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Abstract

Discretionary fiscal policies have arisen becaust dominant Keynesian

economic policies from 1930’s to 1970’s. Public englitures intensively and
excessively increased in order to ensure macroeoandatability during this

period. Many countries faced the emergence of necneomic problems such as
affectively using public resources, budget defeitd inflation. As a result,

Keynesian economic policies and the stagnation reqpeed in following high

inflation years have faced economies with stagftaprocess in the 1970’s.

However, Keynesian approach did not solve the m@mbl Therefore, new
economic approaches developed for solving the problOne of the new
economic approaches was Constitutional Economi®iyheThe theory includes
economic policy rules including fiscal rules as vas monetary rules.

Fiscal rules have been one of the main stabilizatamls in obtaining budget and
public finance balance. Many countries have impletee specific fiscal policy
rules to struggle with economic instabilities, batigleficits and public financial
imbalances.

A specific form of fiscal policy rule has been &drto implement in Turkey since
1999. Several fiscal policy rules have been adoptetiurkey’s public financial
management system as part of the economic progtachwas conducted with
the collaboration of IMF since 1999. These ruleg &alled as implicit fiscal
policy rules. These fiscal rules have become at deghl text in 2010 as “Fiscal
Rule Draft Law”. Although the fiscal rule was plathto start the application
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period as of 2011, it is delayed to fiscal year 20fecause of some economic
reasons.
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1. INTRODUCTION

State intervention in economic life and the weighits economic activity through
fiscal policy mainly public expenditure increased iorder to ensure
macroeconomic stability according to Keynesian eotic policies economics
that is an economic approach was developed asiigsoto the Great Depression.
Discretionary fiscal policies have arisen becaugeth® Great Economic
Depression experienced during 1930’s and dominasnKsian policies. This
process has even increased its effectiveness if©s19Buring this process,
political powers have begun to implement volunfaolicy to maximize their own
interest due to the increasing role of the statééneconomy. Discretionary fiscal
policies applied in many countries especially tadgathe end of 1970s had some
negative macroeconomic implications. As a resultensively and excessively
increasing public expenditures because of Keyngswicies and the stagnation
experienced in following high inflation years hafeeed economies with a new
macroeconomic problem: economies entered a stagflptocess in the 1970s.

However, Keynesian policies did not solve the peablof stagflation in the
1970s. Therefore, new economic approaches devefopadlving the problem of
stagflation. The new macroeconomic problem hasefbreconomists to think
about the economy policies depending on some preatest. Consequently, the
thought of “rules versus discretion” have prevailed the macroeconomic
policies. One of the new economic approaches dpedldor solving the problem
according to this thought is Constitutional Econoriiheory. Constitutional
Economics (CE) is a field of economics which focusa the conditions that exist
in and choices constrained by the legal framewbik olitical constitution.

CE includes fiscal and monetary rules. In this gtwee will focus on fiscal rules.

Fiscal policy rules have been used to achieve neaormomic stability in both

domestic and foreign markets, and to increase ribdilility of the government’s

fiscal policy and aid in deficit elimination and tmake sure long-term

sustainability of fiscal policy. Legal arrangemernitgernational contracts, budget
plans, medium-term budget plans and policy rulesfamms the legal framework
of fiscal rules.
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Many developed countries have implemented spefifeal rules. In Turkey, a
fiscal policy rule have been started to use siheslteginning of 2000’s. Public
fiscal management system was reconstructed a&#e2@1 crisis in the country.

2. THE THEORY OF CONSTITUTIONAL ECONOMICS

Constitutional Economic Theory, as an economiciplis®, was born and started
to gain weight at the end of the 1970s. CE dirantytical attention to the choice
among constraints (Buchanan, 1990:3). The theosgriees and analyses the
specific inter-relationships between constitutiorsdues and the structure and
functioning of the economy. CE studies the comjiétilbof effective economic
decisions with the existing constitutional framek@nd the limitations or the
favorable conditions created by the constitutiofiedmework (Barenboim,
2001:160). Another words, CE deals with the legal anstitutional constraints
for intervention in the economy by the politicalwmrs. According to CE, these
limitations and scope of these limitations shoudddetermined as constitutional
management activities. The principles of CE arelusesstimate how a country or
political system will grow economically, since anstitution limits what activities
individuals and businesses can legally participate Consequently, CE is a
practical approach to apply of the tools of ecorad constitutional matters. CE
allows for a combined economic and constitutionalgsis, helping to avoid a
one-dimensional understanding. The approach eng#smshe importance of a
constitution for economic stability and economivelepment. According to this
approach, there is an interrelationship betweewrettution and the economic
growth; an effective protection of basic economights promotes economic
growth.

