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Challenges in Tax Reform for Turkey, in an International Perspective
Paper prepared by Teresa Ter-Minassian for the Ministry of Finance-UNDP Seminar on Tax Policy Options on the Way to EU Accession
Ankara, January 12–13, 2009

I.    Introduction
As Turkey pursues its negotiations for entry into the EU, its policy makers’ attention is increasingly focusing on tax policy requirements for meeting the acquis communautaire. From this relatively narrow standpoint, as explained below and in other papers for this seminar, the challenges facing Turkey do not appear to be major ones, as most (but not all) features of the system are broadly in line with the acquis. This paper argues, however, that Turkey’s prospective entry into a club of more advanced economies creates an opportunity to build political momentum for further, more wide-ranging, tax reforms, which are desirable from the domestic as well as the external standpoint. To support the Turkish authorities’ own reflection on tax reform priorities and challenges over the short to medium term, this paper briefly reviews the historical performance and the current composition of the Turkish tax system in an international perspective, comparing them with those of OECD and main emerging market countries, and draws a number of conclusions about the future reform agenda.
The paper has benefited from inputs of a number of IMF staff, in particular Mr. G. Palomba and other staff of the Fiscal Affairs Department. The views expressed in it are, however, those of the author, and do not necessarily reflect those of the IMF.

II.    Revenue Trends and Composition in an International Perspective

A.    Overall Revenue Trends
A comparison of revenue trends in OECD countries over the period 1995–2006 (Chart 1) points to a relatively strong performance of Turkey in mobilizing tax revenue, since the cumulative increase in the ratio of its revenues to GDP exceeded significantly the corresponding OECD average during that period. 
Chart 1
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However, most of the increase took place in the first half of the period, as the tax ratio peaked in 2001, fluctuated around a stable trend in the subsequent three years, and has been on a declining trend since then, in contrast to the broadly constant OECD average and steadily rising ratio in some other OECD countries, e.g., Korea (Chart 2).

Chart 2
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More importantly, the tax ratio in Turkey (at under 25% of GDP) remains the second lowest (after Mexico) in the OECD, and more than 10 percentage points below the average for the area (Chart 3). It is also lower than in many emerging market countries at a comparable level of development. 
Although the appropriate level of the tax burden is very much country-specific—reflecting the economic, institutional, and political conditions of each country—the fact that in Turkey it remains relatively low in an international perspective suggests that there should be scope for raising it gradually over the medium term, to help, in conjunction with needed expenditure reforms, create sustainable fiscal space for emerging new expenditure prioritization.
Chart 3
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B.    Revenue Composition
While the main tax instruments used in Turkey (VAT, excises, and income taxes) are the same as in most modern tax systems, their relative weights differ significantly from those in other OECD countries. As Chart 4 below shows:

· The share of taxes on goods and services in total general government revenues is significantly higher in Turkey than in the rest of the OECD.
· The share of excises (the special consumption tax, SCT) is especially high (about 20 percent, compared with less than 8 percent on average in the OECD). In contrast, the share of income taxes is nearly 15 percentage points lower than the OECD average; and 
· Social security contributions are also below the OECD average.
Chart 4
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The unusually heavy reliance on excise taxes reflects their relative ease of collection, compared with more complex taxes, such as the VAT and income taxes, and the fact that rates on some products (in particular petrol, and imported alcoholic beverages and tobacco) are very high. In contrast, the revenue productivity of the VAT (defined as the ratio of VAT revenue as percent of GDP to the standard VAT rate) remains relatively low in Turkey (around 0.3, compared with an unweigthed average of over 0.4 for the OECD as a whole). This reflects: broader than average range of exemptions and preferential treatments, and coverage of the reduced rates, including under the unusually low 1 percent rate; and continuing weaknesses in the administration of the tax.

