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ABSTRACT

Although each new administration claims to craft its own budget, in reality, spending

plans always follow the choices made by its predecessors. To evaluate how much of a

country's current budget is allocated to projects that do not need congressional approval

or, more technically, to mandated expenditure programs, the fiscal democracy index

was created. The Fiscal Democracy Index is calculated by subtracting mandatory

spending and debt interest from total government revenues. The number reflects the

amount of money left over from taxes that can be used for discretionary government

programs. The ratio of the remaining public revenues to the total public revenues is the

fiscal democracy indicator. Yet, tax expenditures may occur at any time during the Keywords

fiscal year. Tax expenditures, on the other hand, are not always held to the same Fiscal Democracy,
standards of transparency and accountability as other types of government spending. Tax Expenditures,
In this study, which aims to examine fiscal democracy in Turkey by deeming the impact Budget.

of tax expenditures, we observed that Turkey's fiscal democracy index might be higher

when considering tax expenditures. As a result, reducing tax expenditures will increase JEL Classification
fiscal democracy. E02, E60, H20, H72
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1. Introduction

Budgets are not just technical papers that give estimates about a country's future spending
and prospective sources of income collection; they are also political records that demonstrate how
and in what direction budget decisions are made. Although each new government claims to make
its own budget decisions, all budgets reflect the policies of the governments that came before them.
Expanded government commitments by previous governments have been shown to cause fiscal
pressure and reduce policy flexibility (Pierson, 1998: 546; Rose & Davies, 1994). There is very
little leeway to adapt to new difficulties and possibilities without breaking earlier public promises,
and the situation has been well defined as "dead men rule over us" by Steuerle (2014) to underline
how the rules of former legislators restrict the fiscal decisions of today. It was Eugene Steuerle
who originally used the phrase "fiscal democracy" to describe this system (Steuerle, 2008). Equal
voting rights and having our elected representatives vote on national matters, according to Steuerle,
are essential to democracy. Many recent legislation aim to limit our power to establish priorities,
yet the majority of today's tax increases have already been committed by previous lawmakers to
pay for the rising costs of today's pre-committed expenditure programs. In this regard, Eugene
Steuerle and Timothy Roeper created the fiscal democracy index to assess how much of a nation's
budget's current resources are already pre-committed to initiatives that do not need congressional

approval, or, more precisely, to mandated expenditure initiatives (Steuerle, 2010 p. 877; 2014).

On the other hand, tax expenditures are always a possible fact that can occur throughout the
budget year. In the current fiscal literature in Turkey, the issue of tax expenditures is largely
included in the fiscal law literature. Some recent studies produced in this literature discuss tax
expenditures focusing on the functions and principles of taxation. Giray (2002) pointed out the
effect of tax expenditures in the field of expenditure taxes on purchasing decisions; Ferhatoglu
(2005) indicated the high tax expenditures in the field of corporate tax, and the importance of
reporting the loss of tax revenue; Kayalidere & Ozcan(2012) showed the increasing trend of tax
expenditures in the field of income tax; Oztiirk (2016) criticized the fact that some exemptions and
deductions on wage income are not included in the tax expenditure lists; Giray & Omiir(2019)
claimed that the tax expenditures in the inheritance and gift tax do not serve economic and social
purposes and are contrary to the principle of fairness in taxation. In addition, there have also been
studies that discuss tax expenditures in the context of fiscal transparency and conformity with the

Constitution (Batirel, 2013) and fairness in taxation (Aydogan, 2017; Karas & Hayrullahoglu,
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2021). In addition, there are studies that analyze how tax expenditures have evolved over time and
identify general trends (Erigok, 2019; Kaya & Giilsiin 2020; Buhur, 2019; Sandalci, 2019), focus
on the economic effects of tax expenditures (Sarag, 2010), and evaluate tax expenditures within
the framework of efficiency in taxation (Ozdemir et.al., 2019; Celik, 2019). In addition, there are
also studies that analyze tax expenditures on a sectoral basis. In their study on tax expenditures on
the agricultural sector, Igmen and Karabacak (2020) drew attention to the low tax expenditures on
the agricultural sector in Turkey and stated that tax expenditures on the agricultural sector, which

has a significant share in both GDP and employment, should be increased.

