
State Planning Organization who serves as the
secretary to the HPC. In effect, the HPC functions as Secretariat
the economic subcommittee of the full cabinet and in to HPC
principle would be the forum in which policy
decisions would be discussed and critical decisions
regarding priorities would be endorsed.

Central Bank State Personnel

6.18 The HPC functions as a subcommittee of Presidencv (SPP)

Cabinet presumably to provide a more manageable
forum (compared to the 36 members of the full
cabinet) within which the perspectives of coalition
partners can be discussed and consensus on priorities Policy Initiative of Minister for Line
established. The decisions of the HPC are subject to Agency

97 For the sake of brevity and focus, references to policy in this context refer to sector policies and the only
references to a macro-aspect would be limited to the definition of an aggregate fiscal constraint.
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ratification by the whole Cabinet before a policy or legislation is presented to Parliament.
Within Parliament, draft legislation such as the draft Budget law is reviewed by the
Budget and Plan Committee and subsequently is subject to less detailed discussion in the
plenary session of Parliament. After Parliamentary approval, the legislation is sent to the
President for approval and for translation into law.

6.19 While chart 6.1 displays the formal sequence by which legislation is reviewed by
policy makers it says little about the effectiveness of the process by which policy
proposals are vetted and how policy choices and opportunity costs are framed and placed
on the agenda of the HPC. A 1965 report on central government organization noted
problems in decision making by Cabinet and observed that:

" The field of activities of the Cabinet ought to be confined to problems of policy in connection with
top level administration, and in cases where the Prime Minister sees fit, to promotion of coordination
among the ministries. ... The present usage that requires Cabinet to make decisions on cases which
are beyond this framework and which involve details, can be corrected by means of an amendment
to Law 4951 on the Organization of Ministries, in such a way as to permit the adjustment of Cabinet
functions according to needs and changing circumstances. The setting up of a Cabinet Secretariat
and the separation of secretarial work from internal services of an administrative nature, performed
by the Prime Ministry, would provide a better arrangement for and secure a higher efficiency in the
work of the Cabinet.

It is certain that when Ministers and Deputy Prime Ministers get rid of their administrative
functions and really assist the Prime Minister in maintaining their relations between the
government and Parliament, promoting coordination by serving as chairmen of committees of
the Cabinet, or, by other means facilitating the work of the Prime Minister in areas of special
importance, and allowing the whole of government to benefit from their experience and
knowledge, this will make the work of the Cabinet more fruitful and ease the heavy burden of
the Prime Minister." 98

6.20 It is not apparent that the original problems noted in 1965 were ever addressed.
The continued absence of a Cabinet Secretariat suggests that it was not. The assessment
of government officials is that high political and economic instability, tensions within
coalition governments and frequent ministerial reshuffles (an average tenure of only 1.2
years for Ministers of Health) over the past two decade have further undermined
meaningful policy formulation by government. Even in the rare case where the policy
proposal has been effectively articulated, as in Health, Cabinet consideration and
commitment have been derailed by other short term priorities (see Box 6.2). With
ministerial time horizons shrinking and familiarity with their portfolio limited by their
tenures, there have been few strong champions of policy. Under such circumstances
vested interests have been able to block change with ease. Most significantly, the
institutional mechanisms to formulate and consider government priorities and policy
initiatives have continued to weaken. In its place, numerous ad hoc mechanisms and
informal arrangements have developed that pose risks to fiscal discipline as well as
effective public sector performance.

6.21 The review suggests that there is no well established process for ministries to
initiate policies and neither is there a functioning strategic process for effective Cabinet
review. The lack of such a disciplined process creates the potential for unplanned

98 "Organization and Functions of the Central Govemment of Turkey", Ankara, 1965 .p.361.
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initiatives that expand the fiscal commitment and undermine the macroeconomic
framework.

6.22 Ministries launch few policy initiatives. On the occasion when an initiative is
launched it may not receive the necessary Cabinet commitment that is essential for
successful implementation. The draft National Health Policy remains largely ignored.
On the other hand, the Basic Education Program was implemented promptly. Both the
health and education policy proposals were approved in the 7th plan - one was acted on
and the other was ignored. Was this a deliberate decision by the Cabinet reflecting
priority? In fact, the high priority given to the BEP appears to have little to do with the
Cabinet itself The push for implementation appears to have originated with the National
Security Council (NSC) which may have been motivated more by concerns over security
and maintaining a secular ideology than by the economic and EU accession arguments
for the expansion of education offered in the plan. Without the NSC impetus, the Basic
Education program may have met the same fate as the Health policy.

Box 6. 2: Case Study of the National Health Policy, 1993

Tlw genesis, development and the ultimate outcome of the Nationil Health Polity provideisavivid
-iluismtration obfh way policy formulation and (ak of implem-entation -worked inaths instance. While
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group of stakeholders BThe Minister of Health at dtiat time (l992-93) provided the necessary polit.4

otivbtba and support for ithe policy.
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and consequl it was also never preted to Paiamt Despitet.he refeo to of h e
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IV. PLANNING

6.23 The State Planning Organization prepares the Five Year Development Plans
(FYDP) and has just concluded the preparation of the Eighth FYDP (2001-05). What
role do Plans serve in Turkey in a context where policy formulation is a major weakness
in the government?9 9

6.24 The FYDP serves to outline a range of issues and reforms across sectors and
thereby provides an agenda for national public policy. Because the planning process

99 The analysis in this chapter refers largely to the 7th FYDP (1996-2000) rather than the recent 8'h FYDP since it
provides a better basis to evaluate the impact of the plan on actions and outcomes over the recent past.
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draws on a wide range of views and valuable expertise both from within and outside
government through its use of special ad hoc committees, the plan itself is likely to be
perceived to reflect a broad consensus rather than a partisan program. Secondly, the plan
provides the government with a necessary medium-term vision of public policy that is
essential to offset the excessive crisis-driven focus that would tend to dominate policy
making in the high inflation conditions that have prevailed. These are valuable attributes
in a situation of high political instability, high inflation and weak policy making
arrangements

6.25 Box 6.3 provides a synopsis of some elements of the Seventh Plan to illustrate its
"policy-like" content. While there is a substantive policy content to the plan document, it
is apparent that both the document and the process by which it is considered by Cabinet
are not adequate to enable strategic decisions on policy choices within an effective
framework of resource constraints. The most glaring weakness of the plan is the fact that
there is no attempt to estimate the costs of the various individual policy initiatives. As
such there is no basis to anticipate if the sum total cost of the policy programs proposed
in the plan are affordable. Neither is there any attempt to gauge the ability of the
legislative calendar to accommodate the full policy agenda, even one spread over five
years. Second, there is also no indication of a ranking of priorities within the policy
program and the sequence of policy reforms. Although the document does contain
statements such as "education shall be the sector having top priority in this plan period"
there is no real resource allocation content to such a statement. Thirdly, and partly as a
reflection of the prior two points, it is not apparent what hard policy choices are being
presented to the High Planning Council and what the fiscal consequences of not making
the choices would be with such an omnibus version of the policy/plan agenda. Not
surprisingly, anecdotal evidence suggests that discussions at the HPC are not substantive
and do not focus on strategic choices.

6.26 As a consequence, political endorsement of policy proposals contained in the
FYDP does not have any discernible impact on the implementation of policy initiatives.
While the Seventh FYDP did repeat the thrust of the National Health Policy framework,
its impact has been negligible and almost no part of the health reform agenda has been
implemented. The general assessment even within the SPO is that much of what is
proposed in the plan does not get implemented. In the candid words of the SAHC report,
plans are "letters of intent which set forth targets that are never complied with." Over
time, this failure to implement what is planned has eroded the credibility of the plan
exercise.

6.27 In such a context, it could be argued that the plan may at a minimum serve as a
device to bind short-lived governments to a technocratic medium-term policy consensus
and thereby limit the ability of politicians to destabilize policy. But there is little
demonstrable evidence of such an effect of the plan.
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Box 6. 3: Strategic Content of the Seventh Five Year Plan, 1996-2000

Chapter Two of the seventh plan, titled "Basic Objectives and Principles" claims that the plan was based on "a
new strategic approach" providing guidance to the "democratization process as well as the development objectives of
Turkey." It proposed to guide Turkey into the 21't century by making use of globalization and by ensuring a
derocratic environment, increased productive employment, accelerated industrialization, raised educational standards,
provision of social security and basic health services and protection of the environment. The chapter indicated the need
to reduce the role of the state in production, to emphasize the state's role in education, health care and social security,
to improve public finances and rationalize the financial system and to strengthen the capacity to ensure competitive
markets. The role of the plan itself was underlined as being limited to providing a general framework to help the
decision making processes of economic agencies.

The bulk of the plan document was devoted to Chapter Three titled "Basic Structural Reform Projects" which
covers, in turn, Human Resources, Agriculture, Industrialization and Trade Integration, Finance, Regulation, Taxation,
Social Security, Public Services, Infrastructure, Privatization and State Enterprises, Environment and Regional
Balances. A short review of the Health and Education sections is provided here to identify structural reforms proposed
in these specific sectors.

Education: The sector was said to have the top priority in the plan and resources to the sector from public and
private sources were to be increased although no financial magnitudes were indicated. Free compulsory education was
to be extended to 8 years in line with the Law on Unity of Education and to come closer to the EU norm of 9 years.
The objective was to increase the schooling rate in basic education from 90 percent in 1995 to 100 percent by 2001.; A
shortfall in primary teachers was anticipated. Legal amendments were anticipated to the Law on Primary Education
and Training No. 222 and Fundamental Law of National Education No. 1739. Secondary education was to be
restructured to prevent congestion in demand for higher education while raising the schooling rate from 53 to -75
percent by 2001.

Reforms were also proposed to the MONE to decentralize responsibilities to provincial units of the Ministry
and to local administrations while retaining curriculum, macro-strategic and coordination capacities at the center.
Other initiatives proposed included reforms to encourage private investment in education, to vocational education, to
reduce bureaucracy in higher education as well as increase financial flexibility through use of Revolving Funds. None
of these various initiatives were costed and with the exception of the proposal re higher education, the implications for
financing patterns was not considered.

Healtb: The Health plan is particularly interesting because it came on the heels of the National Health Policy
prepared by the Ministry of Health in 1993 to which no explicit reference was made even though the proposals were
similar. The document began with a clear enunciation of the need to restructure the system of financing, administration
and organization and provision of services to ensure effective use of resources. It noted that problems due to
inadequate resources allocated to the health sector were compounded by lack of coordination, irrational investments
and organizational failures. It emphasized the relative neglect of preventive health services and the inability to
implement Law 224, the unselective provision of subsidized care and numerous other shortcomings of the public health
system.

In its section on objectives and policies, the plan document reiterated the intention to launch a large number of
initiatives: to separate financing and provision of health services, to reduce the role of MOH in direct in-patient care
and to enhance its role in public health, to provide free mother and child care and preventive services against
commnunicable diseases; to decentralize health services to provincial and local administrations, to increase resource
allocation to the health sector, to increase administrative and financial autonomy of hospitals; to improve cost.
accounting at hospitals, to narne the more important of these. A Basic Health law was to be enacted as were
amendments to numerous other existing laws including a Law on duties and Establishment of the Ministry of Health.
Other than the cursory reference to the need to increase resources to health, there was no attempt to estimate the costs
or savings from these various initiatives.

In summary, there was clearly some substantive policy content to the plan documents in both of the sectors
reviewed here. However, within each sector the policy proposals were unconstrained by any resource limitations and
do not contain any discussion of the sequence of reforms. Even from a legislative point of view, the number of
legislative amendments needed to be considered by Parliament would have been a major constraint to the full agenda of
reforms indicated in the Plan. In this sense, the plan appears more like a sweeping wish list of reforms not set within
any discernible strategic framework. Clearly a Cabinet or HPC that is asked to approve such an omnibus document
could not be expected to give it full consideration. Most likely, the discussion on it would be perfunctory and not
constitute a fully informed and binding commitment, an assessment confirmed by anecdotal evidence. A Cabinet
approving the plan would not be giving effect to anything that would facilitate budgeting.

6.28 Nevertheless, the human resource capacity in SPO remains a potentially valuable
tool to translate broad policy intent into strategically specific fully costed medium-term
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plans and thence to budget allocations and outcomes. This will require pragmatic
adaptation of the apparatus for policy and budget decision making linked to an
understanding of resource constraints over the medium tenn.

V. BUDGET PREPARATION, PARLIAMENTARY REVIEW AND
IMPLEMENTATION

Budget Preparation

6.29 The policies and programs indicated in the plan are in principle to be linked to
budget allocations when the plan is translated into annual programs during the
preparation of the annual budget. Is it possible that the Cabinet or HPC is given another
opportunity to make strategic choices in the preparation of annual budgets? The answer
to this is also negative. The FYDP is translated into an Annual Program statement
prepared by the SPO that reflects the macroeconomic framework and relevant aspects of
the plan priorities for the year in question. As with other documents approved by the
Cabinet, the annual program appears to be subject to pro forma Cabinet approval without
meaningful commitment to priorities. In addition, there are problems in translating the
annual program into meaningful budget allocations. The SAHC report notes that the
abortive attempt to implement the program budget system in the early 1970s implies that
the annual programs do not effectively link the FYDP and the annual budget. Budget
preparation, as discussed below, fails to provide opportunities for policy or plan priorities
to be appropriately resourced.

6.30 Weaknesses in the preparation stage of budgeting reflect a composite effect of
multiple factors including the predictable downstream effects of lack of coherent policy
frameworks within and across agencies. Further problems at this stage include the
endemic fragmentation of information and budgets, the lack of comprehensive coverage
of public expenditures, the inability to link plans to budgetary programs, a constrained
timetable for budget preparation as well as the fragmentation of budgeting
responsibilities among the MOF, SPO and the Treasury.

6.31 At present the MOF manages what may be described as a largely non-
discretionary budget which consists of personnel expenditures and other current
expenditures. The declining investment budget is managed by SPO. And the transfers
budget is substantially but not exclusively the domain of the Treasury. Over time the
MOF has seen its authority over public resources diminish as the earmarking of resources
and extra-budgetary funding arrangements have grown. The growth of quasi-fiscal
expenditures which is largely managed by the Treasury has also reduced MOF's
authority. This fragmentation and the absence of a common fiscal framework among the
central agencies undermines strategic management of public resources.

6.32 The division of the budget into current and investment budgets itself creates the
potential for well known inefficiency in budgeting and has also weakened the ability to
integrate important aspects of the plan into the budget. That potential is enhanced when
two different agencies address the two budgets separately and cash rationing by Treasury
further intrudes on budget implementation. Even within the investment budget, the
historic tendency to over-program investment projects (noted by Bank reports in 1981,
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1987) has only been partly contained by SPO and decisions on new project starts
continue to be inadequately informed by ex ante resource constraints as well as poor
estimates of project costs ( see chapter 3).

