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Abstract

We explore the economic implications of the possiflirkish accession to the European Union. We foous
three main changes associated with Turkish memiperghaccession to the internal European Markét;
institutional reforms in Turkey triggered by EU-migenship; and (iii) migration in response to thesfre
movement of workers. Overall, the macroeconomidicagions for EU countries are small but positive.
European exports increase by around 20%. Turkegreqrces larger economic gains than the EU: consamp
per capita is estimated to rise by about 4% asutref accession to the internal market and freeement of
labour. If Turkey would succeed in reforming itswkestic institutions in response to EU-membership,
consumption per capita in Turkey could raise bydditional 9%. These benefits would spill overtte EU.

Key words: Turkey; Regional economic integration; General equilibrium model; Gravity equations; Institutional
reform; Migration.



Introduction

These days, the possible enlargement of the Eunddaion with Turkey is a major issue of discussifith
the accession of ten new member states in May 2084erhaps the subsequent accession of Bulgatia an
Romania in a couple of years from now, Turkey &stthirteenth candidate member state of the EU Keniiith
Bulgaria and Romania, accession negotiations wittkdy have not yet started. At the Council in Cdzgen
in December 2002, European leaders have, howeramiged to decide about a starting date for thetiaipns
in December 2004, at the end of the Dutch Presidén@articular, the Copenhagen Council concluties. “If
the European Council in December 2004, on the lodisiseport and a recommendation from the Comunissi
decides that Turkey fulfils the Copenhagen politizderia, the European Union will open accession
negotiations with Turkey without delay”. These fioél criteria, formulated in Copenhagen in 199&juire a
candidate country to have achieved stability ofifusions guaranteeing democracy, the rule of lamman
rights and respect for and protection of minorities

Turkey has applied for EU membership already in719® pave the way for its accession, it agreedpo
Customs Union with the EU in 1995. Between 1996 20, tariffs and quantitative restrictions ordera
between Turkey and the EU were gradually removenteldver, Turkey aligned its trade policies with Eig
vis-a-vis third countries and started to implem@rnhmon standards, rules and regulations. In 199&el
attained the status of candidate for membershitheoEU. As a result, the EU is now cooperating Witinkey to
enable the adoption of the acquis communauta@ethie rules and regulations that make the EU.

Despite progress in the economic integration batvtke EU and Turkey, a number of Europeans seem
reluctant to accept Turkey as a member of the Eld feariety of reasons. Some people argue thatejuigktoo
different from the rest of Europe. They refer te thfferent culture of the Turkish society, theafslreligion
among the majority of the population, and the fhat Turkey is largely an Asian rather than a Easop
country. The main official reason for keeping Tureom negotiating with the EU could be the argubtbat
the political criteria spelled out above have rettlyeen met. Meeting them would require, amongrdttiegs, a
fundamentally different role for the military in filkey, and the recognition of individual and colleetrights for
minority groups. Another reason why countries ataatant about the Turkish accession to the Eldlaged to
its size, although this reason is often used inlination with the subjective views. In particulpopulation
forecasts suggest that the Turkish populationexitleed that of Germany by 2020, implying that Turkeuld
become the biggest country in the EU. Accordinglwould obtain substantial power in EU decisionking, at
the cost of the powers of existing members. Coestiso fear the economic implications of Turkegsession
to the EU. In particular, Turkey would become aneeipient of EU funds, which implies a net costédaisting
member states. In addition, people in Western Eufear massive immigration flows from Turkey aneéah
imports at the cost of workers and producers irBte

This paper concentrates on the economic implicatairthe Turkish accession to the EU. Although ¢here
not official criteria for the decision about itscassion, they do play an important role in thewson. In
particular if the official criteria do not lead #oclear-cut decision, the economic arguments doedtdme

* At the same time economic and institutional criteria were formulated: (i) a functioning market economy and the capacity to cope with competitive
pressures and market forces within the Union; and (ii) comply with the acquis communautaire.



decisive. How much will the accession of Turkeydfdror cost European producers and consumersrimstef
production and welfare? Which sectors will gain ardch will lose? Is there a difference betweendpaan
countries?