The relatively low shares of individual (PIT) and corporate (CIT) income taxes, compared with OECD averages, are mainly a reflection of: the erosion of the tax bases engendered by significant exemptions, incentives and other preferential treatments (e.g., for incomes produced in Free Trade Zones); the relatively high weight of informal sector activities that largely escape the tax net; and other enforcement weaknesses. While the standard rate of the CIT (at 20 percent) is also below the OECD average (although increasingly less so, as tax competition pushes down the CIT rates in the rest of the area), the rate structure of the PIT is not significantly out of line with OECD practices. Similarly, the fact that revenue from social security contributions remains significantly below the OECD average, despite their relatively high rates, points to weaknesses in their administration, including fragmented audit and collection, and the impact of the moral hazard created by repeated amnesties.
Property taxes are even more underexploited in Turkey than in most advanced and emerging market countries, amounting to less than 1 percent of GDP. Their small weight mainly reflects inadequacies in property valuation, and in enforcement. Specifically, although more than 95 percent of land is mapped and registered, the cadastre is not fully computerized, is updated only infrequently, and assessed property values are often only a small fraction of the corresponding market values.

III.    Recent Tax Reform Efforts
Turkey has made significant progress in recent years in rationalizing and modernizing its tax system. In particular, steps have been taken towards establishing a modern dual income tax, by simplifying the rate structure of the PIT, introducing a more uniform taxation of financial income, and replacing the consumption credit based on VAT invoices with standard allowances for the various categories of income. Also, steps have been taken to reform the CIT (in particular a reduction of its standard rate from 30 percent to 20 percent, and strengthened rules on transfer pricing and thin capitalization) to adapt it to the growing financial integration of Turkey into the global economy. The establishment (not yet completed) of a Directorate for Tax Policy within the Ministry of Finance also constitutes a potentially important step in strengthening the Ministry’s capacity for tax policy analysis, design, and implementation.
On the tax administration side, the establishment of a semi-autonomous Revenue administration (RA), organized along functional lines in accordance with best international practice, constituted an important step towards a more effective tax enforcement. The RA has developed and begun to implement a sound business strategy, and has already made substantial progress in strengthening its information technology (IT) infrastructure, although it needs to improve its capacity to fully utilize the wealth of data assembled through the IT systems in its operational activities, especially audit.

But, recent years have also seen some steps which run counter to medium-term reform needs. In particular, new preferential treatments and incentives have been introduced under both the VAT and income taxes. This further erodes the bases of those taxes, with little apparent payoff in terms of competitiveness and development, while it complicates tax administration. In addition, the repeated granting of amnesties for the payment of overdue taxes and social security contributions has provided only temporary boosts to revenues, while significantly weakening incentives for voluntary compliance over the medium term.
IV.    Agenda for Further Tax Reforms 

Additional efforts to mobilize revenue over the medium term in Turkey should be consistent with the objectives of promoting sustainable growth in output and formal employment, and improving horizontal and vertical equity. They need to be framed in a context of growing trade openness and financial integration of Turkey into the global economy and in particular the EU.
These considerations argue for focusing future tax reform efforts on:

· Further simplifying the tax system, in particular by eliminating nuisance or distortive taxes;
· Broadening the bases of the major taxes;
· Reducing those rates that are relatively high in an international perspective;
· Continuing to strengthen the revenue administration, facilitating voluntary taxpayers’ compliance and making enforcement more effective; and
· Seeking to expand the own revenue-raising capacity of local governments.
A.    Broadening the Tax Base
A number of steps can be taken to broaden the base of the PIT. A major loophole in the current system is the very generous treatment of pension incomes, which are wholly exempt from the PIT, if they are derived from the public pension system, and taxed very lightly (compared to other forms of income) if they are received from private pension plans. Moreover, contributions to such plans are partly deductible from the taxable income base, and returns on private pension funds are exempt. In contrast, most countries do allow a (generally partial) deduction of contributions, but subject pension incomes to the same treatment as other forms of income under a global PIT (as labor income under a dual income tax). In these systems, the legitimate distributional objective of protecting low-income pensioners is dealt with through the standard threshold and deductions under the PIT. A (possibly gradual) move by Turkey towards international best practice in this area could raise significant additional revenue over the medium term, while at the same time increasing the horizontal equity of the system (why should a low income wage earner pay more income tax than a higher income pensioner?). Other steps that could be taken to broaden the PIT base include:
· Eliminating (or reducing) the current exemption of certain types of labor incomes (e.g., miners and domestic workers) to the extent that they exceed the standard threshold;
· Reducing the relatively high threshold for agricultural incomes;
· Setting limits on all allowable deductions (some of which are currently uncapped); and 

· Subjecting all financial incomes to a uniform final withholding (i.e., moving to a truly dual PIT), which would eliminate the current tax-induced distortions in the choice of types of financial investment.