Box 6.4: Formail Budget Preparatiou Cycle

9. June PM's Call to the Budget & MOF Guidelines
8. July Agencies preparation of budget requests
7. August Agency Budget negotiations with MOF, SPO
6. September Aggregate budget ceilings defined by MOF, SPO, UT
5 Sep.-Oct. HPC meeting to endorse aggregate/sector ceilings
4. mid-October Budget & Final Accts. Sent to Parliament

Cabinet issues Decree on Annual program
3. Oct.-Nov. Budget committee debate
2. December Plenary debate & budget approval

Januay .Budget Law passed by the President
January SPO issues list of investment projects as annex to Annual program

Source: Budgeting in Turkey, D. Cansizlar, Ministry of Finance, 1994.

6.33 The Call to the Budget and the Budget guidelines which are issued by mid- to late
June have tended to be focused on technical detail and do not convey a sense of the
strategic objectives of government.100 The failure of the guidelines (prior to 2001) to
provide an indicative ceiling to guide budget preparation at this time has meant that
agency budgets have been prepared as unconstrained demands for resources.

6.34 Interest payments, other transfers and personnel costs, which together account for
over 85 percent of the budget, allow little scope for discretionary decisions in the budget.
In recent years "other current" expenditures has constituted as little as 7 percent of the
consolidated budget but since over two thirds of "other current" includes appropriations
for defense related activities which are also viewed as non-discretionary, the actual
amount is a negligible 1-2 percent of the consolidated budget.

6.35 Combined with the lack of clear policy guidance and the limited discretionary
room to maneuver, budget preparation has been to a large extent a non-strategic,
accounting exercise that served an administrative purpose of allocating budgets to
agencies on a historical basis with appropriate adjustments for inflation. With little scope
for discretionary decisions, budget preparation processes have accordingly evolved and
the decisions on line agency budgets have been decided on a top-down basis late in the
budget preparation calendar.

6.36 It is only after the HPC gives its imprimatur to the aggregate fiscal framework in
September that any substantive process of budget allocation begins and it is concluded
within a month because of the need to submit a budget to Parliament by October 17th.lo'

'00 While the 2001 Call to the Budget did identify major macroeconomic objectives (such as the anti-inflation
program), this was insufficiently specific regarding budgetary priorities. The Call to the 2002 Budget provides,
for the first time, ministerial ceilings and budgetary priorities to guide budget preparation.
'°' A number of govemment officials indicated that the actual budget preparation process is less disciplined than
described in the above calendar - that the formal process of getting HPC approval on an aggregate budget ceiling
and its sectoral distribution prior is delayed until late in the budget cycle and leaves little scope for final
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6.37 Line ministries and agencies expressed their frustration at the arbitrary manner in
which their budgets are decided with no opportunity to make the case for their budget
requests. The MOF in turn indicated that line ministries do not send senior officials to
participate in budget discussions who would be able to articulate priority needs
effectively. Both complaints attest to a dysfunctionality and low credibility of the budget
process. Unless this root problem is addressed it will contribute to non-cooperative
behavior (arrears, additional recourse to off-budget mechanisms) in subsequent stages of
budget implementation.

Parliamentary Review

6.38 A draft budget proposed by the Cabinet and submitted to Parliament (latest by
October 17th, 75 days ahead of the beginning of the new fiscal year on January Ist) would
in the first instance be reviewed by the Budget and Plan committee of Parliament which
is composed of 40 members of Parliament of whom at least 25 members belong to the
party (or the coalition of parties) in power. Article 162 of the Constitution says that "the
draft budget, which shall be adopted by the Budget Committee within fifty five days, shall
thereafter be considered by the Assembly and shall be decided on before the beginning of
the fiscal year."

6.39 The Budget and Plan Committee has fairly wide powers to amend the budget
although the presence of a majority of government members would be expected to
restrain major changes. In general it appears that changes to the proposed budget are
marginal and may involve increasing appropriations for the electoral districts of
committee members.

6.40 In contrast to the powers of the Budget and Plan Committee, there are definite
limits placed on the amendments that can be undertaken during Parliament's plenary
session:

"Members of the Turkish Grand National Assembly shall express their opinions
on ministerial, departmental and subsidiary budgets during the debates held in
Plenary Session on each budget as a whole; the various headings and motions
for amendments shall be read out and put to the vote without separate debate.
During debates in the plenary session on the draft Budget Act, members of the
Turkish Grand National Assembly shall not make proposals which entail an
increase in expenditure or a decrease in revenue."

6.41 How important is the role of the Budget and Plan committee and Parliament in
challenging government policies or modifying budget proposals? Parliament rejected
proposed government budgets in 1965 and 1970. Anecdotal evidence suggests that in
recent years budgets as such have not been scrutinized closely by the legislature and
therefore, while coalition governments have remained unstable and subject to high risk of
dismissal, the threat does not emanate from a Parliamentary rejection of policies and
budgetary programs embodied in the budget.

negotiations with line ministries. The preparation of the 2001 budget certainly fit this description with the HPC
review coming in mid-October, a mere few days before submission to Parliament.
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"Budget debates in the Budget Committee and in the General Assembly tend to
focus on popular issues such as salary adjustments and distribution of investment
appropriations." (Dedeoglu, Emil, Erdem, June 1999, mimeo)

6.42 Figure 6.1 displays the ratio of the aggregate budget approved by Parliament
relative to the government's budget proposal as well as the ratio of the realized budget
relative to the amount appropriated by Parliament. It shows that with the exception of
1996 and 1999 (when elections led to provisional budgets which were subsequently
modified by the Plan and Budget committee after elections), Parliament has generally
accepted the aggregate budget proposed by the government. By contrast, the realized
budget was significantly above the appropriated budget over 1991-1995 when the
overshoot averaged 20 percent. In recent years the size of the discrepancy has declined
and has been no more than 4 percent on average.

Figure 6. 1: Budget Variation: Role of Parliament vs Executive
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Source: MOF
Note: Approp/Request displays the ratio of the budget appropriated by Parliament relative to the request submitted by the
government. RealizlApprop. Displays the ratio of the realized aggregate budget for the year relative to the amount appropriated by
Parliament

6.43 Some analysts have argued that the real struggle over resources does not occur
during the formulation of the budget but in the process of implementation of the budget
when pressure is brought to bear on the MOF to allocate budgeted resources to specific
activities. 1 0 2 The above evidence of fiscal expansion during the fiscal year would tend to
support that hypothesis for the period 1990-95 but is less compelling for the more recent
years. Nevertheless, much discretionary policy, including several quasi-fiscal activities
such as the issue of government guarantees, is undertaken outside of the scope of the
budget presented to Parliament, implying that the formal processes of budget review and

102 See Atiyas and Sayin (1999), "Budgetary Institutions in Turkey", April 1999.
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debate are inadequate as a means of providing effective Parliamentary oversight over the
full scope of government policy and resource allocation.

Budget Implementation

6.44 The ex ante prospects for the effective implementation of a budget are determined
to a very large extent well before the actual implementation of the budget. An unrealistic
budget that is based on an excessively optimistic view of growth and revenue prospects
and/or an unsustainable program of expenditure can derail budget implementation in
numerous ways. Optimistic revenue forecasts that do not materialize could contribute to
cash flow problems during the fiscal year and to the unplanned accumulation of short-
term debt and unpaid bills. Expenditure programs that are built on optimistic revenue
forecasts will similarly be derailed by revenue shortfalls and disrupt the planned
programs of spending agencies and undermine their service delivery. 103 In addition to
these systematic upward biases, a failure to accurately anticipate and project real growth
trends also creates challenges for budget implementation. Given the previously discussed
weaknesses in the formulation of policies, plans and budgets, how well does budget
implementation in Turkey cope with such upstream handicaps?

6.45 Aggregate Budget Management Aggregate expenditure as recorded in the
consolidated budget has more than doubled as a share of GNP over the period 1990-99,
from 16.9 percent of GNP to 35.5 percent of GNP. Correspondingly, revenue shares have
also increased but by less than double, from 14.2 percent to 24.2 percent of GNP in 1999.
As a result, the deficit to GNP share has been on an increasing trend, from about 3
percent in 1990 to over 11 percent in 1999. Factoring in quasi-fiscal deficits would
strengthen this increasing trend. Thus fiscal discipline has been weak.

6.46 MOF data suggests that revenue optimism bias has been a relatively minor factor
in Turkey over 1990-99. While shortfalls in actual revenue collections relative to target
have occurred, these have been relatively rare (1991, 1993 and 1997) and have never
exceeded 7 percent of the target amount (see figure 6.2). On the other hand, actual
expenditures have always exceeded the target, almost always by significant percentages
of the target level. In 4 of the 10 years indicated the overshoot exceeded 20 percent of
the target. Of the remaining 6 years, the expenditure overshoot was above 10 percent in
two years. In the graph below, a positive error in revenue (i.e. actuals less than target)
and a negative error in expenditure (actuals above the target) are additive to the budget
deficit - hence, 1991 and 1997 were years where the budget deficits were substantially
larger than programmed.

6.47 While the absolute size of the deficit has increased, fiscal management appears to
have been more effective in 1998-99 in achieving targets established for the year (see
fig.6.3). The relative success of the deficit containment to target in 1998 and 1999 is
almost entirely due to the success in restraining aggregate expenditures in those two years
to levels close to program amounts. Taken together, both revenue collection and

103 See "It Flows Downhill: The Downstream Effects of High Economic Estimates in the Budget", mimeo, Bill
Dorotinsky, U.S. Treasury.
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expenditure restraints have contributed to the relatively improved fiscal marksmanship in
1998-99.

Table 6.1: Consolidated Central Government Budget (in % of GNP)
1990 1992 1994 1995 1996 1997 1998 1999

Expenditure 16.9 20.1 23.1 21.8 26.3 27.2 28.8 35.5
Non-interest 13.4 15.6 15.4 14.5 16.3 19.5 17.3 21.8
expenditure
Revenue 13.9 15.8 19.2 17.7 18.0 19.6 21.8 23.9
Deficit -3.0 -4.3 -3.9 -4.0 -8.3 -7.6 -7.1 -11.6
Source: CEM 2000Note: The consolidated budget here refers to the conventional use of the term in the
government's presentation of the Turkish budget. The figures here therefore differ from (and are larger
than) the figures in chapter 2 where transfers to other general govemment entities are netted out of the
consolidated government budget.

Figure 6.2: Budget Targets and Actuals
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6.48 At the level of ministries, five general budget agencies - Treasury, Finance,
Education, Defense and Health together received 79 percent of the consolidated budget,
reflecting significant allocations to "transfers" (including interest) which account for 60
percent of the budget and which are attributed to the budgets of Treasury and Finance.
Because of the significance of such transfers, budget composition and implementation is
dominated by non-discretionary items and there is little evidence of policy shifts
manifested in budget shifts. The one exception is the impact of the Basic Education
policy which was initiated in mid-1997 and which is reflected in an increase of 4
percentage points in the share of the general budget going to education in 1998.
Generally though, the notion that the budget is an accounting instrument for largely pre-
deterrnined obligations is maintained by this analysis.

Figure 6.3: Target & Actual Deficits, 1990-99
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6.49 Appropriations versus Expenditure: The credibility of the budgetary process
hangs to a very large extent on whether agreed budgets are in fact provided. How
predictable are budget allocations? As shown by figure 6.1, with the exception of 1998
and 1999, total general budget expenditures in 1995-97 expanded relative to the initial
budget appropriation by as much as 25 percent above the initial appropriation in 1995 and
1997. Within this larger context of fiscal expansion over 1995-97, Treasury allocations
exceeded the initial budget by 55-40 percent in 1995-97 before settling to levels closer to
the initial allocation in 1998-99. The Ministry of Public Works also received significantly
larger allocations relative to initial appropriations, suggesting that interest payments and
public works were responsible for fiscal expansion over 1995-97.

6.50 There is a small but notable improvement in implementation of the budgets of 36
agencies in the general budget over 1998-99. Whereas in the earlier period the number of
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agencies that received allocations within 10 percent of their appropriation was around 10,
the number of agencies receiving allocations close to their appropriation was 16 in 1998
and 14 in 1999.

Table 6.2: Allocation by Share Of Non-Interest General Budget
1995 1996 1997 1998 1999

Treasury 20.74 24.69 28.98 19.81 22.75
Ministry of Defense 17.68 16.27 15.45 17.12 16.12
Ministry of Finance 15.07 15.06 15.06 16.87 18.62
Ministry ofNational 16.08 15.07 14.10 18.09 16.84
Education
Ministry of Health 6.01 5.71 5.30 5.94 5.48
(1) Subtotal for 5 Ministries 75.6 76.8 78.9 77.8 79.8

Ministry of Pub. Works 1.83 2.19 1.60 1.52 1.22

Min. of Agriculture 1.51 1.28 1.13 1.21 1.19
Ministryoflnterior 1.54 1.23 1.15 1.19 1.02
General Dir. of Security 5.25 4.99 4.70 5.13 4.76
General Com. Of Gendarmery 3.86 3.16 2.68 3.19 3.07

(2) Subtotal for 5 more 14.0 12.8 11.3 12.2 11.3
agencies
(3) All other General 10.4 10.4 9.8 9.9 8.9

Budget Agencies
(4) Total General Budget 100.00 100.00 100.00 100.00 100.00

Source: MOF. Note: (4) = (1)+ (2)+(3)

6.51 The disbursement of budget allocations also displays some improvements over
this period. Prior to 1998, a disproportionate share of the yearly budget releases took
place in the last quarter of the year (35-40 percent in Oct-Dec) with 18-20 percent of the
year's total coming in December alone. Together with the improved adherence to the
expenditure target set out in the budget, the pattern of monthly releases in 1998 and 1999
also displays a more even intra-year flow of funds to line agencies as shown in Figure
6.4.

6.52 This reflects the arrangements initiated by Treasury and MOF in early 1998 to
schedule monthly expenditure releases. While the significance of these recent
improvements should not be overdrawn, it provides an encouraging indication of the
improvement in budgetary predictability as a corollary to fiscal discipline and points to
the potential for other improvements to budgetary performance.

106



Figure 6.4: Monthly Expenditure as % of Annual
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VI. A SUMMARY INSTITUTIONAL ASSESSMENT

6.53 The review of the institutional capacity for policy and budget decisions confirms
the following findings:

* Policy formulation is a neglected function in line ministries and the Cabinet;
The processes for HPC and Cabinet decision making on strategic policy choices are
very inadequate;

* Implementation of policy decisions has been poor, partly because of the lack of
credible HPC and Cabinet guidance on real priorities;

* Budget preparation is an especially weak link, hampered by fragmentation of the
budget, divided responsibility for budget management, and inadequate ex ante
guidance to line ministries on ceilings;'04

* Parliamentary committees do not play a strong compensating role to establish
priorities or demand transparent fiscal policy

* Budget implementation while improved along some dimensions, is limited by the
upstream handicaps due to policy and budget formulation but additionally suffers
from excessive ex ante input controls that limit managerial discretion and
performance in line agencies.

* Reporting on budget implementation is incomplete due to the absence of a
comprehensive general government reporting framework;

* Fragmentation of budgets, the absence of functional classification of expenditure
and lack of clarity on roles prevent a sector wide perspective and undermine
effective policy analysis and risk management

104 The Budget Call for 2002 provided indicative ceilings to assist ministries with budget preparation.
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6.54 In short, while all three levels of budget management have weaknesses, there are
particularly severe handicaps to the processes that should detennine the policy priorities
for budget allocation. It is clear that this state of institutional arrangements is inadequate
for the challenges ahead.