Apart from these, there have also been studies analyzing tax expenditures in terms of
income distribution and it has been found that tax expenditures increase income inequality (Kurt
& Celikay, 2020) and have limited impact on fair income distribution (Kilc1 & Karaca, 2019). To
summarize, the issue of tax expenditures is largely covered in the fiscal law literature in Turkey,
and this study approaches the issue of tax expenditures from a new perspective such as fiscal
democracy and brings a new perspective. Therefore, this study aims to discuss fiscal democracy
for Turkey by adding tax expenditures. For this purpose, the evolution of fiscal democracy will be
questioned and re-assessed after considering the tax expenditures in the remaining public revenues.
Moreover, we shall monitor the answer to this question: In which way would the fiscal democracy
index has been affected if tax expenditures had not existed and public revenues had included

forgone revenues?

To this end, the first part of the study introduces the concept of fiscal democracy and the
index and discuss whether tax expenditures are counted as mandatory or discretionary expenditure.
Second part of the study provides a review the recent studies on fiscal democracy in Turkey. It
presents their differences from this study in terms of the data they use, FDI calculation methods,
and the results they reach. Then, the course and scope of tax expenditure forecasts in Turkey for
the 2015-2021 are analyzed. The third and final section analyzes the evolution of FDI when tax

expenditures are included.
2. Tax expenditures: Mandatory or Discretionary?

As mentioned above the fiscal democracy index is developed by Steuerle and Roeper to
assess how much of a nation's budget's current resources are already pre-committed to mandated

expenditure initiatives. According to the fiscal democracy index calculation method (see formula
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1 below), mandatory expenditures and debt interests are subtracted from the total public revenues.
The result shows us the remaining public revenues that can be used to finance discretionary public
expenditures. Indeed, fiscal democracy is mostly about how flexible financial resources are;
therefore, it can be measured by the amount of tax revenue that does not have to be used to pay for
obligations made in the past. This is the amount of tax revenue that could, in theory, be used for
new, chosen purposes (Streeck & Mertens, 2010). The ratio of the remaining public revenues to
the total public revenues constitutes the fiscal democracy index. If the 'fiscal democracy index' is
negative, it indicates that governments do not have sufficient revenues to finance discretionary
expenditures. On the other side, a positive index indicates a sufficient amount of revenue left after

mandatory public expenditures.

Mandatory Expenditures +Interest

Fiscal Democracy Index = [1 - ] x 100 (1)

Total Public Revenues

The Steuerle-Roeper fiscal democracy index primarily differentiates between mandatory
(required) and discretionary (optional) government spending. Examples of mandatory expenditures
that are rarely put to a vote are spendings made in response to applications for social security or
unemployment insurance, or the cost of medical care provided under government health care
programs (Streeck & Mertens, 2010 p. 6). On the other hand, discretionary spending is what the
government does with the money after paying for necessities like defense and interest on the
national debt (Streeck & Mertens, 2010 p. 7). In other words, there are specific programs, known
as "mandatory programs," that make payments annually regardless of whether or not the legislature
acts on the matter, while other programs require annual appropriations (Streeck & Mertens, 2010
p. 6). One aspect of the FDI is the discretionary spending power of the government, which refers
to the ability of the government to allocate funds towards specific projects or initiatives without
being constrained by predetermined budgets or regulations. In this context, discretionary spending
is often expressed in terms of government revenue because it provides a way to compare the amount
of discretion that different governments have over their spending. By expressing discretionary
spending as government revenue, it is possible to see how much of a government's total financial
resources are available for discretionary use, which can provide insight into the government's
overall fiscal flexibility and the extent to which it can respond to changing circumstances or