As regards the CIT, further reform efforts should focus on reducing incentives under the tax. Compared to many industrial and emerging market countries, Turkey appears to make more extensive use of tax incentives, including in the form of tax holidays for investments in specific sectors (e.g., technological development) or regions (such as free trade zones, and so-called first priority regions). While the available empirical evidence on the effectiveness of tax incentives in promoting additional investment, job creation, and regional development is not conclusive, there is broad consensus in the literature that they are often less cost-effective than targeted public spending to address regional weaknesses (e.g., in infrastructure or labor force skills), and that tax holidays in particular are relatively inefficient in promoting sustained regional or sectoral development, as they favor investments with short gestation and payoff horizons. Moreover, with a rate of 20 percent, the Turkish CIT is already quite competitive in a global and European context. Therefore, priority should be given to shortening the duration of existing incentive schemes (with respect of individual acquired rights), and firmly refraining from introducing new ones.
There is also substantial scope for broadening the base of the VAT, by, in particular:

· Reducing the coverage of zero-rating and exemptions;
· Eliminating the 1 percent rate (which is not consistent anyway with the acquis communautaire). This could be done by exempting wholesale sales of unprocessed agricultural foodstuff, and moving the other categories of goods currently subject to the 1 percent rate to the reduced (8 percent) or standard (18 percent) rates;
· Moving some categories of goods and services (such as textiles; entertainment tickets; restaurants, tailoring, and possibly hotel, services) to the standard rate, in line with prevailing international practice; and

· Limiting the scope of free trade zones, especially in view of the likelihood of abuse of the tax privileges enjoyed by these zones

Concerns are sometimes raised about possible adverse effects of steps of this type on the international competitiveness of affected sectors, and/or on income distribution. As regards the former, since the VAT is rebated for exports and levied on imports, reductions in its rate for selected sectors (e.g.,, textiles) do not improve the competitiveness of the sectors. Such reductions may have been granted in recent years to alleviate cash-flow problems of enterprises in the sector stemming from excessive delays in the payment of export refunds. But, such problems should be dealt with instead through actions to simplify and speed up such refunds for companies with a good track record of tax compliance. The preferential VAT rate is expensive in terms of foregone revenue, and unduly benefits production for internal consumption. Similarly, granting a preferential VAT rate to restaurant and hotel services, to promote their attractiveness to tourists, provides an unjustified subsidy to the internal consumption of such services.
As regards the above-mentioned distributional concerns, it should be noted that the amount of redistribution achievable through reduced VAT rates is limited. While the proportion of income that relatively well-off households spend on goods such as foodstuffs and medicines is smaller than the corresponding proportion of the income of the poorer households, a larger share of the VAT revenue foregone by applying a reduced rate to such goods is likely to benefit the better-off groups. A uniform (possibly somewhat lower) VAT rate would generate additional revenue that could be used for targeted income transfers to the less well-off households. A single-rate VAT also tends to be easier to administer. It should be recognized, however, that such a theoretically superior solution may not be practicable in the absence of a well-developed and effective social safety net. For this reason, many countries, including in the EU, still maintain a preferential rate for essential foodstuffs and medicines. The coverage of this rate however is typically narrower than is currently the case in Turkey.
Finally, there appears to be significant scope for broadening the effective base of the property tax, by investing in the development of a modern property cadastre, keeping it up to date to reflect market prices movements, and basing valuations of properties firmly on it. This effort, which should be led by the central government, to ensure uniformity of valuation methods across the national territory, would benefit however from close cooperation of local authorities. To promote such cooperation, local governments should continue to receive the full yield of the tax, but also be given authority to decide the rate(s) of the tax, within a band.
In addition to strengthening the revenue potential of the tax, this could promote responsibility and accountability of local politicians to their electorate for the good use of the tax revenues.
B.    Reducing High Rates and Distortive Taxes
A part of the fiscal space created by an expansion of the bases of the major taxes, as advocated above, could be used to reduce the excessively high rates of certain taxes (in particular some of the excises (SCT)) and to moderate relatively distortive taxes.