VII. RESTORING POLICY, PLAN, AND BUDGET LINKS

6.55 Given the priority of breaking inflationary expectations and the challenging
macroeconomic and structural reform agenda there is a need for the Turkish government
to support its fiscal strategy with some elements of the institutional disciplines adopted
by OECD countries. The introduction of a medium term expenditure framework (MTEF)
which many OECD governments have adopted was one of the recommendations of the
SAHC report. Clearly a medium term perspective is essential to improved economic
management in Turkey. A number of Central European economies (Hungary, Poland,
the Czech and Slovak Republics among them) which confront the twin challenges of
maintaining macroeconomic stability and sequencing a range of structural reforms to
underpin fiscal consolidation (as well as meeting EU accession criteria) have established
explicit medium term fiscal targets for deficits and expenditure and revenue shares of
GDP. Most contemplate expenditure reductions of between 3-7 percent of GDP over a 3-
5 year period. The specific structural reforms in these countries (bank restructuring,
state enterprise reforrn, pension reform) also pose fiscal costs over a number of years
requiring a medium term perspective and attention to sequencing of reform. Concomitant
with such reforms is the need for restraints on discretionary expenditure, consistent with
the fiscal targets. In these countries the need to adapt established annual budget
processes to accommodate a medium term perspective is being acknowledged as critical
to restraining ad hoc initiatives which could undermine the fiscal framework and
achievement of stated priorities.105

6.56 The sequencing of actions and reforms in Turkey must be guided by its initial
conditions which are, as noted, weak in a number of fundamental respects. The challenge
in introducing a more robust medium term perspective to policy and budget formulation
is to be pragmatic in identifying those elements that could be introduced with relatively
simple adaptations of existing procedures and making more gradual changes to processes
that require deeper institutional change.106

6.57 From a sequencing point of view, the first and most important challenge for
improved expenditure management in Turkey is to overcome the fragmentation of the
budget. A more comprehensive budget enriches all aspects from policy fonnulation to
budget reporting. The second is to improve the processes that govern budget forrnulation
and to begin to restore credibility of the budget with line ministries. In this regard, the
existing system of preparation of annual programs to complement the annual budget will
need to be overhauled to strengthen the links between the plan and a comprehensive
general government budget. A number of changes could be announced that would begin

1o0 Draft IMF paper on Fiscal Priorities for EU Accession.
106The IMF study on Fiscal Priorities suggests that taking account of the macroeconomic uncertainties, a
medium term fiscal framework should seek to limit discretionary expenditure through firm political commitment,
be conservative in revenue projections and use a shorter time horizon to project the "medium term".
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to introduce a multi-year perspective to the current annual budget process. For example,
in key sectors such as education and health, a political commitment to provide assured
budget financing of a specific percentage of GNP would introduce an important and
hitherto absent multi-year budget commitment which could be used as the basis for a
more strategic discussion between the central agencies and these ministries on the
priorities to be financed within these sectors. All ministries should be required to prepare
formal multi-year expenditure budgets once some of the other weaknesses in institutional
arrangements are addressed.

6.58 The key institutional weakness that must be addressed for the benefits of an
MTEF to be available is the neglect of policy by sector ministries and the absence of
strategic Cabinet decision making. While greater political stability that allows
governments longer tenures in office would be extremely important to improving the
policy focus (which is clearly determined by factors outside the scope of this report),
progress in reducing the other factors that limit a longer term focus on policy, i.e. high
inflation, fragmentation of budgets and information, should encourage attention to this
issue.

6.59 Correspondingly, it will be necessary to strengthen the institutional processes to
assist policy formulation by the HPC and the Cabinet. This will require a conscious
effort both to eliminate informal processes for launching initiatives as well as establish
and strengthen a formal, legitimate and disciplined process for consideration of policy,
plan and budget proposals by Cabinet.

6.60 As noted earlier, Turkey has no formal Cabinet office that would play the role of an
objective agency that is not involved in policy formnulation itself but assists in (a)
sequencing and managing the agenda of Cabinet meetings so that it will result in effective
priority setting, (b) anticipating the legislative calendar and assisting with logistical
requirements for a given policy agenda, (c) ensuring that policy proposals are legal and
consistent or have precedents, (d) rescheduling or rejecting policy proposals that have not
fulfilled procedural requirements and (e) reliably and credibly reporting on Cabinet and
implementation decisions. The SPO presents perhaps the only capacity in government
to bring both an economy wide perspective and a medium-term, multi-year orientation to
strategic planning in governrent. However, this capacity is ineffectively deployed at
present and, as widely observed, has very little impact. SPO capacity needs to be better
deployed to ensure that policy decisions of the HPC and the Cabinet are more strategic
and consistent with the broad thrust of the five year plans.

6.61 The SPO prepares the macroeconomic forecasts on which basis budgetary
projections of revenues are estimated, which is a an essential building block for
successful expenditure budgeting. Providing credible, comprehensive and robust
medium-term macroeconomic projections for the fiscal framework remains an important
upstream role for the SPO. Budget preparation would be enhanced if the fiscal
framework could be prepared by SPO in time to provide the indicative top down budget
ceilings to accompany the Prime Minister's Call to the Budget which launches the
preparation of agency budgets.
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6.62 While the upstream strengthening of decision making on policy priorities and the
strategic planning of the medium-term framework are necessary steps, (and implemented
in parallel with the continuing improvements to fiscal transparency and adherence to
fiscal discipline) they would not be sufficient without downstream improvements to the
budget preparation and implementation processes.

6.63 Budget preparation is currently the weaker link in the chain. Budget preparation
should commence earlier in the calendar year (March/April) with the estimation of a
medium-term fiscal framework by the SPO in collaboration with MOF, UT and the
Central Bank. That fiscal framework should be presented to the HPC and Cabinet and
their understanding and endorsement of the aggregate and sector ceilings should be the
basis for the Call to the Budget. If this framework is viewed to be credible,
comprehensive and robust, it should help the Cabinet to internally contest, prioritize and
strengthen real commitment to policies. Efforts to strengthen the annual programn- budget
process should correspondingly enable policies and plans to be reflected in budgetary
priorities and enable a meaningful and credible Budget Policy Statement to be crafted.

6.64 With the indication of sector ceilings, the preparation of budget proposals by line
agencies will be better informed about the priorities of government and should over time
produce a credible and substantive process of budget negotiation. Together with more
predictable disbursement of appropriated funds, the incentives to look for resources
outside the budget framework should diminish, which will support the effort to
consolidate budget management.

6.65 The fragmentation of responsibilities and informnation in Turkey is a major
impediment to better outcome. While this issue is sensitive it must be confronted if real
improvements are to be effected. The SAHC report makes clear acknowledgement of the
problems:

"The confusion and lack of coordination in the administrative, fiscal and legal
structure means loss of discipline and authority in fiscal management in
addition to the planning concepts. In such a system a plan is neither needed
nor implemented if it actually exists. ....This situation cannot be explained
simply by mismanagement or optical distortion. Yet, it is clear that it is
unsustainable. " (SAHC report p.98)

6.66 The MOF is critical to any effort to restore credibility to the budget and the
processes that surround it. Together with the more strategic thrust to policy and planning,
the MOF will have to step up to the challenge of better management of the consotidated
resources of the general government sector. The MOF should assume a clear lead role in
the preparation of the overall budget while ensuring that it receives strategic input from
SPO on investment priorities and UT on financing constraints. However, the budget
preparation process itself would have to be adapted to ensure that such strategic
coordination is achieved.
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VIII. CONCLUSIONS

6.67 Any understanding of the policy process in Turkey must start with a recognition
of the handicap posed by the political instability that has been the dominating backdrop to
the formulation of public policy over the past decade and more. Cabinet ministers pre-
occupied with short-term electoral survival and managing tensions with coalition partners
cannot be expected to take the long and considered view on public policy decisions.
Under the circumstances, policy inertia has prevailed both in responsible line ministries
and at Cabinet levels as major policy decisions have been postponed or ignored until they
have assumed crisis dimensions. It is not surprising that economic and institutional
reforms have seen little progress except in fits and starts when stronger coalitions or a
particularly severe crisis have forced agreement on a course of action.

6.68 At present, weakness in policy formulation renders planning irrelevant and
weakens any link to the budget. Overall, our assessment is that present institutional
arrangements for policy formulation, planning and budgeting fall far short of what is
required to address the challenges of the anti-inflation program and, more generally, of
effective government.

6.69 The need to strengthen the capacity of ministers to formulate sector policies for
which they are accountable and for Cabinet to make strategic policy choices is a major
challenge that must be addressed to complement the initiatives underway to strengthen
fiscal discipline, to consolidate the budget and to improve transparency of fiscal policy.
A pragmatic approach to introducing a medium term perspective to policy and budget
formulation, an increasingly common aspect of OECD budget systems, would enhance
the achievement of fiscal discipline and assist in the design and sequencing of structural
reforms.

6.70 There are specific capacities and strengths in agencies but major institutional
reforms will be necessary to yoke the skills and perspectives of individual agencies to the
larger cause of effective government decision making and policy implementation. The
time has come to look beyond the individual interests of agencies to the collective good
and to address the challenge of reforming institutions for more responsive and efficient
public services. If policies themselves are well articulated and represent the intentions of
the political leadership in government it will, in the words of Sultan Abdul Hamid, "make
the ministry obey the policy."
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7. SYSTEMS OF FINANCIAL ACCOUNTABILITY

"We might hope to see the finances of the Union as clear and intelligible as a merchant's books,
so that every member of Congress and every man of any mind in the Union should be able to

comprehend them, to investigate abuses, and consequently to control them. '107

I. INTRODUCTION

7.1 The sustained improvement and success of public expenditure management depends to an
important extent on the corrective feedback from an effective system of accountability. Whether
it is with respect to aggregate fiscal discipline, allocations to strategic uses or the efficient
delivery of services, financial accountability has an important enabling role to play as part of a
broader system of accountability. A well functioning system of financial accountability
provides: (a) the financial information which forms the basis for all analysis and decisions; (b)
the controls to ensure that resources are used properly and for the correct purpose; (c) the system
of verification that discovers whether the controls are working and whether reported financial
information is factually correct; and (d) the mechanisms for ensuring that key information
reaches those who need it. Finally effective public accountability ensures that all of the above is
transparent rather than hidden, thus creating a basis for responsible decision-making and
resource-use. For these reasons it is a critical element in public expenditure management and
therefore a good fit with a public expenditure review which has an institutional focus.'°8

7.2 Financial accountability is underpinned by financial management processes and public
reporting and disclosure about these processes and their results. This chapter provides a review
of processes governing budget implementation, public sector accounting, financial reporting, internal
control, procurement and external audit. As such it is intended to complement the assessment of
budget formulation and implementation in earlier chapters of this report.

107 Thomas Jefferson to Albert Gallatin, 1802.
10s At the request of Government, the country financial accountability assessment (CFAA) for Turkey was carried out in
coordination with the PEIR. A CFAA provides a well-informed and objective assessment, a diagnosis of problems, advice
on their resolution and an indication of the level of financial accountability risk in the country concerned. The public
sector part of the CFAA was adapted for the PEIR in the form of this chapter. This chapter also draws on the conclusions
of a country procurement assessment report (CPAR) prepared in parallel with the PEIR and the CFAA.
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II. BUDGET IMPLEMENTATION AND INTERNAL CONTROL

7.3 The budget authorized by parliament contains certain expenditures that appear in the
budget in gross terms (e.g. staff salaries). Such expenditures cannot be disbursed until they have
been allocated to the beneficiary units of government. Thus a large allocation exercise follows
parliamentary approval of the budget in which these sums are broken down and authority to
incur expenditure is given to spending units.

7.4 In the past funding was unpredictable. As indicated in chapter 6, recent years have seen
the MOF and Treasury make effective use of detailed monthly cash programs to allocate funds
for spending agencies. In turn, the agencies allocate funds to their subordinate units. However,
before appropriations for field units are finalized they must be approved by the Turkish Court of
Accounts, (TCA). TCA approval applies to three items: personnel appointments; detailed
appropriations and re-appropriations; and contracts. Each approval is represented by the issue
of "visas" without which a particular expenditure transaction cannot be made. Once these have
been approved the funds can be used through the budget and accounting offices
("accountancies") of MOF. Disbursement is controlled by the General Accounting Law (No.
1050, 1927). With respect to expenditure, the law identifies the following:

- Primary disbursement authorities, (ministers).
* Secondary disbursement authorities, (heads of spending agencies) members of staff who

are delegated to act on behalf of the primary authority for the effective and timely use of the
appropriation and for requisitioning goods and services.

- Expenditure assessment officers, who check the legality and regularity of proposed
payments.

- Accountants, staff members of MOF who carry out disbursement functions in response to
requests from secondary disbursement authorities.

7.5 At present two officials in the budget implementation chain are personally responsible to
TCA: the expenditure assessment officer of the spending agency (who checks the legality and
regularity of proposed payments) and the accountant (a staff member of the MOF's General
Directorate of Public Accounts, GDPA) who disburses the money once all pre-audit procedures
have occurred. The job of the accountant is to check that: i) an unspent appropriation exists
sufficient to cover the amount concerned; ii) the proposed expenditure is in conformity with the
relevant budgetary codes; iii) the commitment and assessment documents supporting the
transaction are complete; and iv) the payment is free of calculation errors and being effected to
the right creditor. If investigated under the TCA judicial process and found negligent in carrying
out their very specific duties, either of these persons may be held personally liable by TCA and
fined as a result. While in principle it offers the potential for a strong control system it is
dominated by quasi-judicial processes and is primarily concerned with narrow compliance
issues. Another important weakness is that the top managers in the spending agency, who
nominally manage expenditure programs in the present system, escape accountability. They are
responsible for managing their entities and for proposing payment but they are not accountable to
TCA and do not have to answer for their actions.

7.6 As documented in earlier chapters of this report, budget implementation in Turkey is
characterized by multiple sources of funding, complex budget allocation procedures and the
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issue of visas (authority to incur expenditure) by MOF and TCA.109 Issuing visas delays
payments; creates administrative obstacles, puts power into the hands of central bodies and
frustrates spending agencies."10 Delays also make it more difficult to spend the money which is
in principle available and therefore more difficult to achieve government's underlying objectives.
Undesirable procurement practices add to the ineffectiveness of the system. Difficulties attendant
on utilizing funds are so great that it is hardly surprising that spending agencies have gravitated
towards less well-controlled and more amenable sources of funds outside the budget.I1 Finally,
reserve appropriations authorized by budget laws have given extensive re-appropriation powers
to the Minister of Finance, allowing significant transfers between heads of the legislated
budget.112 This means that the budget as implemented may differ significantly from the budget
as originally approved by the legislature.

7.7 It is apparent that, despite a plethora of controllers, inspectors, and control systems that
focus on budget allocation stage and the payment stage, there is a significant problem of
confidence in the internal control of public funds which has an impact on the implementation of
an approved budget. Expenditures are not controlled and recorded at the commitment stage.
As a result, significant payment arrears can and have emerged when commitments have
exceeded cash releases.