In answering these questions, we may rely on exjsttudies that have assessed the economic effects
regional economic integration. In particular, a tn@mof studies have simulated the implicationshef t
enlargement of the EU with the countries from Calrdnd Eastern Europe (See De Mooij and Tang (2203
review). They show that enlargement will probahiglgy substantial gains for the new Member Statéth w
estimates ranging from 1.5% to 7.8% increases i® @the long term. For EU countries, the effects a
typically more modest but still positive: the Eueaim Commission reports the largest increase in G4 %
in the long run (European Commission, 2001).

It is not a priori clear, however, that the acoassif Turkey will yield similar effects as is pretiéd by
studies for Central and Eastern Europe. Indeede e several differences between the accessibor&éy
and that with the other countries. For instance Bb and Turkey already form a Customs Union in
manufacturing and services, and a number of stdedard regulations have already been harmo#ibiahce,
the extent to which accession of Turkey to the BElUdeepen the integration differs from that of fBentral and
Eastern European countries. Moreover, the strudiee Turkish economy differs from that of Cehaad
Eastern European countries, e.g. with respecs teijree of openness, its sectoral structure tamhelvel of
welfare. These differences can affect the incregabdateral trade and GDP of further integratiothvthe EU.
In this study, we use a CGE model that incorportitespecific structure of the Turkish economydsess the
impact of its accession to the EU. Moreover, we ¢hag attention to what can be expected from fursteps in
the integration process.

Apart from the macroeconomic implications, we agplore how Turkey’s accession to the EU affects
different countries in Europe and different indiestr For instance, the impact on Central and Ba&aropean
countries may differ from that on current EU memétates because the former countries specialisiniitar
products as Turkey. With respect to the sectorpligations, the removal of economic barriers tegnation
may have different implications for the labour-imééve agricultural and textile sectors than fotlgkiensive
sectors.

In exploring these questions, the paper followsagmeroach of Lejour et al. (2004). For 15 different
industries, we derive the potential trade betwdernBU and Turkey from estimating gravity equatidss.
comparing this potential trade with actual trade,estimate the tariff equivalent of the remainiragleé barriers
between Turkey and the EU. These barriers arerfranved to simulate the accession of Turkey tcete
internal market, thereby using a computable geregrailibrium (CGE) model for the world economy tligt
calibrated on data for 2001.

In the process of accession Turkey has to comply thie acquis communautaire. This could act agadysa
for improving institutions in Turkey. Many instifahal indicators show that these institutions assImarket-
oriented in Turkey than in the EU member statehemother accession countries. We investigate tmt wktent

2 The EU and the countries of Central and Eastern Europe eliminate bliateral import tariffs in manufacturing already during the 1990s. However
these Europe agreements implied less trade integration than the customs union between Turkey and the EU. For instance, a customs union also
involves the same external tariffs with respect to third countries.



a reform of these institutions could benefit thekizsh economy by improving its competitive positidgain,
we do this by deriving the potential trade betw@arkey and other countries if the institutions wbbk
improved. We then simulate the macroeconomic effetthis trade increase with our CGE model.

As a final step, we elaborate on the potential atign flows following the accession of Turkey te tBU.
With our CGE model, we explore the implications lsour markets.

The rest of this paper is organised as followsti8e@ discusses the Turkish economy. Section 3
demonstrates what kind of shocks the accessiomddey to the EU would imply. Section 4 elaborataste
main features of the WorldScan model and asselseéspact of various shocks on the economies df thet
EU and Turkey. Finally, section 6 concludes.

2 The Turkish economy

Key economic indicators

Table 2.1 shows some key economic indicators oftifgish economy in 2000, i.e. the year beforeditiss.
The table compares these indicators with the EUHeScountries that will accede to the EU in 208dcgssion-
10), and Bulgaria and Romania. We see that Turkeyrelatively large accession country. Its sizeeims of
population (more than 68 million people) approadhes of the Accession-10 and exceeds the sizadf e
current EU Member State, except for Germany. Th&i$ln accession would imply that the EU population
would increase by more than 17%.