The most important pioneering work in this fielctluides such developments as
“Public Choice Theory”. The theory is developed James M. Buchanan and
Gordon Tullock (Buchanan and Tullock, 1962). Besid@uchanan, the main
protagonists of constitutional economics are thditipal economists Walter
Eucken, Friedrich A. von Hayek, and Douglass C.tN@reschke, 2000:266).

CE is distinct from explaining the choices of ecomoand political agents within
those rules, a subject of orthodox economics (Mankauwe, 2005:223-2240E
includes fiscal and monetary rules. The next sukse focuses on the fiscal rule
taking into consideration the scope of this study.

3. FISCAL POLICY RULES

Macro economic policies prepared in line with thdes have started to be
generally accepted in the world during years begonfrom nineties. For

401



INTERNATIONAL JOURNAL OF SOCIAL SCIENCES AND HUMANTY STUDIES
Vol 3, No 2, 2011 ISSN: 1309-8063 (Online)

example in the monetary area, many countries staideapply an inflation
targeting. Similarly, a monetary targeting and exae rates targeting have put in
place. In parallel to monetary policies, signifitammportance is paid to
restrictions on budget deficits and lowering thélmudebts in many countries
(Susam, 2011:2).

Fiscal policy rules have been one of the main ktaltion tools in obtaining
budget and public finance balance. Restrictiveafisgstrument especially fiscal
policy rules have been used to achieve fiscal lsaland economic stability by
some countries. Many developed and developing cdesnhave implemented
specific fiscal policy rules to struggle with ecomo instabilities, budget deficits
and public financial imbalances. The matter of dispolicy rule has attracted
remarkable attention over a decade, as severalrgesihave adopted fiscal rules
in an attempt to eliminate large budget deficits.

Fiscal rule is defined, as the regulations anduia or constitutional restrictions
on fiscal policy that sets a specific limit on ackl indicator such as budget
balance, public debts, public expenditures, tagsrand structures. At the same
time, a fiscal policy rule is defined, in a macroeomic context, as a permanent
constraint on fiscal policy, typically defined ierins of an indicator of overall
fiscal performance. In other words, the focus mrieted to rules that impose a
specific, binding constraint on the government'sagex of policy options
(Kennedy-Robbins, 2003:3; Susam, 2011:3).

The statutory basis of existing and proposed fisgigls can be found in a variety
of instruments: constitution, law, regulation, pgliguideline, or international
treaty. The instrument selected by a given couisttgrrgely a function of custom,
legal precedent, or convention. Although a contstiial provision or amendment
would be expected to carry much greater weight théaw or a policy guideline,
the latter may in fact be equally or even more imgd(Kopits-Symansky,
1998:8). The fiscal rules have been implementedaimous countries have been
arranged in different legal ways. In practice thgal arrangements that the fiscal
policy rules have been based on gain importancescedly in developing
countries §imsek-Bekar, 2008:104).

Fiscal rules provide the sustainable frameworkdonual budgeting by binding
politicians to actions in the long-term nationakirest but not always in their own
short-term interests. They address the time-insterscy problem, i.e., priorities
and preferred policies of governments change owee.tTogether, if applied

credibly and harmoniously, fiscal rules and inBlatitargeting are expected to
result in overall economic stability. Many counsriand supranational entities
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such as the Eurozone have tried to design and apfigrent numerical fiscal
rules over several decades with mixed successcdhgensus is that fiscal rules
by themselves do not guarantee budgetary disciplihe most striking example
is the dismal failure of the Eurozone fiscal rules Greece. They require
institutional reforms to support them in a positpaitical environment based on
the consensus that fiscal stability is a long-temational objective (Erdilek,
2010a).

3.1. Rationale for Fiscal Rules

Fiscal rules have been adopted for a wide variétjundamental reasons, for
example: (a) to ensure macroeconomic stabilityjnapost-war Japan; (b) to
enhance the credibility of the government’s fispallicy and aid in deficit
elimination, as in some Canadian provinces; (@rtsure long-term sustainability
of fiscal policy, especially in light of populati@ygeing, as in New Zealand; or (d)
to minimize negative externalities within a fedeat or international
arrangement, as in the European Economic and Magnétaion (Kennedy —
Robbins, 2003:3; Kopits-Symansky, 1998:6-8).