7.8 A durable solution to the proliferation of off-budget activity must address the need for a
streamlined system of internal control that (a) applies to a comprehensive definition of general
government finances, and (b) delegates greater responsibility for financial management to the
spending agencies hand in hand with appropriate safeguards for accountability. Reforms
consistent with achieving these objectives will also constitute progress towards compliance with
the Acquis Communautaire. Turkey should consider the example of approaches adopted by
countries including France (see box 8.2 in chapter 8) that are reforming their internal financial
control mechanisms as part of a broader strategy of improving performance orientation in the
public sector.

7.9 The lack of a functional classification of expenditure noted in chapter 2 has been a
longstanding handicap to monitoring and evaluating budget implementation. The MOF has now
prepared a classification scheme that is consistent with the ten functional arrays of data required
for compliance with GFS and applies a new coding block of 21 digits (as opposed to 20 before).
The new expenditure classification scheme will be tested in six pilot agencies in the budget cycle
for 2002: Treasury, Coast Guard, Hacetteppe University, Ege University, Ministry of Energy and

'09 The MOF visa is issued by the contract section of GDBFC. Each year the Budget Law sets the money limits for
these applications. For the year 2000 it was 100 billion TL (approximately $150,000). Contracts under that amount
do not need a visa. Visa applications have to be finalized in 15 days, and this Department examines the legal and
financial conditions of the contract. The advantages are the subject of debate. World Bank procurement specialists
find the process inefficient and the cause of inconvenience and delay.
110 An important aim of the World Bank-funded Public Financial Management Project was to persuade central agencies
to give up their visa-issuing powers (pre-expenditure approvals). The relevant agencies refused. The SAHC has written
more recently: "extremely complex and lengthy fund allocation and spending procedures... .and lack of confidence on the
part of spending agencies in budgets... .weaken the financial discipline expected from the budget".

" For a full account of the funds release and approval procedures see "Implementation of the budget", SAHC report,
pages 52-57.

12 See Implementation of public financial regulations and transparency: to what extent are the budget rules ensuring
fiscal transparency? Discussion paper by Emin Dedeoglu, Ferhat Emil and Can M. Erden, June 2000.
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the Department of State Highways. About 150 staff members of these bodies have been trained.
Implementation will begin with the six pilot agencies preparing their 2002 budget requests using
both old and new classification schemes and the 2002 draft budget bill will include their budgets
classified according to both the old and new methods. While the old version will be the official
basis for the budget, during 2002 the six selected agencies will account for expenditures using
both classification schemes. Depending on the extent of success, the intention is to roll out the
new scheme for all consolidated budget agencies for 2003 and to account on the same basis
either in 2003 or 2004. The GDBFC is confident of its ability to roll out the system on the above
schedule. The main problems are expected in line agencies where capacity is assessed as weak
and thousands of staff will need training. A longer term issue is implementation by entities
outside the consolidated budget (e.g. local administrations, social security funds, autonomous
bodies) which are not under the direct control of MOF, thereby posing some challenges to
effective implementation across the whole of general government.

III. GOVERNMENT ACCOUNTING AND REPORTING

7.10 The General Directorate of Public Accounts (GDPA) of MOF is responsible for
government accounting. Its main functions are to: keep accounting records for transactions on
the consolidated budget (general and annexed budgets); ensure the accuracy, timeliness and
reliability of the accounting records; control and inspect accountancies and ensure that official
procedures are correctly followed (including keeping the documentation which supports each
accounting transaction); manage accounting staff and ensure their adequacy (recruitment,
assignrment, training, transfer etc.); compile periodic statements of receipts and payments for
budgetary control and other purposes; prepare the annual financial statements for the
consolidated budget (known as treasury general account which is presented as a draft act to
parliament); and regulate accounting standards for the consolidated budget and for revolving
funds.

7.11 The detailed accounting records are kept in "accountancies" of which there are 1547
located in cities and towns throughout the country. Accountancies are in effect outposts of
MOF, staffed and controlled by GDPA. Thus spending agencies do not undertake accounting
transactions themselves. They request the relevant accountancy to do this on their behalf. This
classic division of function enables accounting transactions to be strictly controlled."13

7.12 Accountancies send summaries of their transactions (receipts/payments) to GDPA head
office each month. These are then aggregated for nation-wide reporting in the Monthly Bulletin.
Since late 1998 monthly figures have also been publicly available on the GDPA web-site.
Although many accountancies still maintain their records manually, the above system is timely
(reporting in aggregate after an average delay of 30 days) responsive in terms of public
accountability and reliable. The accounting system is well-documented (instructions,
documents, forrnats, accounting entries, reporting responsibilities and performance standards)

113 It is important to note that three apex entities - the Presidency, Parliament and the Turkish Court of Accounts, are not
subject to the conventional internal financial controls of the Ministry of Finance that apply to other consolidated budget
agencies. A special accounting unit unrelated to the MOF and paid for out of the Parliament's payroll provides financial
accounting services to the Parliament and the TCA. A similar special arrangement is employed by the Presidency.
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and discipline is enforced by internal auditors of GDPA numbering over 300 and by the Turkish
Court of Accounts (TCA).

7.13 An information technology/accounting reform project initiated by GDPA in March 1999
known as "say 2000i" offers very promising possibilities of improving (a) the timeliness and
reliability of budget reports, (b) the integration of budgeting and accounting information via the
introduction of commitment accounting and (c) accounting information on accounting bases
other than cash. The essence of the system is for accountancies to transfer details of individual
accounting transactions via the internet to servers at GDPA. In this system, the government's
accounting data base is held centrally and contains data on all individual transactions wherever
they occur in the system. Accountancies access the central system for applications software and
carry out their transactions on-line. The first phase of the project due to be completed by
December 2001 seeks to link all accountancies of GDPA across Turkey - in June 2001, 343 of
the 1547 accountancies had been linked. A pilot of the project that linked two sites to GDPA
servers: the accountancy that deals with Public Works in Ankara and the accountancy that deals
with 150 schools in Izmir-Konak has been operational for over a year.1 14

7.14 There is also scope for the issue of TCA visas through say2000i and for audit to be
transformed from a once a year voucher audit to a systems audit with transactions selected from
the database on risk-based criteria. The intention is to install the say2000i at TCA on the basis of
read-only access for audit purposes. When the say2000i database is full and TCA is connected
to the system, computer-based auditing will be possible. Other modifications are under
consideration. The system will have to be adapted for the new revenue and expenditure
classification scheme. This is not seen as a serious problem. A budget module is planned
enabling appropriations, allocations and transfers to be tracked; paymnent orders to be processed
and expenditures to be controlled against authority to incur expenditure.

7.15 While Say2000i offers an important array of potential improvements to budget reporting
and control, its ultimate value and success is contingent on the comprehensiveness of budget
coverage (a recurring but fundamental theme of this report) as well as the use of consistent and
appropriate accounting systems for the various parts of general government. The Accounting
Law dates from 1927 and the need for its revision is widely acknowledged. Changes in budget
procedure which should be reflected in permanent legislation are in fact reflected in annual
budget laws. In addition Law 178 of 1983 defines the organizational structure and functions of
MOF. A major rethink is needed and a modern public finance act must be introduced. This
would be an occasion for sweeping away costly, duplicative and ineffective processes and
replacing them with a modem risk-based control system.

7.16 In approaching the issue of coverage it is important first to categorize public sector (and
especially general government) entities and then to apply accounting standards to each category.
The result would be a system in which the accounting standards for all public sector entities
would be known and full coverage and appropriate consolidation and reporting would be

114 The latter project, besides collecting accounting information, also collected information on teaching personnel, type of
school, number of pupils etc. Thus cost and other comparators could be generated: cost per school, cost per student,
expenditure on text books per student, salary expenditure per student, teachers per student etc.
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possible. This would provide a firmer basis for management, accountability and control than
currently exists.

7.17 As noted above (para 7.7), there is currently no established process for controlling and
accounting for expenditure commitments which means that expenditure arrears are not captured
and accounted for by the fiscal accounts. It is estimated that the government currently has
payment arrears of approximately TL 1 quadrillion, equivalent to about 2 percent of the 2001
consolidated budget. This is in part a result of the current cash based accounting system which
does not recognize the commitment and accrual stages of the expenditure process. The IMF has
recommended that the MOF require the accruals officers to provide weekly reports on
commitments and accruals and for regional accounts offices to register such expenditure at the
commitment and accrual stages. The regional accounts offices could then, on a pro forma basis,
prepare monthly reports that would allow the GDPA to track and manage expenditure
commitments and payment arrears.

7.18 An accrual based accounting system would recognize expenditures at the stage of accrual,
when supplies are delivered and are verified. It would not necessarily capture expenditure
commitments. The government is proposing to introduce a modified accrual based accounting
system to replace the cash budgeting that dominates most government accounting currently. As
opposed to full accrual accounting which would require inventory and valuation of fixed assets,
the proposed modified accrual approach does not undertake accrual accounting for fixed
assets.115 The following financial statements are planned: balance sheet, operating statement,
economic classification of revenues and expenditures, functional classification of expenditures,
statement of changes to assets and liabilities, statement of cash flows and financing statement
(bringing together surpluses/deficits and borrowing). The adoption of the modified accrual
accounting is expected to not change the basis for budget control which will continue to rely on
the cash basis. A reconciliation statement will be necessary to relate the accrual based
definitions of revenue and expenditure to cash based definitions.

7.19 The move to accrual-based government accounts is led by the General Directorate of
Public Accounts (GDPA). The proposed timetable for the transition to accrual accounting is to
complete the new chart of accounts and test it using dummy transactions during 2001, pilot
modified accrual accounting in selected offices in 2002 and introduce modified accrual
accounting throughout the consolidated budget in 2003. The timetable applies to the
consolidated budget and to revolving funds (which already use the accruals basis of accounting).
However in the longer termn the intention is to introduce accrual accounting for the whole of
general government which also includes autonomous agencies (e.g. TUBITAK, the Turkish
Scientific and Technical Research Center), extra-budgetary funds, social security funds and local
administrations. Thus ultimately there will be one uniform chart of accounts for all these
agencies (with flexibility at the level of detail to suit individual needs). A single chart of
accounts with uniformity at the level of major heads would allow the financial statements of all
entities in the general government sector to be conveniently consolidated.

115 As a general principle, all state-owned enterprises should have accrual-based accounting systems in compliance with
intemational accounting standards (IAS).
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Box 7.1: A Sequenced Approach to Accrual Accounting

Moving to accrual accounting means moving from the existing basis of government accounting which is cash
receipts and payments to one which is based on income, expenditure, assets and liabilities, much like the
financial statements of large commercial companies. The extra information provided by accrual-based
accounting is valuable but has to balanced against the costs. A policy of gradual adaptation may be appropriate,
starting with the following steps:

. Ensure the correct operation of accrual accounting systems in entities which are allowed to carry forward
unused cash balances into future periods, to purchase assets in their own names and to borrow money.

. Ensure that government accountants are familiar with the working of accrual accounting systems before
introducing them on a wide scale by intensive training, tests of competence and rotation to entities that
have accrual-based accounts.

. Extend cash-based systems to cover payables and receivables in budget-funded organizations where this
type of information is needed for better management (which is in most cases).

* Supplement the treasury general account (annual report of actual against budget) with additional
accounting information on revolving funds, extra-budgetary funds etc. And introduce elements of an
accrual nature (e.g. on debt accounting; on liabilities, on receivables) so that it becomes a more significant
financial statement.

. Continue ongoing work permitting a complete reconciliation of budget cash flows with treasury data on
total cash balances.

. Introduce accrual accounting' gradually where the need to measure assets and liabilities is of particular
importance for better management (e.g. Contracting activities, managing debt') and where cost
comparability is needed between government and the private sector (e.g. Where major activities may
either be carried out by government or by private sector contractors).

. At a later stage pilot full accrual accounting in selected organizations which are substantially budget-
funded; and if the pilots are successful, introduce full accrual accounting across the board.

Following the above principles, it will be possible to extend the frontier of accrual accounting gradually in line
with improvements in capacity and staff skills. Moreover the first cases chosen for the introduction of accrual
accounting, will be those where the expected rewards are highest. Premature introduction of accrual accounting
on a comprehensive basis is likely to be abortive.

For accrual accounting to be a meaningful government reform, it has to be more than a simple technical change.
It has to be seen as a necessary step to make meaningful related reforms (achieving cost efficiency, competitive
pricing, delegated financial responsibility, budget transparency, enterprise-type management etc.). Other
favorable environinents are broad-based public sector improvement programs, budgeting reforms and
governance initiatives.
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7.20 Box 7.1 outlines a gradual approach to the introduction of accrual accounting. While the
government has shown good judgment and pragmatism in deciding on modified rather than full
accrual accounting, it has proposed an ambitious schedule for introduction of the system to all
consolidated budget agencies of government. The reforms will be initiated following approval of
proposed amendments to the General Accounting Law to give the MOF the authority to set new
government accounting standards."16 A provisional chart of accounts based on accrual
accounting concepts, consistent with the budgetary classification scheme, is currently being
developed together with a draft reconciliation statement to show how cash-based budget
accounts to be used for budgetary control purposes will reconcile with accrual based financial
statements. By the end of 2001, the government expects to have a full specification of the new
accrual accounting system in a draft accounting manual and a plan showing how Say2000i will
be adapted to accommodate the new system. It should be noted that the move to accrual
accounting poses complex issues some of which have not yet been fully considered. Thus the
current implementation schedule may not be attainable. A fully-fledged accounting system on
the modified accruals basis is likely to take longer to achieve than is presently planned.

7.21 The issues outlined above raise important questions of priorities for accounting and budget
classification reform that will contribute to improved public expenditure management. Clearly,
the most urgent need, given the discussion in chapters 2 and 3, is to get the fiscal accounts to
reflect full coverage of the general government. Second, priority must be given to establishing
the long delayed functional classification scheme for budget and accounting to provide the basis
for better policy analysis and decision. Third, the recognition and reporting on expenditure
commitments would strengthen fiscal control and help in the management of payments arrears.
Fourth, to improve the timeliness of fiscal accounts, completion of the full linkage of
accountancies under the Say2OOOi project would be extremely valuable. The achievement of
modified accrual accounting while important and desirable must rank below these other priority
objectives.

IV. GOVERNMENT AUDIT

7.22 Three separate external audit bodies derive their powers from the constitution:

* Turkish Court of Accounts (TCA);
* High Audit Board under the Prime Minister's Department (YDK); and
*. State Audit Board under the Presidency (DDK).

7.23 TCA and YDK report to Parliament (TCA on the general and annexed budgets and YDK
on non-financial state owned enterprises and on several funds) whereas DDK reports to the
President. Following the enactment of Law 4603, state banks are audited by independent private
auditors in addition to audit by YDK. DDK has a very wide mandate covering all public sector
bodies with the exception of the military and the courts. However it undertakes research studies,

116 Government staff designing this reform should refer to the International Public Sector Accounting Standards and
relevant studies published by the Public Sector Committee of the Intemational Federation of Accountants and to the
accrual-based accounting standards of certain national govemrnments. Those of Govemment of Canada are particularly
recommended as Canada's govemment accounts are currently on the modified accruals basis.
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investigations and audits only at the specific request of the President and therefore does not
function as a regular external audit agency. 17

7.24 YDK was established in 1938 with the mandate to audit state economic enterprises (SEE)
on behalf of Parliament. In 2000, YDK audited 169 entities including all SEEs, 4 social security
bodies and other entities, including various budgetary funds. YDK undertakes both financial and
performance audits with an emphasis on the latter and presents its reports to the Parliamentary
committee responsible for SEEs (known by the acronym KIT).118 These are annual reports for
each entity which have limited circulation. A summary annual report of YDK is prepared with a
two year lag which has wider circulation.