priorities.
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When we discuss whether tax expenditures should be considered as mandatory or
discretionary expenditures, Steuerle's explanations are instructive. As to mandatory expenditures,
Steuerle proposed that since the largest and most crucial tax subsidies are also permanent, they
should be considered mandatory expenditures (Steuerle, 2012 p. 149). Accordingly, tax reductions
and increases in mandatory expenditure diminish the government's budgetary slack and raise the
proportion of the budget that is more under the control of former legislators than current ones
(Steuerle, 2012 p. 149). Undoubtedly, this situation also reduces fiscal democracy. In other words,
mandated expenditure is determined by the formula or standards specified in the legislation rather
than by regular appropriations. The expenditure plan from the previous year therefore applies to
the current year, unless otherwise specified. They also found that reductions in tax revenue, coupled
with increases in mandatory spending (such as interest on the debt), dampen fiscal democracy.
Additionally, they discovered that tax cuts and mandatory spending increases, including debt
interest, both undermine fiscal democracy (Steuerle, 2012 p. 150). In this sense, tax spending is
considered a mandatory expense by Steuerle-Roeper. Yet, mandated expenditure may differ
depending on the budgetary and legal framework of the country. This may cause the indicators and
expenditure items included in the index to differ from country to country. Therefore, this makes it
difficult to make cross-country comparisons, calls into question the reliability of the index and
constitutes one of its limitations. To create a genuine fiscal democracy index for any country,
mandatory expenditures for that country must be determined. Discretionary expenditure, on the

other hand, is not bound by annual or other periodic commitments.

As for the case of Turkey, according to Turkish tax law, a tax expenditure is the loss of tax
income that results entirely from a legal provision. Tax expenditures include tax exemptions and
exceptions, reductions, credits, low tax ratios, and tax deferrals. Due to the legal basis of tax
expenditure, legislative permission by parliament is required. Moreover, individuals and interest
groups can influence politicians through democratic processes and enable the determination of
different tax liabilities (Wagner, 2002). Consequently, in Turkey's context, tax expenditures can be
counted among discretionary public expenditures because they can be re-determined during the
year, much like annual or periodic appropriations. Furthermore, tax expenditures are defined as
income loss for the state through uncollected taxes based on a law to realize economic, social, and
environmental objectives (Gelir Idaresi Baskanlig1, 2021). The Revenue Administration estimates

and shares tax expenditures annually as a section in the central administration budget. This study
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addresses the question of what the budget revenues would have been in the absence of the funds

lost to tax expenditures and what the impact would be on fiscal democracy.
3. Fiscal Democracy in Turkey: Some Recent Studies

There are specific recent fiscal democracy index calculations for Turkey (Table 1). Akga,
Yurdadog, and Bozath (Akca et al., 2019), calculated the fiscal democracy index for the years
between 1950-2018. Their analysis considered the general state balance data rather than central
budget data because they found it more comprehensive and healthier since the general state balance
includes social security institutions and local governments. Therefore, based on the economic
classification system, they distinguished current expenditures, transfer payments, and interest
expenditures as mandatory and investment expenditures as discretionary spending. As a result, they
found that Turkey’s Fiscal Democracy Index shows a fluctuating trend for the period mentioned
above. Moreover, according to their assessment, the Fiscal Democracy Index has lower or negative
values, especially during military coups, political crises, and economic and financial crises. They

found a decreasing trend for the period after 2015, the period covered in this study as well.

Ulusoy and Ela (Ulusoy & Ela, 2021) published another recent study, and they examined
fiscal democracy for the period 2010-2019. Unlike Akga et al., in their analysis, they used central
administration budget data to calculate the fiscal democracy index. As to mandatory expenditures,
they stated that it is challenging to identify mandatory expenditures for Turkey since all budget
decisions need to be approved by the Turkish National Assembly. They applied the IMF’s
categorization of flexible and rigid budget expenditures to overcome this difficulty. Therefore, they
consider not only current expenditures but also personnel expenditures, social security
contributions, health expenditures, appropriations for local governments, and subsidies for state-
owned enterprises as mandatory expenditures. Finally, considering Stuerle (2012), they counted
interest payments as mandatory expenditures. They found that the Fiscal Democracy Index for
Turkey shows fluctuating trend due to the economic conjuncture, and it takes positive values at the
period inquired. Furthermore, they also recognized that eliminating mandatory spending and tax
expenditures resulting from political legacy is very difficult for current decision-makers (Ulusoy

& Ela, 2021: 112). Besides this, they also detected a declining FDI after 2018.
Table 1