3.2. Futures for Fiscal Rules

The enactment of fiscal rules raises a numbersufeis. These issues are defined
as basic properties regarding functional featunidsese properties should be
achieved for a fiscal rule to be labelled “idealig rule should be well-defined,
enforceable, efficient, adequate, flexible, simglensistent and transparent (See
more information: Kopits-Symansky, 1998:18-19; [@naz 2002:15; Biraschi,
2008:11; Kennedy—Robbins, 2003:3; Susam, 2011:5-6):

3.3. Types of Fiscal Rules

Fiscal rules show different characteristics acegdio economic conditions and

governance culture of the countries, and the targehed to be reached after the
practice of rule-based fiscal policies (Kaya, 2AQ9Fiscal rules can be set as
numerical ceiling or target for the public finaniigures or they can be set as a
ratio of gross domestic product. Alternatively, iacél rule can be set as a
procedure. For these reasons, fiscal rules may rbapgd in two types as

numerical and procedural.

3.3.1. Numerical Fiscal Rules

Numerical fiscal rules consist of quantitative doaists on fiscal policy. These
limits brought by these legislations take a varietyorms: restrictions on deficit
financing, including balanced budget laws; expanditceilings; numerical targets
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for fiscal variables; borrowing rules; and, redtdns on issuance of debt (Drazen,
2002;1).

Tablo-1.Major Types of Fiscal Policy Rules

Balanced-budget or deficit rules

« Balance between overall revenue and expendithas is, prohibition on government
borrowing); or limit on government deficit as a pootion of GDP.

* Balance between structural (or cyclically adjd¥teevenue and expenditure; or limit on
structural (or cyclically adjusted) deficit as aportion of GDP.

« Balance between current revenue and current elipea (that is, borrowing permitted
only to finance capital expenditure).

Borrowing rules
* Prohibition on government borrowing from domestairces.

* Prohibition on government borrowing from centsahk; or limit on such borrowing as a
proportion of past government revenue or expenglitur

Debt or reserve rules

* Limit on stock of gross (or net) government lldigs as a proportion of GDP.

» Target stock of reserves of extrabudgetary cgeticy funds (such as social security
funds) as a proportion of annual benefit payments.

(Kopits-Symansky, 1998:2)

Different types of classification are used in bteere about numerical fiscal rules
are categorized as budget balance, debt, expeadihd revenue rule (Cottarelli,
2009:5; European Commission, 2008:18imsek-Bekar, 2008:108-109):

3.3.2. Procedural Fiscal Rules

Second types of fiscal rules are procedural rdlbsre are restrictions or rules on
the procedure by which fiscal decisions are madecd®lural fiscal rules are

restrictions in the decision making process focdispolicy issues or proper

definitions of the processes. An example to theeg@nprocedure definitions is;

established transparency requirements for hiergathievels in the budget

process. Amendment of the budget is prescribee@rtain procedures with regard
to formulation and approval including the votingueements for approval phases
(Susam, 2011:5; Drazen, 2002:1).

4. FISCAL RULES AND TURKEY

Turkey is classified as an emerging or developiogntry in the world from the
economic point of view. Turkey has started to edgree extraordinary high
inflation, big budget and current account defistarting from seventies. During
1980’s and 1990’s, public fiscal discipline andnsparency in public financial
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management have experienced a period of beingednéit the and of the period,
budget deficits out of the high levels of the goweent borrowing requirements
as well as an high level inflation. High budgeficle high level inflation, and
high domestic and foreign debt burden caused ecmnimstability especially in
public finance. Public sector financial deficit Hasen boosted and public sector
borrowing requirement has increased while the budgécit to GDP ratio has
increased since 1990 in Turkey.

Shortly, public sector deficit rapidly increasealx revenue was not enough even
just for domestic debt service, public sector cdsficit financed even through
domestic borrowing after 1990. Additionally, thesoarces of the Central Bank
rapidly consumed, because the deficit was compedsaith external debt and
foreign exchange reserves of the Bank. On the dthed, balance of payments’
activities concerning the current account and eadlbws were significantly
liberalized with the financial liberalization of Tkey's economy after 1989.

In such an economic situation monetary, interet amd exchange rate policies
separated from the current account targets, beaautee public sector deficits,
and rapidly rising inflation, liberalization of tifereign exchange regime and the
capital movements. Under this structure, erosiomxafhange rates in domestic
markets and interest rates are connected to eheh dthis became out of control
of Central Bank and domestic financial markets Hasen opened to international
speculation through short-term portfolio investnseniTherefore, to avoid
undesired capital outflows, high real interest sat@d the real overvaluation of
the TL has become inevitable. Consequently, thdipdipance measures were
the fundamentals of the stability program of 5 ApiB94 at this point of
economy. During this period, efforts were put folibth for the reduction of
public expenditures and for the increase of putdienues. The main focus was
to quickly suppress the public sector deficits @mdl the debt-interest vicious
cycle. However, the budget deficit continued wtihere was a primary budget
surplus after 1994. The largest share has come thaninterest payments as a
part of transfer expenditures (Susam, 2011:24).