7.25 The Turkish Court of Accounts (TCA) is the Supreme Audit Institution of Turkey. The
Constitution requires it to audit the government accounts relating to revenue, expenditure and
property financed by the general and annexed budgets on behalf of the Turkish Parliament, i.e.
the Turkish Grand National Assembly (TGNA). As the entity principally responsible for the
general government, a more detailed discussion of its activities is provided than of YDK and
DDK. TCA has two main functions: judicial and auditing. The judicial work is carried out by
specialized chambers in which court members try accounts and either acquit or hold liable those
responsible for them. The auditing work is carried out by auditors.

7.26 TCA carries out its work on behalf of the legislature, but remains independent of both the
legislative and executive branches of government. Its president is elected by a secret ballot by
members of Parliament from a choice of two candidates proposed by an Ad Hoc Committee of
15 members drawn from the Plan and Budget Committee of TGNA. The president of the TCA is
elected to serve for a seven year term and may be eligible for re-election. Members of the Court
are similarly elected. Auditors are recruited and appointed by TCA and have perrnanent tenure.
Their remuneration and conditions of employment are more favorable than those of the rest of
the public service. TCA prepares its own budget which it submits to the legislature without the
intervention of the Ministry of Finance. TCA has important rights of access to information.
TCA auditors can question officials orally or in writing and have the authority to examine
records of goods, properties, activities and services of institutions under TCA jurisdiction. The
accounts of all entities within its jurisdiction have to be submitted to TCA. Thus TCA has
effective constitutional independence, a modest degree of financial independence, and strong
rights of access to data.

7.27 TCA has a president, a secretary-general, 56 members of the court and about 1,500 staff
including roughly 600 auditors. As the supreme audit institution of Turkey, TCA aims to
promote improved public sector accountability, control and management. It does so via its
judicial and auditing processes, its pre-audit involvement in budget implementation and by the
issuing of its Statement of General Conformity. The TCA Statement is made at the time of the
government presentation of accounts for the previous year which accompanies a new draft
budget. It is intended to provide Parliament with the assurance that the figures and disclosures
shown in the draft final accounts law fairly present the actual results of budget implementation.

"7 During the term of the last President (1993-2000) DDK produced 82 reports, including reports on reform of
govemment administration, the fight against corruption, health, education etc.
118 The financial audit falls short of international standards in that it gives an implicit approval or indicates need for
revisions where warranted but does not provide an explicit opinion on the reliability of the statement.
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With regard to the publication of its findings, the TCA website indicates that TCA's
"compliance audit results are reflected through its judicial power. The writs (final judicial
decisions) issued by the TCA chambers are only sent to responsible officials, the Ministry of
Finance and relevant ministries. Financial Audit results are submitted to parliament by the
Statements of General Conformity and by other annual reports in the nature of Statement of
General Conformity. Reports on financial management systems and controls are also forwarded
to parliament. The mass media is informed of the TCA reports and writs indirectly."

7.28 The TCA statement reflects its audit of three sources of information on annual government
accounts: records of the government accountancies, records of the ministries and other entities
under the general and annexed budgets, and the "general account of the treasury" which
Government presents to Parliament at the end of the financial year.

7.29 TCA sees its financial and compliance audit as being of continuing fundamental
importance. But to make this type of audit more effective, it needs to adopt a modem audit
approach. This means moving from a tradition of 100 percent audit checks to a systems-based
audit. This type of audit determines the extent of the detailed audit checks needed, by first
assessing the adequacy of systems of internal control. TCA wishes to develop its capabilities in
the field of performance audit in order to report authoritatively on the economy, efficiency and
effectiveness of selected government activities. Two pilot value for money audits were
undertaken of highways and museums with the intent of understanding the methodology. A
subsequent study of earthquake rehabilitation projects is expected to be presented to Parliament
when completed..

7.30 With the existence of three separate external audit institutions (TCA, YDK, DDK) and
numerous internal inspection and audit agencies the instruments of financial control are very
evident in the Turkish public sector. Each ministry has its own inspectorate. In addition the
Board of Treasury Controllers has diverse audit responsibilities including the audit of World
Bank projects. hi all there are 129 separate bodies undertaking inspections, controls and audits
in the Turkish government, accounting for 13,500 auditor positions. It appears that too many
such bodies exist, each with a specific mandate. Despite this plethora of audit agencies, various
parts of government and government activities are not adequately subject to systematic audit.

7.31 Although Article 160 of the Constitution requires TCA to audit all general and annexed
budget agencies, article 127 of the General Accounting Law exempts the Parliament, the
Presidency and the TCA itself, from external audit. As a result, the final accounts of these three
apex entities are only reviewed by a committee of Parliamentary deputies and are not subject to
the rigors of a formal external audit. For a strong demonstration of the importance of public
accountability these are precisely the entities which should be seen to be, entirely accountable and
transparent.

7.32 Audit coverage is incomplete in other respects as well; some entities are audited by several
inspectors/auditors; others are lightly audited (for instance the armed forces) 119 and some escape

"9 As in most public budgeting systems military expenditure escapes many of the controls which apply to the rest of the
general budget. Budget proposals from the armed forces are of the lump sum type, but at least the overall magnitude is
known. The National Ministry of Defense has its own systems of internal control. This type of inspection is thought to be
of a limited nature. In addition TCA audits the armed services (except for military hardware).
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audit altogether. This has several causes: a proliferation of audit, control and inspection bodies;
legal provisions creating special audit arrangements for some entities (as with the Presidency and
Parliament); and gaps in audit coverage due to inadequate mandate or inadequate capacity or
willingness to fulfill audit mandates.

7.33 To bring the Presidency, and Parliament under TCA jurisdiction requires an amendment to
section 127 of the General Accounting Law. In addition, to ensure that TCA's mandate covers
the whole of general government, the amendment would have to cover social security funds and
certain autonomous public sector agencies (regulatory bodies) such as the Radio and Television
High Board and the Banking Regulation and Supervision Agency, whose establishing acts
prevent a TCA audit. TCA itself should be subject to independent professional audit. To
achieve this, an amendment is needed in TCA's own Act.12 0

7.34 The limited mandate of the TCA in a context where there are significant elements of public
sector operations outside the general and annexed budgets (to which TCA is confined) raises
questions about whether in fact it can be an effective and authoritative Supreme Audit
Institution. Whether YDK and DDK are subordinate to or the co-equals of TCA is also not clear.

7.35 If TCA is to be an authoritative and effective SAI reporting to the Turkish Parliament, its
position at the apex of all external audit institutions must be affirmed, if necessary with
appropriate legislative amendments.12 1 This would appear to be a necessary but not sufficient
condition to overcome the challenges of an extremely fragmented system of external audit,
traditional inspections and weak public accountability in the Turkish public sector. Affirming the
TCA as the apex SAI will also require that TCA's mandate (either directly or indirectly through
subordinate audit agencies) cover the entire public sector, including the whole of general
government. To do this effectively and comprehensively, this mandate will have to be derived
from a clear and up to date chart of public sector (including general government) organization.

7.36 The rationalization of the overgrown and costly infrastructure of audit, inspection and
control activities is another necessary reform to improve overall systems of accountability.
While substantial thought has been given to this issue within government, it is important to move
with expediency to begin the process of rationalization of roles and functions and of eliminating
redundancy. A high level task force should be appointed to undertake this exercise under the
leadership of the TCA.

7.37 Other changes in approach to audits will need to accompany the changes in structures and
coverage. Detailed compliance-based controls of the kind currently employed cannot
accomplish the systemic improvements needed in Turkey's public financial management
systems. A more holistic approach is needed in which the essential facts about government
financial management are accessible to parliament and the public in easily understandable form.
Without this, discussions will continue between existing audit and inspection bodies tending to
justify their existing mandates and calling for improved co-ordination between them. This can
only result in continuation of the current, unsatisfactory status quo.

120 Since TCA's authority derives from the constitution, there may be specific constitutional amendments required to
establish appropriate independent audit arrangements for its own accounts.
121 The implications of this change may also require appropriate constitutional review and discussion.
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7.38 Other far-reaching remedial actions are needed to correct the quality and value of audits.
They would include strengthening the capacity of TCA to carry out financial attestation and
value for money audits; strengthening the capacity of Parliament to consider and follow up on
audit reports from YDK and TCA; developing modem audit standards for the Turkish public
sector; ensuring that financial statement "attestation" audits are carried out for all state economic
enterprises; ensuring that each government agency has effective internal control systems and
internal audit arrangements; gradually reducing TCA's pre-audit activities; and ensuring that
audit reports are in fact published and widely distributed so that their findings can be debated and
corrective actions taken.

V. PROCUREMENT'2 2

7.39 Procurement has an important impact on the efficiency of public expenditure, particularly
public investment. Public procurement in Turkey is currently regulated by the Government
Procurement Law (GPL) No. 2886 of 1983 (as amended by Law No. 2990 of 1984), by a number
of decrees passed by the Council of Ministers (COM) and by several administrative circulars
issued by both the Ministry of Finance (MOF) and the Ministry of Public Works and Settlement
(MPWS). As noted in a 1997 CPAR and reaffirmed by a more recent CPAR undertaken in
parallel with the PEIR, public procurement legislation in Turkey has not kept pace with the
sweeping reforms undertaken in other countries nor with the development of internationally
recognized good practice legislation, such as those of United Nations Commission on
International Trade Law (UNCITRAL), the European Union (EU) and the World Trade
Organization (WTO).

7.40 The GPL is heavily slanted towards the procurement of civil works and, as a result, makes
inadequate provision for the procurement of goods and services, which also make up substantial
elements of the public sector's procurement requirements. In addition, the law has many
outdated provisions, which do not fit the requirements of a modem public procurement system
for economy, efficiency, equal treatment and transparency. Most egregious among these are a
pricing regime which requires bidders to express their bid prices as proposed percentage
discounts from a pre-defined and advertised estimated value which is calculated by the procuring
entities. For works contracts, procuring entities calculate estimated values using unit rates
published by the MPWS. Chapter 3 of this report has noted that this practice encourages
unrealistic bids and non-transparent decisions. Price escalation clauses and variation orders then
turn ostensibly competitive contracts into cost-plus arrangements which reward contractor delay.
There is strong reason to believe that this method of procurement, combined with target prices
that are based on incomplete project design, may help explain the large number of incomplete
public investments in Turkey. The economic costs of such inefficiency cannot be exaggerated.

7.41 The CPAR notes that the impact of the GPL on the economic expenditure of public money
is substantially reduced by the many exceptions to its application, including procurement
undertaken by the State Economic Enterprises (SEEs). There are also many deficiencies in the
detailed procedures and practices applied by procuring entities to the conduct of public
procurement. Chief among these is the Contractor Certificate ("camet") system operated by

122 This section draws on chapter 3 and the Country Procurement Assessment Report (CPAR) prepared by World Bank
staff in parallel with the PEIR.
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MPWS for certifying both contractors and individuals. The system is being routinely abused and
allows unqualified contractors to win contracts which they are unable to implement. There are
also weaknesses in the procedures used for assessing bidders' qualifications, inadequate
requirements for the advertising of bidding opportunities and excessive limitations on the direct
participation of foreign bidders.

7.42 Whilst the responsibility for conducting public procurement is fully decentralized to the
procuring entities, there is no central organization responsible for monitoring compliance with
the GPL. As a result, enforcement is weak and many breaches of the GPL go unnoticed. This
situation is exacerbated by the absence of any provision of specialist training in procurement for
public officials. As a result, the business community has little confidence in the ability of
procuring entities to apply the GPL fairly and accurately.

7.43 An improved procurement law is needed and an agency is needed to set procurement
standards and monitor compliance with them. A new procurement law should apply to public
sector procurement generally so that its provisions cannot be avoided by government bodies
operating outside the consolidated budget.

7.44 The CPAR makes detailed recommendations for development of the public procurement
legislation to address the range of weaknesses identified and to facilitate Turkey's objective of
harmonizing its procurement laws with the European Union. Some of the key recommendations
of the CPAR regarding reform of legislation, procedures and practices, and institutional
arrangements for enforcement are highlighted below:

* The drafting and submission to Parliament of a new national public procurement law
(based on the UNCITRAL Model Law on Procurement of Goods, Construction and
Services) should be a high government priority.

* The scope of the law should cover all public procurement for which budgetary resources
(such as the general and annexed budgets) and extra-budgetary resources are used.

* To complement these measures, a planned and progressive program of legislative reform
is likely to be needed in order to move Turkey's public procurement law, over the
medium term, towards harmonization with the European Union.

* The procedures for assessing bidders' qualifications should be radically overhauled to
separate the assessment of bidders' qualifications from evaluation of their bids, for
example by introducing a formal pre-qualification procedure.

* The Contractor Certificate system should be fundamentally reformed to ensure that
contractors' registrations correspond to their actual resources and capabilities. Abuse of
a "carnet" should be treated as procurement fraud, addressed in the Criminal Law and
sanctioned by disqualification.

* Transparency and access to information on public tenders should be enhanced by more
rigorous requirements on procuring entities to advertise tenders and to publish
announcements of contract awards.

* The public procurement law should include an improved bid protest mechanism, giving
bidders the right to lodge a protest with the procuring entity in the first instance and, if
necessary, to have administrative review of the protest undertaken by an independent,
non-judicial body.
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* The new public procurement law should provide for the creation of a central public
procurement office, reporting directly to the Prime Minister, with responsibility for
procurement policy, development of the legislation, monitoring enforcement and
conducting administrative review of protests.

* The Government should draw up a national strategy for training public officials at all
levels in procurement and should make such training available to all levels of the public
administration.

* The relationship of the GPL to the Criminal Law should be strengthened and stronger
sanctions should be inserted into the GPL for breaches of it, including temporary
disqualification and permanent debarment of bidders.

VI. ANTI-CORRUPTION MECHANISMS

7.45 Over the past few years, anti-corruption initiatives have been launched in a number of high
profile areas including banking, and public policy institutions such as TESEV have initiated
surveys to further strengthen these initiatives. Some important improvements have been made in
combating money laundering. In 1996, law number 4208 on the prevention of money laundering
was passed. It defines money laundering, identifies the functions of the Financial Crimes
Investigation Board under MOF and establishes penalties for money laundering. A regulation of
1997 explains how this law is to be implemented dealing in particular with customer
identification, the submission of information, the role of the banks and procedures for suspicious
transactions. These have been further elaborated in communiques and a regulation exists
explaining the duties and procedures of financial crimes investigation experts.