Table 2.1 Key economic indicators for Turkey in 20 00, compared with other regions
Population GDP Per capita GNI
(millions) (current bin. US$) (PPP in % EU-15)
EU-15 376.3 8325 100
Accession-10 75.1 330 44
Bulgaria 7.9 12 23
Romania 22.4 33 27
Turkey 68.6 199 30

Source: World Bank (2003a).

In terms of GDP, the accession of Turkey would yrgimore modest expansion of the EU. Indeed, GD#dvo
rise by 2.2% of today’s level of GDP in the EU-The Turks thus earn a much lower income per caipita the
average EU citizen. Expressed in terms of purclygsonwer parities, gross national income per capifeurkey
is only 30% of that in the EU-15. This income isacdimilar level as in Romania and somewhat higjieen in



Bulgaria. It is, however, below the average lemghie Accession-10, which is 44% of the EU-15 ageria
2000. The unemployment rate in Turkey was 8.5%0002

Trade relations

Trade liberalisation has been an important asgfettidkey’s economic policy since the early 1980tded to
the formation of the Customs Union between Turkey the EU in 1995, which covers trade in indusig@abds
and processed agricultural products. The agreewiém{Turkey goes beyond a normal Customs Unionydtmo
It also covers the harmonisation of technical lgiisn, the abolishment of monopolies and the mtite of
intellectual property. Moreover, negotiations héeen started on the mutual opening of the pubbcymement
markets, liberalisation of trade in services, dmdbolition of restrictions on the freedom of bEshment.
These latter policies would prepare Turkey for mership of the EU.

Trade liberalisation has intensified economic inatign of Turkey and the rest of the world. Tosliate,
whereas the sum of imports and exports as a sh&BB was still only 18% in 1980, this share hagéased to
almost 50% in 1999.

Table 2.2 shows the openness of Turkey and otloesamn countries in terms of their export/gdporati
Openness depends not only on trade policies, batal other factors like the sectoral structurethrdsize of
the economy. In particular, large countries areegally less open to trade than small countrieslerat3 shows
that Turkey, being the largest country in the talsldéeast open. It exports slightly more than 2df%s GDP.
For an average country in the EU-15, this shaadnmst 28% and in the Accession-10 almost 38%. &idg
features a high share of more than 60%. A relatilel degree of openness implies that a trade aszrelue to
the internal market has less effect on the totahemy than for countries with a higher degree aromess.

Most European countries export only a small paglbtheir goods and services to Turkey. Indeed, th
average export share of the EU-15 to Turkey is 1.Phis share is four times smaller than for thesoth
accession countries, which feature an average eghare of around 5%. An average Accession-10 cpinais
Turkey as a destination for only 0.5% of all expoBeing neighbouring countries, Bulgaria and Raenbring
10.3% and 6.1% of their exports to Turkey, respetti The final column of table 2.2 shows the exphiares
with a destination in the EU-15. We see that, sintib Accession-10 and Bulgaria and Romania, thenhaof
all exports from Turkey are transported to the E3J-This reflects the agreement on the customs umétnween

Turkey and the EU, which has intensified economiegration between these regions since 1995.

Table 2.2 Trade relations, 2001

Export in % of GDP  Export share to Turkey  Export share to EU-15
EU-15 27.9 1.2 62.1
Accession-10 37.8 0.5 59.1
Bulgaria 60.2 10.3 51.7
Romania 26.9 6.1 64.0
Turkey 21.4 - 52.3

Source: IMF, Directorate of Trade Statistics 2002.

% Note that the 2001 crisis has severely reduced the welfare level in Turkey measured in US$. Moreover, the unemployment rate increased from
8.5% t0 9.9% in 2001.