Fiscal Democracy Index Calculations for Turkey
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Authors Period Data Mandatory Expenditures FDI
Akga, 1950-2018 | General 1- Current Expenditures a fluctuating trend between
Yurdadog Government 2- Current Transfers 1950-2018 (during military
and Bozatly, Balance 3- Interest Payment of Public Debt coups, political crises and
2019 (Tax Revenues / Rigid Expenditures) economic and financial
crises lower or negative
values)
Decreasing trend since 2016
(Akga et al. 2019: 141)
Ulusoy and | 2010-2019 | Central 1- Personnel Expenditures Fluctuating due to economic
Ela, 2021 Administiration | 2-Appropriations for Social Security conjuncture but Positive
Budget Institution from Central Administiration between 2010-2019
Budget
3- Current Expenditures (Goods and Decreasing trend since 2018
Services)
4- Interest Payment of Public Debt
5- Health Expenditures
6- Appropriations for Local Governments
7- Subsidies from central government for
State Owned Enterprises.
Ulusoy and | 2006-2020 | Central 1- Personnel Expenditures a fluctating trend between
Yilmaz, 2021 Administiration | 2- Premium Payments to Social Security 2006-2020 (budget
Budget Institutions expenditure flexibility,
3- Goods and Services Expenditures for hence fiscal democracy, has
Health and Education been on a downward trend
4- Interest Payment of Public Debt since 2018)
Akduran 2015-2021 | -Central Calculation I Positive but decreasing trend
Erol, 2023a Government 1- Personnel Expenditures since 2017
Budget 2- Payments to Social Security Agencies Tax expenditures reduce the
(Economic- 3- Interest Payments Fiscal Democracy
Functional
Classification Calculation II
Tables)
1- Personnel Expenditures
2- Payments to Social Security Agencies
Having 3- Goods and Services Purchase (Defense,
considered tax | Health, Education)
expenditures 4- Interest Payments
5-Current Transfers (Defence, Health)

Note. Prepared by the author.

In another study Ulusoy co-authored with Yilmaz (2021) applied the IMF’s categorization
of flexible and rigid budget expenditures and associated fiscal democracy with flexibility in
spending decisions. They found a fluctuating trend primarily due to the political environment.
According to them, budget flexibility decreases so fiscal democracy does because of the military
intervention and elections during that period (Ulusoy & Yilmaz, 2021). Moreover, budget

expenditure flexibility, hence fiscal democracy, has been on a downward trend since 2018.

Apart from the studies mentioned above, this study included tax expenditures as a variable
to the scrutiny. In the next section, the Fiscal Democracy Index calculation for Turkey will be done

in two different manners; narrow-sense and broader sense. Moreover, the following question will
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be answered; how would Turkey’s fiscal democracy index have changed if tax expenditures had

not existed?
4. Do Tax expenditure Matter for Fiscal Democracy?

Tax expenditures are defined as practices that cause income loss for the state through
uncollected taxes based on a law. In order to realize economic, social, and environmental
objectives, tax expenditures are valuable tools for decision-makers (Gelir Idaresi Baskanlig,
2021). As mentioned, the Revenue Administration estimates and shares tax expenditures annually
as a section in the central administration budget. As of 2015, following the OECD and European
Union norms, the Ministry of Treasury and Finance experts of Turkey has changed their tax
expenditure estimation methods (Erigok, 2019 p. 327). Therefore, this study is restricted to the
years 2015-2021.

Tax expenditures are not government spending; they are the forgone revenues estimated by
the Ministry of Treasury and Finance. The more the estimation method improves, the more tax
expenditure items the experts determine. Table 2 shows how the number of identified tax

expenditures in terms of different tax types evolved in Turkey.
Table 2

The Number of Tax Expenditures Estimated in Between 2010-2022

Tax Law / Years 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021 | 2022
Income Tax 47 47 48 50 58 58 59 57 58 61 59 61 62
Corporate Tax 24 24 24 26 26 28 28 33 34 34 34 36 37
Value Added Tax 11 11 11 14 16 17 19 35 36 41 44 46 48
Special Consumption

Tax 10 10 10 10 11 11 11 18 19 18 18 19 20
Stamp Tax 32 34 34 31 31 31
Duties 99 111 112 95 107 107
Motor Vehicle Tax 1 0 0 0 1 1 1 4 4 4 3 3 3
Inheritance and Gift