7.46 The Government now proposes to prepare a national strategy to improve governance and
combat corruption and has established a steering committee for the purpose composed to
representatives of the UT, Prime Minister's Inspection Board, the anti-money laundering unit of
the MOF, Ministry of Justice and the Ministry of the Interior. The strategy, to be prepared in
consultation with NGOs and wider civil society, is expected to be discussed at a conference to be
held in Ankara in September 2001 and published by end 2001.

VII. CONCLUSIONS

7.47 This chapter had the objective of evaluating whether various aspects of the government
financial management system provide accurate and timely feedback to provide the basis for an
effective system of financial accountability. It is clear that the present system has serious
inadequacies in this regard at every level of the process starting from the fundamental problems
of poor coverage of the full scope of government financial activity which are exacerbated
through significant weaknesses in budget preparation (the topic of earlier chapters ) and on
through budget implementation, control, accounting and reporting, procurement and external
audit which were evaluated in this chapter.

7.48 The government is in the process of launching a number of reform initiatives with regard
to most if not all of the areas of identified weakness. The challenge of implementation will be in
resolving the collective action problems inherent in such reform. While structural weaknesses
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are readily apparent and acknowledged within government, participants are reluctant to give up
their separate legal mandates. But given the serious economic and financial risks posed by the
current system, piecemeal adjustment will not provide Turkey with the tools it needs for good
financial management and accountability. Turkey has the resources, both material and human, to
do far better in this field. Moreover it needs to do so because better public financial
accountability will lead to improved economic management, lowered risk of economic crisis and
better public services.
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8. TOWARD MORE EFFECTIVE AND ACCOUNTABLE
GOVERNMENT

"In a world of uncertainty, no one knows the correct answers to the problems we
confront... The society that permits the maximum generation of trials will be most likely

to solve problems through time." 123

I. THE CASE FOR PUBLIC EXPENDITURE MANAGEMENT REFORM

8.1 The capital flight and crisis of confidence in government that was triggered in
February 2001 reflected deep rooted and widely held concerns over the quality of
political and economic institutions in Turkey and their capacity for responsible economic
management. Clearly, the constraints on decisive action imposed by coalition
governments is part of the reason for the loss of confidence. But the fault lines run far
deeper into public institutions that in principle should provide the basis for sound policy
decisions and effective implementation of government policy.

8.2 Budgetary institutions are fundamental to policy decisions and economic
management. When they are effective, they should help government to implement an
aggregate fiscal policy that is consistent with low inflation, stable and strong economic
growth and sustainable levels of public debt. Within the established fiscal constraints,
resources must be allocated to strategic priorities. And public agencies must be subjected
to accountability arrangements that encourage operational efficiency.

8.3 Turkey's budget system performs poorly on all three levels. The record of deficits
and inflation is testimony to the ineffectiveness of aggregate fiscal management. The
evidence from earlier chapters demonstrates that policies are neglected and poorly linked
to budgets. The tight input controls over budget implementation and lack of attention to
performance undermine operational efficiency. The strong conclusion that is suggested
by the weight of evidence is that Turkey's public expenditure management system is
more appropriately characterized by the paradigm of less developed countries rather than
the paradigm of the OECD.

8.4 Turkey's budgetary institutions are antiquated, the coverage highly fragmented and
procedures too inflexible to support the needs of a modem economy, far less one aspiring

123 Douglas C. North (1990), Institutions, Institutional Change and Economic Performance, p.81.
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to OECD standards. The need for a major budget reform is self-evident and is recognized
by the SAHC report.

8.5 Fiscal discipline must be institutionalized within the system to improve the
credibility of government and in to ensure the success of any anti-inflation program. But,
as numerous country experiences show, the ability to sustain fiscal discipline is
dependent on the ability to improve the quality of public expenditure, to ensure that
priority programs are identified and financed and that the efficiency and effectiveness of
public services is improved.

8.6 Fiscal discipline requires political commitment. But it is also clear that such
commitment is undermined by the fragmentation of the budget and the tolerance for off-
budget activities. Unless useful and comprehensive information on the full scope of
public revenues and expenditures is regularly presented to policy makers and
Parliamentarians, both fiscal discipline and good policy will be hard to sustain. And
improvements in the effectiveness of public services will remain out of reach in a system
that provides public agency managers with little scope for discretion and compels them to
resort to off-budget avenues.

8.7 Enhancing comprehensiveness of budget coverage to cover the general government
sector and including quasi-fiscal activities and contingent liabilities would clearly be a
priority action to enable improved fiscal discipline. The framework for debt management
needs to be strengthened to cover all sources of government debt and liability. Ensuring
that all general government expenditure is subjected to appropriate internal control and
audit and external audit is a complementary requirement.

8.8 The government is currently exposed to the twin hazards of policy inertia in areas
(such as the health sector) which require strong or focused government intervention and
ad hoc initiatives in other areas without an assessment of the justification for public
policy or anticipation of the fiscal consequences of such action. There is thus the need for
a process which forces alternative claims on expenditure to be evaluated against some
preconceived ranking of government priorities and in the context of a medium term fiscal
framework of likely resource availability. Clarifying and articulating the policy
objectives of government agencies, improving policy and budget coordination among the
central agencies and establishing better capacity at the Cabinet level to decide on budget
priorities are important institutional requirements to address this weakness.

8.9 The absence of clear policy priorities for agencies and the tight and inflexible
external control over agency inputs makes any notion of performnance or outcome-
oriented budgeting impractical. Line agencies see the excessive controls and
uncertainties of the budget process and the inadequate levels of budget financing as major
constraints to better performance. The example of Law 4306 suggests that even the
central agencies such as MOF and SPO implicitly acknowledge that achievement of
policy or program goals requires relaxation of central input controls. It is clear that the
introduction of moreflexibility in the budget system hand in hand with steps to strengthen
accountability for outcomes is critical to the improvement of budget effectiveness and
efficiency. Such reforms, which have been implemented in other OECD countries over
the past two decades, would also eliminate the main cause of budget fragmentation.
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8.10 Fragmentation of the budget creates a vicious cycle of fragmented information
which contributes to ad hoc policy formulation which, in turn, contributes to fragmented
budgeting and a disabling environment for agencies where performance and
accountability cannot be assessed. Efforts to consolidate at each of these stages will help
in making this into a virtuous cycle. Thus classification and accounting reforms that help
in consolidating information on public expenditure can help policy makers with a more
complete understanding on which to base policy design and budget allocations. There is
no necessarily unique sequence to such reform:- interventions that improve the clarity of
policy at a sector or agency level should help improve budget allocations and help
consolidate information. This perspective suggests that opportunism within a larger
design of reform is a helpful attribute to reforms that address the problem of
fragmentation.

Box 8.1: Drawing on Recent Analysis and Recommendations.

The Special Ad Hoc Committee Report

The recommendations of the commitfee provide boih a sweeping description of the scope of reform as wel
as a detailed listing of the actions and reforms needed to achievesystemic improvement in efficincyt of
resource use and transparency in the functioningbofthe public sector. The reportis recommendations cover
budget preparation, budget implementation, acounting, r,eportgand ex e classification,
Parliamentary oversight, audit, and.institution reforms. The vauof this work, undertaken by
goverMnent staff intimately familiar with the wealnesses of the current system' and wit a .irm
understading of internati,onal good practi.ce, cannotbe overstated. It provides an accrate: diagnsis and a
rich,menu of reform initiatives that are all necessary to PEMreform.

Fiscal Transparency Report

Some of the steps necessary totranslate the broad.agenda into a practical strategy have been provided by.
the- road ,map" prepared by the IMF a's part of its Fiscal Transparency report. The road map. provides
guidance as to sequencing of changes to budget cov.erage, budget preparaton, budget execution-
classification, accounting and reporting, audit and control, and the introduction of associated information.-
technology Many of the changes recommended would help strengthen the role of the budget in,':_,
establishing and maintaining fiscal discipline. Nevertheless, given the interdependency of the three levels,
the recommended changes to budget preparation will aso contibute greatly to .enablin more effci
decisions on:policy prioritiesmand in principle to better public sector pforman6c.

Both the report of the Special Ad Hoc Committee and the Fiscal Transrncy report tare- iortant
building blocks for the larger' design of PEM reform. The PEIR complements the work dne by these two
reports by providhig an-assessment of the procesthat governpo(licyformulatiot and prioritiation, the
processes that govern service deliver by line agencies through the casestudies fthe heath, e'ducaion a -n
irrigation agencies, and a more detailed assessment of financial management and accountability.

II. DEVELOPING A STRATEGY FOR EXPENDITURE MANAGEMENT
REFORM

Solving Collective Action Problems

8.11 At the core of effective budget management are the institutional arrangements
necessary to resolving the problems of the quintessential common property resource: the
public budget. As with all common property resource management decisions, the
institutional arrangements have to prevent free-riding and other forms of uncooperative
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behavior by agencies and individuals with a diverse set of objectives. Collective action
for a cooperative outcome is often difficult to achieve unless there is acceptance of rules
and restraints that are in the common interest of everybody and unless these are
reinforced by penalties and sanctions for violation of those rules.

8.12 The experience of the PFMP project underlines the importance of resolving the
collective action problems before launching a reform requiring significant elements of
cooperative behavior. It also underlines the need to ensure that the problem is not viewed
merely as a "budgeting" issue requiring technical solutions in the form of the introduction
of functional classification, accrual accounting, and other technical concepts.

8.13 Part of the solution lies in spending the time in developing a common definition of
the problem and bringing on board the various stakeholders in the budget process. Thus
an open participatory process for developing the problem definition and devising
appropriate remedies will contribute to more cooperative behavior in implementation.
Much of the technical work of the Special Ad Hoc Committee has done precisely this and
has built a fairly wide consensus on the problem definition. Nevertheless, while many
parts of government agree on the diagnosis of problems, there are still some agencies that
will need further convincing until a relatively robust collective agreement is achieved on
the remedies to be implemented.

8.14 Clearly, a broadly shared and easily understood vision of the objective of reform
can be a powerful instrument to resolve such collective action problems. The
development of a vision that reflects the interests and objectives of the critical
stakeholders is a clear priority for PEM reform. Adapting the vision to incorporate
current political and economic realities would be important to getting broad support for
reform.

8.15 Under the current circumstances, a vision such as "Effective Government" may be
a useful complement to the existing objective of price stability. The notion of effective
government offers the advantage that it can be used to motivate a broad range of public
sector reforms of which public expenditure reform is a core element.12 4 The vision might
be defined to incorporate the current strong public interest in anti-corruption and in
obtaining better value from public procurement. Getting strong political support for the
vision (from the Prime Minister and influential ministers in the Cabinet especially) will
help contain and correct the reluctance of powerful central agencies to undertake change.
While the need for political leadership from ministers of central agencies is clearly
important, effort to draw in ministers from line agencies is also vital since they have
much to gain both in ability to formulate and implement better policy, to be assured of
predictable budget allocations and to achieve sector objectives through reform of the
fragmented budget system.

8.16 To flesh out the vision, the strategic elements of a PEM reform program must be
developed following a similar collaborative approach. The participation of technical staff
in the line agencies who have an important stake in a more effective budgeting process
must also be harnessed to ensure that the reform is not reduced to a set of top-down

124 Singapore's budget reforms for example were an element of the Public Service for the 21Sg Century program.

130



central agency-defined technical fixes for which there is no support among line agencies.
At present, there is a great deal of dissatisfaction among line ministries and agencies with
the current processes for budget formulation and execution. Such tension is likely to be
enhanced by the continuing need for fiscal adjustment, which is the dominant objective of
the central agencies, and the budgetary needs of line ministries.125 It is clear that current
processes to resolve these conflicts must be improved and the credibility of budget
preparation restored if line ministries are expected to provide continuing support for
fiscal discipline. Thus the reform design must ensure that the perspectives of line
agencies are integrated from the beginning.

8.17 Seminars and discussions with senior officials in Turkey make it abundantly clear
that, while they are quite critical of the budget system, they would be looking for
improvements which gave their policy programs greater stability and enhanced
possibilities for managing for greater efficiency and effectiveness. They will be looking
for a budget process that they can trust more than they do today and in some cases they
will be looking for increases in freedoms from detailed central controls in order for them
to manage more effectively. On the other hand the Ministry of Finance and the Treasury
and the State Planning Organization will be looking for much greater transparency
around activities which need to be integrated into the budget and the financial
management system.

8.18 It should be possible for the government to take a sequence of steps along a path of
reform which enables ministers, central agencies and line ministries to all be in a better
situation than they are today. At the highest level of government a bargain can be struck
that makes all parties better off by raising the strategic and operational effectiveness of
government. A budget and expenditure management system which is more
comprehensive, better informed, more strategic, better at setting priorities and with its
controls adjusted in way that promotes greater effectiveness could do this. Box 8.2
describes reforms that have modified the French centralized budget system which is
relevant for the Turkish approach to these issues.

125 In the context of the draft budget for 2001, line ministries expressed dismay at the large shortfall in proposed
allocations relative to requested appropriations. This shortfall has intensified with a subsequent govemment
decision to further compress proposed expenditures through across the board cuts. Clearly such adjustments test
the willingness of line ministers to abide by the limits imposed and damages the credibility of the budget process.
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From Diagnostics to Reform Strategy

8.19 Corresponding to the "three level framework" that was useful to assess the
performance of the budget system in the earlier chapters, a three pronged reform strategy
is proposed that would address the compelling problems of the day - maintaining fiscal
discipline - (level 1); providing ministers, legislators and senior policy makers with a
reason for supporting longer tern reforn of institutional arrangements that improve the
basis for policy formulation and prioritization - (level 2) and building support from line
agencies and the broader public for PEM reform by infusing much needed operational
flexibility into the budget process that allows and encourages line agencies to increase the
quality of public services (level 3).

8.20 Appropriate sequencing of reformns should be driven by the initial conditions, the
existing state of knowledge and preparation, specific problems that require remedy, the
need to enlarge the constituencies for reform through practical demonstration of the
benefits from reform, and a recognition of the long lead times both in building support for
and making ready specific changes to organizational forms and functions and
amendments to fundamental legislation. Recognizing that institutional change is most
often incremental and "path dependent" implies that a good reform must be based on an
understanding of existing rules of the game and propose modifications that are not so
disruptive as to provoke excessive opposition to change. 126

8.21 The proposed three pronged strategy is based on the diagnostic assessment of the
Turkish PEM system and judgments about the appropriate ways in which to build a wider
constituency for reform. It draws on the experience of other countries that have initiated
PEM reforms from a similar starting point. The reform strategy was extensively
discussed within government in May 2001 and the final design is reported in the matrix
attached to the executive summary.

1. Strengthening Aggregate Fiscal Management

8.22 It is clear that the fragmentation of the budget is a major impediment to all aspects
of PEM: to aggregate fiscal management, to policy formulation grounded in a
comprehensive understanding of sector financing and to assessment of operational
performance by line agencies. The example of the health sector in chapter 4 provides a
compelling illustration of how fragmentation in the budget has fragmented information
and undermined effective policy formulation. But clearly fragmentation is a more
widespread phenomenon affecting all sectors as well as complicating assessment of the
fiscal stance and enforcement of fiscal discipline.