Irrespective of the degree of openness, the intiegraf Turkey with the EU is somewhat less advaince
compared to the EU-15 and the Accession-10. Theoreis that various barriers to trade between Tusakel

the EU-15 have maintained, despite the CustomsrUihioparticular, Turkey still has to take and implent
measures concerning the removal of technical bartéetrade, harmonise commercial policy, aligthe
preferential customs regime, and abolish state polies and state aftA part of these measures is related to
the institutions in Turkey. Hence, there is roomftather integration if Turkey would indeed confoto all the
rules of the internal European market and is abkeform its institutions.

Sectoral structure
Table 2.3 reveals how total value added in Turkegivided between fifteen different sectors. Itwhwvalue-
added shares in percent of total value-added fdte) the Accession-10, Bulgaria, Romania and tHelb.
We see that the Turkish economy features a relgtizege share of value added in Agriculture of2B4. This
share is smaller than that for Bulgaria and Romamireere the Agricultural sector comprises 28.2% H.3%
of total value added, respectively. It is much ¢ardnowever, than in the Accession-10, where thecfjural
sector is responsible for 6.9% of value added,taadEU-15 where it is only 2.5%One reason for the large
agricultural sector in Turkey is the substantiabamt of agricultural support by the Turkish goveamn In
particular, transfers to farmers run up to 5% offGIn addition, there are guaranteed output pricgsort
protection, export subsidies, subsidised serviodarimers and sometimes state involvement in supyjiger
pressure of the WTO and with the prospect of fuageession to the EU, Turkish agricultural polisynow
being gradually reformed. The aim is to bring itrexn line with the CAP and reduce the amount difliou
support. The reforms may have substantial implbcetifor the agricultural sector in Turkey in thering years.
Apart from Agriculture, Turkey also features relaty large Textiles, Trade Services and TransperviSes
sectors. These sectors are labour-intensive and featuaéively low productivity levels. The tourism sectsr
part of Trade Services and Transport Services sdportant for the Turkish econorifompared to the
Accession-10, Turkey features a low share in Maafyimnd Equipment, Transport Equipment and Business

Services.

4 At the end of 2000, the EU Embassies’ Commercial Councillors in Ankara reported to Brussels several problem areas, varying from excessive
bureaucracy to difficulties in applying the requirements of the Customs Union in letter and spirit. Lack of well trained civil servants is a major
problem, implying that companies find it difficult to get the right information on import requirements and causing unnecessary delays. EC (2003)
and Togan et al. (2003) also report that Turkey has not incorporated the instruments to remove technical barriers to trade in its legal order.

® Measured in terms of employment, the share of the Agricultural sector in Turkey is larger since productivity levels are low. Indeed, 33% of all
working people is employed in Agriculture. Only in Romania, this figure is higher with a share of 45.2%. In the Accession-10, 15.5% of total
employment works in the Agricultural sector, while in the EU-15 this share is 4.3%.

®See Francois (2003) for an elaborate analysis of the implications of the Turkish accession to the EU for the transport sector.

"The size of the sector Trade Services is surprisingly high. The number corresponds to recent data of the Statistical Yearbook of Turkey 2001.
These numbers show that the number is inflated by the size of the wholesale and retail sector. This subsector from trade services delivers 16.8%
of value added in 2001. It is possible that the Turkish Statistical Office classifies economic activities as wholesale and retail trade that are
classified as business services in other countries.



Table 2.3 Value-added for sectors in % of total va  lue added, 2001

Turkey Accession-10 Bulgaria Romania EU-15
Agriculture 14.2 6.7 28.2 19.3 25
Energy 3.6 3.2 4.5 5.3 1.8
Food processing 6.2 5.6 9.9 13.8 3.1
Textiles 2.3 1.0 3.6 15 0.6
Wearing apparel 1.3 1.3 0.8 4.2 0.5
Chemicals and minerals 3.8 5.6 8.0 4.6 4.7
Other manufacturing 2.1 4.8 2.7 4.1 3.6
Metals 1.3 1.8 2.5 1.1 0.9
Machinery and equipment 3.2 8.2 4.4 5.0 7.7
Transport equipment 14 2.4 0.5 2.4 2.6
Transport services 11.6 5.7 5.8 6.8 4.7
Trade services 20.6 12.7 4.0 6.2 12.8
Business services 7.1 16.7 19.7 15.9 18.2
Other services 16.9 18.0 3.4 3.9 30.6
Construction 45 6.2 2.1 5.7 5.7

Source: Dimaranan and McDougall (2004) and own calculations.