As regards the SCT, it would be especially desirable to reduce those rates that: (a) by being substantially higher than in neighboring countries may promote smuggling or other forms of tax avoidance or evasion; (b) by favoring domestic production over imports (as is currently the case for some tobacco and alcoholic products) contravene the acquis communautaire; and (c) are levied on goods (e.g., some energy products) that are used as inputs into production, and, since the SCT cannot be rebated for exports, harm competitiveness. 
The current, relatively high, social security contribution rates promote labor market informality, and affect adversely employment as well as external competitiveness, since, in contrast to the VAT, they are not eligible for border tax adjustments. A more effective enforcement of their collection (including by refraining from granting further amnesties) would open space for some reduction in those rates, with beneficial effects on the labor market and competitiveness, while also enhancing horizontal equity (as between compliant and non-compliant taxpayers).
Finally, it would be desirable to create sustainable budget space to reduce the existing taxes on financial intermediation (BITT and RUSF). While for the most part acting as substitutes for the VAT on financial services, these taxes represent in some cases (e.g., when levied on purchases of foreign exchange, or on the financing of imports) actual turnover taxes, with the attendant distortions resulting from cascading. Moreover, even as substitutes for the VAT, it is unclear to what extent they are consistent with the EU Sixth Directive on Taxation, which recommends the exemption of financial services from the VAT.

C.    Further Strengthening Revenue Administration
A comprehensive strategy to strengthen further the revenue administration should include both actions to facilitate voluntary taxpayer compliance, and to increase the effectiveness and deterrent power of enforcement.

Among possible steps to facilitate voluntary compliance are:
· A firm public commitment to not introducing new tax amnesties;
· A streamlining of the tax regime for small businesses, including:
· The introduction of a threshold for VAT payers, aligned with the ceiling under the simplified PIT regime;
· The elimination of the rental ceiling for the application of the simplified PIT regime; and

· The development and announcement of industry-specific standards for input credits and sales under the regime, to guide audit efforts in this area;
· Continued improvements in taxpayer services, in particular the development of a national outreach service for new businesses; and 
· The early implementation of a risk-based and timely export refund system, to promote VAT compliance and export competitiveness.
A number of steps can also be taken to improve further revenue enforcement:
· A vigorous pursuit of implementation of the RA-led multi-agency Action Plan to Reduce Informality;
· A substantial strengthening of the audit function by:
· Consolidating the audit function under the RA;
· Increasing the number and capacity of RA auditors;
· Developing improved, risk-based audit selection strategies (including with respect to employers and high net-wealth individuals);
· Better exploiting data matching and cross checking IT capabilities in audits; and

· Allowing indirect determination of tax liabilities, based on clearly specified criteria;
·  The development and implementation of a modern approach to tax arrears management, by:
· Focusing on larger, more recent debt;
· Establishing automated debt collection procedures;
· Introducing clear criteria for debt write-offs; and
· The establishment of a specialist investigation unit for criminal tax frauds, adequately publicizing the results of successful prosecutions.
V.    Concluding Remarks
In summary, Turkey has already made significant progress in establishing a modern tax system and tax administration.
Although its overall tax burden is not significantly lower than those of a number of emerging markets at a comparable level of development, it may well have to rise further over the medium term, as the economy integrates further into the OECD and ultimately the EU, incomes rise, and new important spending needs emerge.

Tax and tax administration reforms to mobilize additional revenue should also pursue other important objectives:

· Efficiency (reduction of distortions) and international competitiveness;
· A reduction of incentives to informality;
· Horizontal and vertical equity;
· Facilitation of voluntary tax compliance; and 
· A more effective deterrence of non-compliance.
The reforms advocated in this presentation would support these objectives, in as far as:
· Effectively broadening the bases of the VAT, PIT, and CIT would enhance horizontal equity and reduce distortions;
· The additional revenue generated by these reforms could be used to reduce certain rates (of e.g., employers’ contributions, certain excises, and the financial intermediation taxes), with favorable impact on growth and competitiveness, and to fund additional targeted spending for the poor; and
· A significantly strengthened tax administration would certainly enhance both equity and economic efficiency.
This seminar has offered a valuable opportunity to discuss these issues, and it is to be hoped that participants’ views will provide useful inputs to the Turkish authorities in developing and pursuing their further reform agenda in the tax area.
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