8.23 Extensive commentary on this fragmentation phenomenon over many years, a large
set of standing recommendations and a number of incomplete initiatives to improve
comprehensiveness of the budget make this the area where there is the greatest scope to
make quick progress and to lay the appropriate informational foundation for better
decisions across government. While some reforms in this area will have to be phased in
over a period of time and will require appropriate strengthening of capacity (notably

126 See "Institutions, Institutional Change and Economic Performance", Douglas C. North, (1990).
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fiscal risk management), or rationalization of roles and responsibilities (especially in the
audit area) there is the potential to make substantial progress with many ongoing
initiatives to expand coverage and improve fiscal accounting.

8.24 This leg of the reform strategy would broadly involve:

* Expanding the scope of the budget to provide information on the entire public
sector, with particular emphasis on the general government sector

* Improving the transparency of all fiscal operations

* Ensuring that accounting information is consistent and elements of accrual
accounting are introduced where appropriate

* Improving the coverage and effectiveness of audit and control instruments

* Upgrading budget classification and reporting

2. Building the Institutional Capacity for Formulating and Prioritizing Policies

8.25 As noted in chapter 6, disciplined sector policy formulation has atrophied in the
environment of high government turnover that has characterized Turkish politics over the
past decade and more. While the five year plans have attempted to fill this gap, they have
not been an effective instrument to enforce consistency in decision making by the
Cabinet.

8.26 If Turkey is to keep pace with developments in its OECD counterparts, then the
phased introduction of a medium term expenditure framework (MTEF) and its
accompanying institutional disciplines would provide the broad guidance for the reforms
that are necessary. The challenge is to achieve this through a sequence of pragmatic
reforms that address the current weaknesses and begin to channel policy and budget
decisions into a multi-year perspective grounded in a robust fiscal framework.

8.27 This aspect of the reform strategy should try to achieve the following broad
objectives:

* Strengthen the credibility of the budget preparation process

* Re-invigorate the capacity for policy forrnulation in sector and central ministries

* Establish the capacity for Cabinet to decide on policy priorities within a formal
medium term fiscal framework

8.28 The degree of uncertainty engendered by high and unstable rates of inflation poses
a practical challenge for introduction of a multi-year budget. Yet, the benefits of fiscal
management that are implied by the disciplines required for a MTEF may contain the
elements of a credible anti-inflation fiscal policy. In balancing these considerations with

134



a judgment about the capacity to implement a large agenda of reforms in 2001 and 2002,
a phased approach is recommended, with 2003 as the first to introduce a multi-year
budget, to be gradually expanded to a more conventional 2-3 year forward budget. Thus
2001-02 can be seen to be establishing the necessary infrastructure for a meaningful and
credible launch of an MTEF.

8.29 In parallel with efforts to consolidate general government expenditure, it is
important to revive the processes that contribute to better policy and budget formulation
by sector ministries and agencies and to strengthen Cabinet capacity to establish priorities
among them in the light of an understanding of the resource limitations over the medium
to longer term.

8.30 The problems of Cabinet effectiveness identified in 1965 still exist and need urgent
attention. 127 However, while there is clearly a need for an effective mechanism that helps
in setting the policy agenda and in managing the relationship of the executive with the
legislature there is a strong view within government that this is best addressed through
improvements to the current secretarial arrangements for the High Planning Council.
The specific steps to make concrete improvements to the functioning of Cabinet must be
urgently reviewed by a task force that should be required to provide specific practical
recommendations to enable the Cabinet to decide on policy priorities within a medium
term resource framework.

8.31 But Cabinet can only consider what is placed before it for collective consideration.
Ministers are constitutionally responsible for policies within their area of responsibility
although this responsibility, in many cases, has been neglected. Within ministries and
line agencies, the capacity to establish sector objectives and formulate policies to achieve
them will need to be revived. While each ministry has a department for research and
policy, these are currently viewed as inconsequential functions with little political clout
and anecdotal evidence suggests that these are viewed as departments to which
individuals are assigned when they are "put out to pasture". This situation has to be
radically transformed if good and strategic policy formulation, including the forward
estimation of the costs of new policy initiatives, is to become the norm across
government agencies. Thus efforts to improve line agency capacities in these areas are
vital to the ability to improve decision-making in government.

8.32 As a first step in this direction of improving the policy framework in each ministry,
the preparation of the 2002 budget could require ministries and agencies to submit a
statement of policy objectives, a description of the policy framework and the priorities for
budget allocation over the medium term. Key agencies that are selected to initiate budget
reform (see following section) should be required to develop a more comprehensive
statement of the sector policy framework and the costs of current policy commitments.

8.33 While policy initiatives should originate from the line agencies, it will be necessary
for the central agencies, notably the SPO, to review and critique such initiatives with a
view to ensuring that they are consistent with the broad development objectives set out in
the plan. Equally, the processes by which the costs of new policy initiatives and existing

127 "Organization and Functions of the Central Government of Turkey", Ankara, 1965.
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policy commitments are reviewed in relation to the forecast of resource availability will
need to be strengthened. A joint approach to such an evaluation undertaken by the SPO,
Ministry of Finance, Treasury and (where appropriate) the State Personnel Presidency
would ensure that a comprehensive evaluation covering overall development strategy,
budget and financing considerations is brought to bear to evaluate a policy initiative.
Such a review would provide the basis for a focused Cabinet (or relevant sub-committee)
discussion on the pros and cons of a policy initiative.

8.34 The introduction of a Budget Policy Statement, as recommended by the
SAHC report, would be a meaningful improvement if it is in fact based on the steps
recommended above to improve the basis for policy formulation and critical review. A
Budget policy statement should be the logical outcome of a disciplined process of policy
formulation.

8.35 The Economic Updates to be prepared by the central agencies under the leadership
of the SPO should be the basis for informing Cabinet about the resource availability over
the medium term within which the costs of new and ongoing policy will have to be
contained.

3. Improving Operational Performance by Public Agencies: Building on Law 4306

8.36 It is clear that inadequate information on agency budget ceilings and lack of
consultation during the process of budget preparation, severe under-funding of operations
and maintenance budgets, inflexibility in the implementation of budgets, high cost
procurement processes, and little or no focus on outcomes have contributed to poor
efficiency of resource use and sector outcomes that are unsatisfactory from a variety of
perspectives. The case studies of health and DSI provide evidence of the problems that
need to be addressed with regard to operational efficiency.

8.37 The previously cited report on the organization of government commented that
"poorly regulated centralism" was one of the causes of the inability of government to
direct its functions effectively.

"The particular conditions in Turkey necessitate the acceptance of
various public functions as central government functions, and in
many cases, acceptance of decision making at higher levels.
However, the acceptance of central government responsibility for
these functions must not be considered a reason for continuation of
extreme centralism which entails such handicaps as waste of time,
bottlenecks, lack of personnel, and slowness and which, for the
most part is centralism in form only. The more orderly
determination of matters that have to be brought up to Cabinet
level should be the starting point. Then there should follow such
measures as the turning over of responsibility to ministries or
authorized units in the ministries, and finally an increase in the
latitude allowed of local units of the central government
organization within a framework of definite principles. Together
with proper delegation of powers these constitute the main steps

136



towards reducing the rigid centralism as required by the conditions
of the country." (italics added)128

8.38 That centralism and excessive control remain constraints to performance is evident
from the assessment of this report and the Special Ad Hoc Committee's conclusions. It is
also implicitly recognized by government as demonstrated by the experience of the Basic
Education program which was introduced in 1997. A high level political commitment to
increase student enrolment through a policy of compulsory education for children in
grades 1 through 8 led to the realization that a large number of classrooms would have to
be constructed very quickly to provide the facilities required to ensure full enrolment.
Precisely because traditional budget processes were viewed to be an impediment to this
task, a special budgetary regime (defined by Law 4306) was introduced which featured:
assured funding through the earmarking of a new excise tax on alcohol, tobacco etc.; a
reduction in the number of visa approvals required to utilize these resources, a simpler,
direct procurement process bypassing the Ministry of Public works, construction
contracts that provided contractors with incentives for efficient completion of classroom
construction; and internal controls and ex post audit requirements that preserved the
safeguards for accountability. Early evidence suggests that all these changes have been
critical to dramatically improved performance in achieving the interim objectives of the
policy - i.e. expanding classroom capacity.

8.39 This example provides a compelling demonstration of the kinds of changes
that are required to be applied more generally as part of a PEM reform. It illustrates the
principle that is now being confirmed from OECD and other international experience that
having clear policy objectives, providing predictable funding and devolving authority and
responsibility for input management to line agencies while ensuring that the focus of
central agencies shifts to monitoring of outputs and outcomes is critical to improving
performance by public sector agencies.

8.40 The experience with Law 4306 illustrates the implicit recognition of this fact
by the Turkish authorities. Clarity of policy objectives was a critical success factor in the
case of the basic education program. The objective was simple and unambiguous (full
school enrolment of children ages 7-14), it was measurable and it could be quantitatively
related to interim goals (number of additional classrooms and teachers). Secondly, it was
recognized that the budgetary and financial control processes would have to be relaxed to
provide greater discretionary authority to the MONE to achieve these objectives - thus
external control over inputs was reduced and replaced with a greater focus on the target
interim outputs. While the application of this principle is limited to the investment
budget of one agency, and it may still be too early to announce the success of this
initiative to expand basic education given the number of other supporting actions needed,
it nevertheless provides a compelling illustration of the direction in which broader public
expenditure management in Turkey must proceed. 129

128 "Organization and Functions of the Central Government of Turkey", Report of the Managing Board of the
Central Government Organization Research Project, Ankara, 1965, p.36 0.

129 Clearly one principle that should not be emulated is the practice of earmarking a special tax in order to
provide predictable access to resources. Such predictability should be provided within the budget and will
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8.41 There is much to recommend a logical extension of the approach adopted with the
Basic Education program to a larger set of agencies. The fact that central agencies
themselves devised this approach in consultation with MONE is a very significant factor
that bodes well for the acceptance of this approach as a more general principle. In fact,
this would be the appropriate way to build on the learning from the experience of Law
4306 and extend its principles to a larger number of agency budgets. Whereas "ad hoc",
one-off approaches to problems have been the norm in Turkey, it is important to resist
the tendency to dismiss Law 4306 as being just a pragmatic solution to an immediate
problem without any relevance for the larger set of problems that exist with public
expenditure management. The principles underlying the reasoning that led to Law 4306
do apply to the generic problems of budget management in Turkey and must be applied
more generally. Absent this recognition, Law 4306 will become just another case of
fragmentation of budget procedures under special ad hoc procedures.

8.42 Clearly, the approach to budget reform across government must be carefully
prepared and specific knowledge developed regarding various kinds of institutions and
the appropriate way to rationalize budget and financial procedures. Those agencies that
are oriented to service delivery, such as the Ministry of Health, may require specific
arrangements that would differ from those, like the State Hydraulic Works, that are
largely investment agencies. In order to ensure that an "evolutionary" approach to
budgetary reform is undertaken, it is recommended that, over the next two years, with the
agreement and cooperation of a few selected ministries or agencies, there should be a
systematic attempt to apply principles of devolution of input control (i.e. providing
greater budgetary flexibility to line agencies) while developing the capacity to hold those
agencies accountable to the center for reasonably well defined outputs or outcomes. This
would resemble the French approach to relaxing central controls, increasing managerial
discretion to enable improved operational performance (see Box 8.2).

8.43 The approach that would be appropriate for Turkey could develop on the
experience of Law 4306 as well as draw on the French gradual reforms and the "hurdle"
approach adopted in Thailand. To ensure manageability of the reforms, between three to
five agencies might be asked to "volunteer" for this reform scheme which would
introduce similar management devolution, commencing in the fiscal year 2002. The
basic idea would be to delegate some of the controls on managers which are exercised at
present by ex ante external control over inputs by central budget agencies (notably MOF,
SPO and TCA), to senior line agency managers. In other words, this passes the location
of certain controls from the central managers to the line managers. Before such a transfer
of control is undertaken, "reform volunteer" agencies would be required to establish the
necessary management control systems internally by achieving the "hurdles" defined by
the central agencies. There would still be external accounting oversight and audit but it
would be exercised ex post on classes of transactions and at a high level - although
external auditors could still review the details of particular transactions if they thought
that necessary.

require significant changes to the budget preparation process and a better assessment of the cost of overall policy
commitments of government.
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-Box 8.3: PerformanceManagement in Singapre

A long tadition of fiscal discipline and sizeable surluses did not prevent Singapore from implementing
far reaching reforms to budget management driven by a quest for greater efiency. Te Block Vote
BudgetsAllocation was intoduced in 1989 to overcome the inefficiencies due to :a centrally controlled
program budget system. The system featured central determination of the :size of the allocation to
ministries- and limits on the growth. of recurrent expenditure but dis4retion to a in managig the
totals. The 1991 introduction of an WMS and intenial acual accounting enabled managers and plicy
makers to determine. te true cost of der .and proms. C. onhc , the governmnt began
publishing a number:of pforingoace nhich by 1995 numberd- 378 .- including cost measures,
intermediate indicators suh-as- oututsn. worki adsand measuires of otcomes or benefits.
Adinitatie department performance is meaiured, for ex. by cost per immigration document issued the
workload of ie fire departent is measured for ex. by the number of fir incidents per 10,00 dweings
and ihe number of road acidenits per 10,X00 vehicles measures the eftiveness oftraffic police. ii 1996
the government fomnally introduced the Budgeting for Results prograni wich converts departinents into
autonomous agencies and subjects em to output based budg.

Source: David Seth Jones "Recent Budgetay Reforms in. Singapore", Jounial of Pub. Budgeting,
Accounting and Fin. Management, Summer, 1998

8.44 The reform exercise might also reveal some controls which are not necessary to be
exercised at any level and are counter-productive. The provisions that constrain the
freedoms of managers lie both in government-wide legislation for financial management,
human resource management and audit and also in specific sector legislation. Each
reform volunteer agency is likely to need a comprehensive examination of both kinds of
provisions.

8.45 Both institutional theory and practical experience internationally show that the
conditions for success in terms of improved performance from this kind of devolution
depend on:

a) the nature of the service, especially in terms of whether outputs and or
outcomes are observable;

b) the level of political and public interest in the details of service delivery;

c) whether the operating units have a clear sense of mission and a strong
organizational culture which supports that mission; and d)

d) whether the operating units have management systems and processes in place
which enable managers to do their jobs effectively.

8.46 The central agencies and the control and audit institutions should work to reach a
consensus on the criteria or "hurdles" that will be used for granting delegations or
exemptions from controls, the reporting requirements in terms of performance and
accountability and the way in which resources will be allocated to the pilot organizations.

8.47 Once volunteer agencies have met the required standards of internal control
capability, the MOF should provide agreed block budget allocations for activities that are
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linked to specific performance objectives. As volunteer budget reform agencies agree to
achievement of performance objectives a process of regular evaluation and reporting on
such performance should be prepared by SPO and provided to the Cabinet as feedback
on the benefits of reform and the reasons for under-performance, if any. Overall this will
help introduce a performance feedback to Cabinet decisions, communicate that this is not
only a "technical" matter of accounting and budgeting, and will strengthen support for the
overall PEM reform program. The reports should subsequently be shared with
Parliament and the public and disseminated through other public fora.