Tax 19 19 19 14 15 15
Special

Communication Tax 1 1 1 1 1 1
Banking and Insurance

Transactions Tax 13 13 13 15 17 17
Real Estate Tax 47 48 3 3
Municipal Revenues 34 36
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Other Laws 7 7 6 6 9 12 14 249 260 269 275 268 275

Total 100 99 99 106 121 127 132 641 673 606 589 607 619
Note. Central Government Budget Law, Tax Expenditures Lists of the relevant year published on the website of the
Republic of Turkey Presidency, Presidency of Strategy and Budget have been used by the author to prepare the Table.

As can be seen from Table 2, Ministry made estimations primarily at income, corporate,
and value-added tax levels until 2017. Since 2017, the estimation method has been more detailed.
In terms of frequency, the top five estimated tax expenditure items were duties, income tax, real
estate tax, value-added tax, municipal revenues, and corporate tax. However, when we consider all
years and tax types, it is seen that the tax expenditure estimates applied through “other laws”
increased remarkably after 2016. In addition, when we examine the distribution of tax expenditure
items by tax types, it can be observed that tax expenditures in terms of income tax, value-added
tax, and corporate tax have the largest share. However, their weight has changed over the years

(Table 3).
Table 3

The Share of Tax Expenditures in The Same Type of Tax Revenues, (%) 2015-2021

Law /Years 2007 2015 2016 2017 2018 2019 2020 2021
Income Tax 59,5 38,1 68,4 38,9 38,4 39,6 35,5 35,7
Corporate Tax 26,5 15,5 14,8 15,4 15,6 21,3 23,2 233
Value Added Tax 34 21,2 7,6 27,5 27,7 25,2 27,6 27,3
Special Consumption Tax 1,7 13,8 1,8 13,9 14,0 8,9 7,0 7,0
Others Laws 9,0 11,4 7,4 42 473 4.9 6,7 6,7
General Total 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0

Note. Compiled from Tax Expenditure Reports 2007, 2016, 2018, 2020, 2021 and prepared by the author.

In order to understand the monetary volume of tax expenditures, the findings of Akduran
Erol (2023b) are noteworthy. Accordingly, especially after 2017, the share of foregone tax
revenues, i.e., tax expenditures, in income, corporate, and value-added tax collections increased.
By 2021, tax expenditures amounted to 50.8 percent of income tax collections, 40.8 percent of
corporate tax collections and 22.1 percent of value-added tax collections. Thus, it is essential to
evaluate the new view that would emerge when tax expenditures are included in fiscal democracy

calculations.
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5. Tax Expenditures and Fiscal Democracy

This study addressed the question of what the budget revenues would have been in the
absence of the funds lost to tax expenditures and what the impact would be on fiscal democracy.
To answer this question, I calculated Fiscal Democracy Index (FDI) at two levels; narrow sense
and broader sense. “cFDIn” refers the narrow sense calculation of FDI based on Central
Government Budget, and “cFDIn.te” refers tax expenditure included narrow sense calculation of
FDI based on Central Government Budget.! As it is followed from the formulas below, I have
calculated FDI in the scope of the Central Government Budget in two forms. In the first formula,
the numerator of the fraction composed of “personnel expenditures”, “payments to social security
agencies”, and “interest payments” as mandatory spending. And, the denominator value is the total
central government budget revenues. | added tax expenditures to the central government budget

revenues in the second formula. The idea is to see whether tax expenditures affect the FDI.

Mandatory Spendings+Interest
cFDIn = [1 - g ] x 100 )
Central Government Budget Revenues
Mandatory Spendings+Interest
cFDIn.te = [1 - g : ] x 100 3)
Central Government Budget Revenues+Tax expenditures

The Graph 1 shows the values of FDI in the period between 2015 and 2021 based on both
formulas. According to the Graph 1, after a slight increase between 2015 and 2017, cFDIn
gradually decreases. Mandatory expenditures’ rising trend is the reason behind this. (Especially

interest payment is doubled from 2019 to 2021).

!¢ : Central Government

FDI : Fiscal Democracy Index
n : Narrow sense.