Export specialisation
Table 2.4 shows the so-called revealed comparativantages of Turkey. In particular, the first cofu
presents the share of exports of a particular s@cfburkey, relative to the average share of Haattor in other
countries’ export (and multiplied by 100). If a sedeatures an index larger than 100, then iaid that Turkey
specialises its exports in that sector, i.e. itdasvealed comparative advantage in that sedadiveto other
countries. According to this index, table 2.5 rdsehat Turkey specialises in Agriculture, Textjl#gearing
Apparel, and most Services sectors (excluding TBeteices). The exports of Textiles, Wearing Appare
Transport and Business Services are also impdrtaiisolute terms: they make up more than 50%il of al
exports of Turkey, since these sectors are relgtiygen®

The comparative advantages of Turkey to some ert@ntc those from the other accession countries (se
Lejour et al., 2004). In particular, both specwrlis Agriculture, Textiles and Wearing Apparel. Aodingly, the
accession of Turkey to the EU could affect the cetitipeness of the Central and Eastern Europeamities in
these sectors. Yet, there are also some imporiti@tehces. Most of the Accession-10 countries expwre
machinery products and more products from the FRrodessing industry, while Turkey exports relatvmiore
Business and Other Services.

8 Not every sector in which Turkey has a comparative advantage is important for trade. Take for example Construction: Turkey has a comparative
advantage in this sector, but since trade in Construction is fairly low, it does not contribute much to the openness of the Turkish economy



Table 2.4

Export specialisation, export shares and openness of sectors in Turkey, 2001

Revealed Comparative Export in % total exports  Exports in % of production
Advantage

Agriculture 225 4.5 7.9
Energy 18 1.0 4.0
Food processing 82 2.9 7.3
Textiles 534 13.4 63.5
Wearing apparel 403 9.6 72.9
Chemicals and minerals 63 7.3 24.9
Other manufacturing 52 3.0 15.8
Metals 144 5.9 34.7
Machinery and equipment 38 10.9 42.6
Transport equipment 71 6.8 54.9
Transport services 129 10.3 215
Trade services 81 25 3.7
Business services® 151 11.3 40.9
Other services? 125 5.9 11.3
Construction® 696 4.6 16.2

Source: Dimaranan and McDougall (2004) and own calculations.

*The ratio of exports to production in business and other services, and construction is much higher than in other countries. Given the low

quality of the service trade data it is not clear that these data reflect a strong international position of Turkey in these sectors.

3.1

Turkey’s accession to the EU
Turkey's development without accession

How would the Turkish economy develop over the rexnty years if the country would not accede wHU?
One can imagine different scenarios. Turkey conldgrate economically with the EU, without becominfyill
member. In that case, the Customs Union may bbhdudeepened, without Turkey becoming part of titernal
market. Alternatively, Turkey could become disapped about its cooperation with the EU and deaidie¢us
more on its relationship with its eastern neighanrAsia. In that case, a process of disintegnatiith the EU
may become real.

Uncertainty about the future development in theeabs of accession to the EU renders it difficuth$¢sess
the economic implications of the accession itg&jfainst what scenario should we compare the acn®ash
model simulations, the usual approach is to devalep-called baseline scenario in which the cursgnétion is
extrapolated into the future. Thus, the baselinthaeassumes a tendency towards disintegratiana tendency
towards more integration. The impact of the acoest the EU is then determined by comparing tlememic
outcomes of a scenario with accession to the lyesseli

In the next section, we follow this approach bydating the economic implications of the Turkish
accession with a CGE model called WorldScan. Wesldgva baseline until 2025 in which the relatiopshi
between Turkey and the EU remains as it is todayaicustoms union in industrial products, a kehitlegree of
integration with respect to the internal market, fxeither full membership of the EU nor furthereigtation in
other respects. In the baseline, we assume thabtatidate countries from Central and Eastern Eubgrome