Fiscal discipline concept in public financial maeagent, ignored through 1990s,
started to be taken into account just after thel20sis. Medium term budgeting
system was adopted, public debt management waguseand debt stock was
brought under control in 200At the same time, by stand-by arrangements were
made with the IMF to exit from the economic criged4999 and 2001, it has been
aimed to get out of public debt problem in the exogy and to ensure fiscal
discipline by maintaining a sustainable debt stmect A specific form of fiscal
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policy rule has been started to implement in 20@dy-interest budget surplus of
6.5 percent was used by governments as a speasital fule to reduce economic
instability.

As a result of reforms made for the conduct ofdistiscipline, on hand Turkey’s
economy recovered between to 2002-2007 on the dihed public sector
borrowing requirement yielded a surplus in 2005 2@f6. In addition, the
primary surplus decreased while central governmientiget deficits were
increasing.

Nevertheless, the budget deficit and debt stock ihaseased because of the
negative impact of the 2008 global crisis on theneeny and the measures taken
against the global crisis in the country.

4.1. Implicit Fiscal Policy Rules in Turkey

The main goal of fiscal policy implemented sinc&®49n Turkey is; to have the
budget surplus, increase privatization revenuestake control of the domestic
debt stock through financing it with foreign def@overnments have put their
policies in force firstly towards primary budgetrgus from 1994 crisis for
Turkey.

Several fiscal rules have been adopted in Turkpyigic financial management
system as part of the economic program which wasdwcted with the
collaboration of IMF since 1999. The primary budgeatplus target which has
tightly put into practice after the 2001 crisis,sharesented as the most basic
element among the Turkey’s macroeconomic programstéhas become the rule
in IMF supported programs (Kaya, 1999:75-105; B2B06:36; Karabulut-
Akdemir, 2010:332).

Another implicit fiscal policy rule can be assoeidtwith the Maastricht Criteria.

By taking Maastricht Criteria into account, bringipublic debt to GDP ratio

below 60 percent and reducing the budget balan€&DB ratio to 3 percent has
been treated as a performance indicator for fipoty and has become a fiscal
rule (Susam, 2011:26).

Public finance deficit and high level inflation loyging strict fiscal policies were
tried to reduce with 2000 Stabilization ProgramQ2P20Transition to Strong
Economy Program (TTSEP) and 2003 Stabilization Rrmg One of the main
targets of the stabilization programs is a spefigical rule-the budget rule-. In all
programs the fiscal rules have been implementethénform of non-interest
budget surplus of 6.5 perceffirisek-Bekar, 2008:101 and See Table-2).
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Tablo-2. Budget Rule in Stabilization Programs
Budget Rule in 2000 Stabilization Program and Rubinance Balance
- Achieving Fiscal Discipline
- Using a Budget Rule — non-interest budget surpl@opercent

- Reducing Public Expenditure — especially interestnpents-
- Increasing Public Revenues — especially taxes-

Budget Rule in 2001 TTSEP and Public Finance Baanc
- Achieving Fiscal Discipline
- Continuing to Use the Budget Rule — non-interesiged surplus of 6,5 percent

- Implementing Restrictive Public Policies
- Achieving Sustainable Economic Development

Budget Rule in 2003 Stabilization Program and Rubinance Balance

- Reducing Public Expenditure — especially inter@stnpents-
Increasing Tax Revenues

Making Tax Reforms

Reducing Budget Deficit

Continuing to Use the Budget Rule — non-interesiget surplus of 6,5 percent

Furthermore, there are some laws and regulatiormaiircountry’s domestic law

which constitutes some quasi fiscal rules. After 8001 crisis, in economic and
financial studies that can be regarded as reforfuikey, it is possible to find

many elements of fiscal policy rules. The most imgat ones of these are the
legislations. (See more information: Susam, 201-226Kaya, 1999:106-111;

Dede@lu, 2010:3-4).

In addition to the regulations, fiscal policy rulas officially on the agenda in
Turkey with the Medium Term Program for the permfd2010-2011 adopted in
September 2009. Finally, in this direction, thesti@l Rule Draft Law” has been
prepared in 2010 in the country.