¢ : Central Government

FDI : Fiscal Democracy Index
n : Narrow sense

te : Tax expenditure included.
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Central Government Budget,
FDIn and FDIn.te

80.00

70.00
—— A
60.00 —

50.00 \
40.00
30.00
20.00
10.00

O.OO-_----.

2015 2016 2017 2018 2019 2020 2021
B change 5.84 2.07 6.53 6.78 7.57 8.57 11.73
e cFDlIn, Tiirkiye 58.76 59.61 60.96 59.20 55.11 54.30 46.92
=—=cFDIn.te, Tiirkiye = 64.60 61.68 67.49 65.98 62.69 62.87 58.65

Graph 1. Calculation I: cFDIn Narrow-sense. It is prepared by using Central Government Budget

Revenues, Targets and Realizations Tables.

Furthermore, when we consider tax expenditures, we observe a similar trend, but this time
with a higher FDI level. Graph 1 shows that, if we consider tax expenditures inside the total central
budget revenues, the FDI value is higher for each year between 2015 and 2021. Why did we not
consider tax expenditures inside the mandatory spending rather than discretionary. As it is stated
before, the law-based nature of tax expenditure means that it requires parliamentary approval.
Besides, tax expenditures can be re-determined within the year, like annual or periodic
appropriations. Thus, counting tax expenditures among discretionary public expenditures in

Turkey's context has been considered the only rational choice.

When we add the value of tax expenditures to the central government budget revenue, it is
unsurprising to have a higher FDI since the discretionary spending will be higher depending upon
the increase in tax revenues as Steuerle stated that fiscal democracy is reduced through both
increases in mandatory spending (including interest on the debt) and reductions in taxes (Steuerle,
2014: 3). In this case, FDI increased through increase in tax revenues. In addition, the proportional
change in FDI rose significantly in 2020 and 2021. One reason for this trend may be the tax

expenditures applied in those years concerning the Covid-19 pandemic.
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Central Government Budget,
FDI.expanded and FDI expanded.te
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= change 6.55 2.34 7.46 7.69 8.54 9.61 14.17
= FDIl.expanded, Tiirkiye 53.69 5434 5538 53.73 4937 4877 3588
——FDIl.expanded.te Tiirkiye = 60.24 = 56.68 62.85 61.42 5791 58.38  50.05

Graph 2. Calculation II: FDI.expanded, Broad-sense. It is prepared by using Central Government

Budget Revenues, Targets and Realizations Tables.

When we calculate FDI in the broader sense by adding Goods and Services Purchase (for
Defense, Health and Education) and Current Transfers (for defense and health) to determine
mandatory expenditures, we face lower FDI. Especially in 2021, since current transfer expenditures
for defense (defense industry support fund) and health increase sharply, the cFDI.expanded
reduces. Moreover, if we add the tax expenditures to the picture, we can observe higher FDI values

for each year (Graph 2).
6. Conclusion

Budgets are both technical and political documents that indicate how budget decisions are
made. Previous studies have found that larger government obligations by former administrations
caused fiscal strain and policy inflexibility. Eugene Steuerle coined "fiscal democracy" in this
context. By their fiscal democracy index proposal, Steuerle and Roeper aim to measure how much
of a country's current revenues are pre-committed to projects that don't need Congressional
approval or required expenditure programs. Recent studies examining different periods for Turkey
have shown that the financial democracy index fluctuates and takes lower or negative values,
especially during military coups, political crises, and economic and social crises. Furthermore, all

studies mentioned above on Turkey state that FDI has been downward, especially since 2018.

The fiscal democracy index shows the flexibility of the national budget after deducting
mandatory expenditures. It shows how much budget revenues can be allocated to discretionary

spending. However, since tax expenditures are deductions from the remaining budget revenues in



123

a fiscal year, they are expected to affect the index of fiscal democracy. In this study, I discussed
this issue based on Turkey's budget and tax expenditure data for 2015-2021. Accordingly, I showed
that Turkey's fiscal democracy index could be calculated as remarkably high with tax expenditures.
Although a more comprehensive analysis, including data from other countries, is needed for a
universally valid conclusion, the findings of this study lead us to conclude that reducing tax

expenditures increases fiscal democracy in Turkey.
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