III. CHANGE MANAGEMENT

8.48 There are public sector reform programs in many countries that have failed because
of insufficient attention to the practicalities of managing change. Reform is not attractive
for its own sake but must be seen more widely as having a clear purpose which is easier
to demonstrate if a sequence of practical steps are taken, which both solve problems
today but leave behind stronger institutions to address future issues. Because there is
always resistance of some kind it is important to build political support for change both
by demonstrating the weaknesses of the current system and by setting in train a sequence
of developments, which can be shown to be addressing those weaknesses.

8.49 It bears repeating that the program should be designed to address specific short run
issues for the government and should be seen to be making a valuable contribution to
their resolution. It is important not to do reform just for its own sake or the process will
quickly run out of political support and the enthusiasm of managers will dissipate, as has
happened in many other countries.

8.50 As noted earlier the program of reform with all the elements above should be
launched and managed as a coherent initiative with well-defined steps and specific goals
for the short-term initiatives in addition to a longer term and more general vision of the
future of public management in Turkey. Experience elsewhere shows that it is necessary
for senior ministers and top officials to share commitment to the changes and to be
supported by a dedicated team of well-qualified individuals to do the staff work. In some
countries the prime minister allocates the responsibility for reform to a particular minister
and this approach may be appropriate for Turkey.

Links to Other Aspects of Public Sector Management

8.51 The experiences from the reform volunteer projects could be evaluated after one or
two years to feed into a parallel work stream of consideration of changes to the central
budget and other government-wide policies. The top-down work on these policies should
be brought together with the practical experiences of line managers and the results of the
volunteer reform projects to develop new laws that control the public finances and the
wider public sector management framework.

8.52 As noted in various parts of this report, fragmentation has also contributed to
organizational confusion and loss of conceptual clarity regarding the management
framework for the public sector. It would therefore also be necessary for government to
review, rationalize and clarify the organization of the broad public sector. This would
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provide a structural basis on which to consolidate the financial accounts of the public
sector and ensure appropriate reporting and accounting relationships.

8.53 Such a review could be undertaken drawing on the experience of the pilot projects
and used to develop on a government-wide basis a small set of uniform management
frameworks into which all government operations could be placed. These alternative
forms of public organization would reflect the accumulated experience of what
combination of governance and management structures and processes best promote
performance in different classes of activity. Typically countries have ministries and
departments, semi-autonomous organizations of several kinds and public enterprises.
While the details of any particular organization can be tailored to some extent to the
specific requirements there is great benefit in terms of transparency and efficiency from
using familiar management frameworks as a basis from which to begin.

IV. CONCLUSIONS

8.54 Political instability, which has undermined the quality of policy formulation, and
the complexity of the budget system, with its various off-budget funds and earnarking
practices, impose a severe handicap to effective management of govermment. Left
uncorrected, it exposes Turkey to the continuing risk of fiscal instability and declining
public sector productivity and constrains long term development prospects. There is
growing recognition of this fact at the technical level but the understanding has yet to
percolate to the political level. Political understanding and support for the necessary
reforms is vital to a successful effort to make budgeting a tool that supports govermment
policies and programs.

8.55 Building on the diagnostic analysis of the earlier chapters, this concluding chapter
sought to outline an approach to reforms that responded to the specific weaknesses
identified, drew on approaches to budget reform that have been successful in a number of
OECD countries, and proposed suitable adaptations to recent initiatives in Turkey, such
as law 4306.

8.56 Drawing on the theory of institutional change and judgments regarding the
approach that would best suit current circumstances in Turkey, a draft three level strategy
was proposed drawing on the recommendations of this and earlier chapters of the PEIR,
the Special Ad Hoc committee report and the Road Map prepared as part of the Fiscal
Transparency Review. The draft strategy featured relatively short term technical
improvements that would significantly improve the capacity for fiscal discipline,
medium-term institutional reforms at the center of government that would over time
improve the quality of policy decisions and articulation of budgetary priorities, and long-
term budget reform initiatives that would be confined to agencies that volunteer for a
more performance oriented approach to budgeting. The draft strategy was extensively
discussed with the PEIR counterpart team in May 2001 and modified to take account of
ongoing initiatives and pragmatic considerations with regard to timing and organization.
The final PEM reforn strategy was based on a high degree of consensus and is described
in matrix tables (Table ES.3) attached to the executive summary to this report,.
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8.57 It is clear that consolidating information will generate very large benefits to all
aspects of public sector management, most notably to measuring and managing
aggregate fiscal policy. Attention to improving the institutional arrangements to prepare
policy proposals and to gradually introduce a medium term perspective to Cabinet
decisions would then be able to take advantage of the improved quality of information
and also generate an ongoing demand for such information. And the third leg of the
strategy is important both to introduce a hitherto absent focus on performance into the
budget system, as have many OECD countries, but equally to begin to phase out the
incentives for fragmentation created by the rigid centrally controlled budget. The sum
total of these reforms, together with a supportive political leadership, would significantly
boost the effectiveness of government in many dimensions and in particular, provide the
discipline to build on the current structural reform initiatives. Therein lies its importance.
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Annex

Methodology For Consolidating General Government
Accounts

1. The PEIR sought to construct and analyze the "General Government" as providing
the most appropriate unit of budget analysis. Existing sources of government financial
statistics in Turkey provide the basis for this exercise. The MOF presents information on
the central government in the form of the budgets of the general and annexed budget
agencies (together termed the "consolidated budget"). These budgets offer only a partial
view even of central government fiscal operations since they do not account for the full
fiscal activities of non-budgetary funds, social security institutions, autonomous agencies,
and revolving funds. They also exclude all reference to quasi-fiscal operations.

2. The SPO presents a more comprehensive picture of the public sector covering the
central and local governments and the financial and non-financial state economic
enterprises. There is no formal presentation of the central government - instead there is
the "consolidated budget" and SPO separately includes extra-budgetary funds, social
security institutions and autonomous agencies (which it confusingly refers to as
"revolving funds". The 3000 revolving funds are not incorporated into the SPO
accounts.). Local government accounts are also presented separately

3. In using these sources as the starting point for estimating the general government,
the PEIR sought to: (a) achieve full coverage of all relevant general government entities
consistent with the GFS definition, (b) achieve full coverage of all non-budgetary funds
and revolving funds, and (c) construct dis-aggregated accounts of the central
government, non-budgetary funds, autonomous agencies, and local government
indicating the pattern of expenditure by economic classification. For the purpose of
establishing the trend in general government expenditure this exercise excluded the
quasi-fiscal activities carried out by units outside general government (including the
quasi-fiscal activities of the financial SEEs such as Halk Bank and Ziraat Bank).

4. The main challenges to constructing such a database were: i) the lack of consistent
definition of important entities such as revolving funds and non-budgetary funds, ii) the
lack of sufficient time series information on revolving fund revenues and expenditure.
Once these issues were conceptually resolved, the main challenge was to ensure that
transfers between the various entities were appropriately netted out in preparing a
comprehensive general government accounts. The effective netting out of transfers
among general government entities should leave a residual amount that signifies transfers
to entities outside the general government. Whereas the government's presentation
includes interest payments under transfers, the PEIR presents interest payments as a
distinct item and transfers therefore refer to agricultural subsidies, tax rebates, grants and
related payments to non-general government entities. The accounts of the social security
institutions are presented on a gross basis, and premium payments are not netted out.
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5. For the purpose of the analysis in this report every effort has been made to
consolidate information to derive an estimate of general government expenditure and
revenue consistent with the schematic indicated in chapter 2. Where data availability
poses limits on dis-aggregated accounts, as with the functional classification of
expenditure, analysis has been limited to the central governnent's "consolidated budget"
presentation. Where appropriate (as in the analysis of public investment in chapter 3)
state economic enterprise expenditure has also been added to the general government
expenditure to derive an estimate of the non-financial public sector.

6. Methodologically, the consolidation of general government requires careful
treatment to ensure that full coverage is achieved while at the same time properly
attributing revenues and expenditure to the budget of the agency or unit of government
responsible for that activity. What is being sought is not just an aggregate "size of
general government" measure but also a measure of the relative significance of different
units of general government. The consolidation of expenditure and revenue therefore has
to ensure correct treatment of transfers.

7. The system of transfer payments in Turkish public sector is complex. The item
"transfers" in the budget and in the accounts of other levels of government (local
government and funds) is somewhat misleading. While the central government makes
transfers payments to other public units such as extra-budgetary funds, local governments
and social security institutions, these units also make transfer payments to the budget. To
avoid double counting, transfer payments from the budget to other institutions have been
deducted from the central government figures. By doing this, the item "transfers" by the
budget reflect only subsidies, tax rebates and other transfers to households, private firms
and public agencies (including state enterprises) outside general government. Similarly,
spending made on behalf of the budget and transfer payments to the budget have been
deducted from the rest of the public sector.

8. Table A.1 below shows the original presentation of the consolidated budget vis-a-
vis the adjusted statistics applying this netting out principle. Current transfers from the
budget and to the budget are netted out. The same is done for the case of capital
transfers. In this example, transfers to SSIs, EBFs and State Participation (indicated by
the bold figures in the original column) totaling TL 3,912 trillion are netted out of the
original transfers item to derive the adjusted total of TL 23,843 trillion for the
consolidated budget. Similar netting out of intra-government transfers for the local
government, non-budgetary funds, social security institutions and autonomous agencies
results in the estimate of general government expenditure for 1999 of 36,005 trillion TL,
corresponding to the aggregates reported in table 2.1 above. Because a complete time
series for the expenditures by the approximately 3000 revolving funds could not be
found, the expenditures under revolving funds were reported as a memo item in table 2.1.
In principle these should be considered part of general government expenditures.
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Tible A.l: ConaoiidatedBudget, 19m(Tril)ons ofdTL)
Original Adjusted

Total 1Cxpenditurt 275755 Totailxpenditure 23,S43
Non interest expenditure :17,034 Current Expen4iture 22,442

Personnel 6,98: Personnel 6,90.
Other Current - 2,175 Other goods and services 2,175.
Transfers 6,550 Transfers & subsidies 2,63S

Social Security 2,750 Interest Payments 10,721.
EBFs 986 Capital 1,401 .

- State Participation 176G
Agricultural Subsidies 226
SEEs 417
Banks Duty Losses 0
Tax rebates 1 ,60
Other 835-.

Investm ent - 1401l- ----
Interest Payments 10,721

Foreign Debt 896
Domestic Debt 9,825

Illustration Of Consolidation for 1999

A more detailed description of the consolidation process is described below and in the
accompanying tables.

1. Each table shows the original presentation of the government's operations vis-a-vis
the adjusted statistics. Current transfers from the budget and to the budget are netted
out. The same is done for the case of capital transfers. Transfers payments under
social security institutions reflect insurance expenditures. The first set of tables
shows our consolidation based on the detailed account presentation by the MOF, SPO
and Treasury.

2. The last two tables show our consolidation vis-a-vis SPO's presentation of the public
sector. There are two main differences. The first one is that we do not include public
enterprises under the definition of general governnent. The second one is the
treatment of social security institutions. We report spending by social security
institutions on a gross basis. Premium payments are not deducted from insurance
payments.
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Table A.2:1999 BUDGET OPERATIONS

Total Expenditure 27,755 Total Expenditure 23,843
Non interest expenditure 17,034 Current Expenditure 22,442

Personnel 6,908 Personnel 6,908
Other Current 2,175 Other goods and services 2,175
Transfers 6,550 Transfers & subsidies 2,638

Social Security 2,750 Interest Payments 10,721
EBFs 986 Capital 1,401

State Participation 176
Agricultural Subsidies 226
SEEs 417
Banks Duty Losses 0
Tax rebates 1,160
Other 835

Investment 1,401
Interest Payments 10,721

Foreign Debt 896
Domestic Debt 9,825

Table A.3: 1999 EXTRA-BUDGETARY FUNDS

Total Expenditure 3,257 Total Expenditure 2,109
Current Expenditure 1,827 Current Expenditure 1,358
Transfers 724 Personnel 7

of which: to the budget 415 Other goods and services 372
Interest 4/ 670 Transfers & subsidies 309

Other current expenditure 433 Interest Payments 670
of which: personnel 7 Investment 498

Capital expenditure 1,044 Capital Transfers 254
Investment 498
Capital transfers 546

of which: to the budget 250
to other funds 42

Net lending 386

Table A.4: 1999 LOCAL GOVERNMENTS

Expenditures 3,773 Total Expenditure 3,431
Current Expenditures 2,370 Current Expenditure 1,964

Transfers 700 Personnel 977
Budget 349 Other goods and services 478
EBFs 45 Transfers & subsidies 294
other funds 12 Interest Payments 215

Interest 215 Investment 1,403
Personnel 977 Capital Transfers 63
Other Current 478

Capital Expenditure 1,403
Fixed Investment 1,403
Inc. in fixed assets 63
Capital Transfers 63
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Table A.5: 1999 SOCIAL SECURITY INSTITUTIONS

Original Adjusted

Total Expenditure 7,025 Total Expenditure 6,568
Insurance expenditure 6,438 Current Expenditure 6,541

Retirement expenditure 5,266 Personnel 103
Health expenditure 1,172 Other goods and services n.a.

Expenditures on behalf of budget 300 Transfers & subsidies 6,438
Other expenditures 261 Interest Payments 0

of which: interest expenditure 0 Investment 26
Investment 26

memo:
Wages and salaries 103

Table A.6: 1999 ADJUSTED GENERAL
GOVERNMENT EXPENDITURES

Total Expenditure 36,005

Consolidated Budget 23,843
Extra budgetary Funds 2,109
Autonomous Agencies 54
Social Security Institutions 6,568
Local Governments 3,431
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Table A.7: State Planning Organization - 1999 Government Operations Presentation

'Total Consolidated Extra-Budgetary Revolving Social Security Local StateOwed
Expen00000--0 \ t:f0ditu:res:0 Budget00 FundsP5 0 Funds' I nstitutions ; Government Etps

Total Expenditures 31,862 26,185 1,844 54 (2,161) 3,914 2,026

Current Expenditures 10,819 8,985 378 - - 1,455 -

Investment Expenditures 5,146 1,830 498 54 26 1,391 1,346

Fixed Capital Investment 5,248 1,830 498 54 26 1,403 1,436

Changes in Stocks (102) - - - - (12) (90)

Transfer Expenditures 14,920 15,370 968 (0) (2,187) 1,053 (283)

Current Transfers 14,158 14,862 655 - (2,190) 915 (85)

Other Transfers 762 508 312 (0) 3 138 (198)

Stock Revaluation Fund 977 - - - - 14 963

1/ SPO defines revolving funds to a set of autonomous agencies, which are different from the 3,000 revolving funds monitored by the MOF.

Table A.8: Adjusted 1999 General Government Expenditure

Total Expenditures 36,005 23,843 2,109 54 6,568 3,431

Current Expenditure 32,306 22,442 1,358 0 6,541 1,964

Personnel 7,995 6,908 7 0 103 977

Other goods and services 3,025 2,175 372 0 n.a. 478

Transfers & subsidies 9,680 2,638 309 0 6,438 294

Interest Payments 11,606 10,721 670 0 - 215

Capital 3,382 1,401 498 54 26 1,403

Capital Transfers 317 0 254 0 - 63
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