Apart from these regulations and programs, inckisreforms targeting at
transparency in public financial system were la@dchn different sectors
including energy, agriculture, heath, and sociausgy. All these reforms were
designed and implemented in a short period of tilese are attempts that shall
not be overlooked and that can set an exampleoaablevel. At this point, it is
possible to say that the public financial managameform was implemented
successfully considering the budget processesrticpiar (Dedeglu, 2010:4).

4.2. From Implicit Fiscal Policy Rules to Open Fisal Policy Rules in Turkey

The fiscal rules have become a draft legal tex20i0 as “Fiscal Rule Draft
Law”. The draft law was prepared to be presentettiegoarliament subsequently.
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In the draft law, it was aimed to maintain the agkments following the 2001
crisis in public financial management, the draft fl@cused on; the production of
long-term policies in public finance, strengthenimgcro-economic stability by
improving fiscal sustainability and predictabilitiyinally, it was concentrated on
introducing fiscal rules to make fiscal disciplipermanent (Susam, 2011:Z&n,
2010; 46-47).

Projected fiscal policy rule, which has been seetha most important step taken
in the context of Turkey’s structural reform, cated of two main components:
One of them is the deficit for the medium and loeagn budget balance was
foreseen as 1 percent of gross domestic producPJGID means that fiscal rule

would force the government to target a budget dedicl percent of economic

output. The second main component is annual groveth foreseen as 5 percent.
At the same time the rule, according to the legmha aims to reduce the ratio of
debt to GDP, to 15 percent in the long term. Itesgyp that the basic principle for
the fiscal policy rule is again fiscal disciplingrdilek, 2010Db).

Although the fiscal rule was planned to start thpl&ation period as of 2011, it is
delayed to fiscal year 2012. Because, accordinbeaovernment, the fiscal rule
was not considered for 2011 and the budget for 2@h% not formed in
accordance with the fiscal rule.

The declaration of political will for implementirfgscal rule and the emphasis put
on fiscal discipline are good developments beirg sfgn of the realization at
political level that budget deficit which reached% of GDP during the crisis
period shall be controlled. However, it is senset the will to implement a fiscal
rule was a snap decision based on the conjundsrthe anti-transparent budget
practices, the failure to implement the medium teexpenditure program
completely; and the budget constraints in both meeeand expenditure sides are
considered. What is more, the infrastructural deficies in the independent
monitoring-auditing and sanctioning raise questiwarks about the process. The
implementation of a fiscal rule will be a favoralevelopment considering fiscal
discipline in the long term. The government’s vl control itself is a favorable
development (Dedetu, 2010:9).

5. CONCLUSION

Constitutional Economic Theory was born and stareghin weight at the end of
the 1970’s. The theory, as an economic approactelaleed for solving the
problem of stagflation in 1970’s.
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Constitutional Economy describes and analyses pleeific inter-relationships
between constitutional issues and the structurefanctioning of the economy.
Constitutional Economic Theory studies the complagbof effective economic
decisions with the existing constitutional framek@nd the limitations or the
favorable conditions created by the constitutidreanework. The theory consists
of fiscal and monetary policy rules.

Restrictive fiscal instrument especially fiscal ipgl rules have been used to
achieve fiscal balance and economic stability byes@ountries. Many developed
and developing countries have implemented speftsital policy rules to struggle
with economic instabilities, budget deficits andlpeifinancial imbalances.

A specific form of fiscal policy rule has been starto implement in Turkey’s
public financial management system as part of dememic program which was
conducted with the collaboration of IMF since 199%iese rules are called as
implicit fiscal policy rules. Finally, these fiscablicy rules have become a draft
legal text in 2010 as “Fiscal Rule Draft Law”. lag/concentrated on introducing
fiscal rules to make fiscal discipline permanenithdugh the fiscal rule was
planned to start the application period as of 20tLis postponed to fiscal year
2012 by the government. Because, according to tvergment, the fiscal rule
was not considered for 2011 and the budget for 2@h% not formed in
accordance with the fiscal rule.

In shortly, Economic reforms made since 2000, paldrly fiscal discipline as
well as introduction of inflation targeting, and eskaul of financial sector
oversight, together with political stability, sigisantly improved confidence in
the management of the economy in Turkey. Thes®rfadontributed to a high
fiscal primary surplus, rapidly falling public det#nd moderate inflation in the
country. On the other hand, The Medium Term Prog(MiP) for 2010-12
foresees a gradual improvement in the fiscal b&asgpported by a deficit-based
fiscal rule from the 2011 budget cycle.
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