3.2

member of the EU in 2004 while Bulgaria and Romaieede in 2007. We also assume that the intenatio
agreement of textiles and clothing (ATC) vanishe2005 such that the Turkish textile sector wildanore
competition from Asian countries. With regard tarHey, we include demographic projections basecherliN,
which suggests that population grows from 68 millio 2001 to around 86 million in 2025. We do nuatlude
substantial reforms in Turkish policy as compaietbtlay’s situation. Economic growth in Turkey et
baseline scenario exceeds that in the EU due &bchiog up. In particular, the baseline assumesabgrowth
rate of GDP of 5.6% per year in Turkey, which istiyadue to a relatively fast growing populationD8 per
capita grows annually by 4.5%4n the Accession-10, growth is lower at 2.9% peary in part because of a
gradual shrinking population (0.3% annually). GDRHe EU is assumed to grow at 2% per year duliag t
coming decades.

Relative to the baseline scenario, we exploreettmmomic implications of the Turkish accession. In
particular, we determine first the long-term ecoimautcomes in the baseline scenario and then capam
with the outcomes in a scenario with accessionurk@y. Thereby, we assume that Turkey becomes aberem
of the EU in 2010. The exact date, however, hasigmificant impact on the long-term simulation autes. An
important question is: what effects do we attrittotéhe accession of Turkey. In the next subsestiom discuss
four changes that are induced by Turkey’s accegsitime EU. These are, respectively, accessionetanternal
European market, an improvement of Turkish instihg in response to EU-membership, and free moveafen
labour. We do not explore the possible access déejto EU funds since we find it impossible togiot the
outcome of the political negotiations regarding Eté budget at the time Turkey accedes to the EU.

Accession to the internal market

A major economic aspect of the accession of Tutkdahe EU involves the accession to the internaketa
This will affect the economies of Turkey and EU niiers via trade, FDI, domestic investment, and salbe
focus here is on the trade effect of the internatkmat.

Accession to the internal market may increase tfadat least three reasons. First, administraiseiers to
trade will be eliminated or at least reduced telsxcomparable to those between current EU memHers,
one can think of reduced costs of passing custaniedrontier: less time delays, less formaligts. Anecdotic
evidence suggests that there is a lot to be gdiaeslin the case of Turkey. Secondly, accessitimetinternal
market implies a reduction in technical barriersrémle. The Single Market reduces these technaraidss by
means of mutual recognition of different techniegjulations, minimum requirements and harmonisaifon
rules and regulations. Although the customs unietwvben Turkey and the EU has already eliminatedesafim
these technical barriers, it appears that subsatdotther advances have to be made. Finally,aigk uncertainty
will be mitigated by the Turkish accession to thé. Especially political risks and macroeconomidaitdity
may reduce substantially.

In measuring the economic implications of accesgiahe internal market, we follow the approach of
Lejour et al. (2004). That study shows for the ¢des from Central and Eastern Europe that thessioe to the

°Differences in total factor productivity growth rates for the manufacturing sectors in Turkey are taken from Filiztekin (2000). These data for the
period 1980-1996 indicate high productivity growth in the sectors Metals and Machinery and Equipment and low productivity growth in food
processing and other manufacturing. Also in Textiles and Wearing Apparel, productivity growth is lower than the average in manufacturing.



internal market is much more important than theilation of bilateral trade tariffs and common enté tariffs
as in a customs union. That conclusion and theiegisustoms union between Turkey and the EU in
manufacturing suggest that the accession to teenat market is the relevant issue, and not theiedition of
remaining tariffs and harmonisation of externaiftar® Lejour et al. (2004) measure the economic
consequences of accession in two steps. Firstftiley Bergstrand (1989) in estimating gravity atjons on
the industry level .These equations are specified a

Xijs = as Zijs + Bs DijsEU 1)

whereX;s stands for the log of exports from counitty j in industrys. The vectoZs contains several
explanatory variables, including GDP (per capitathe exporting and importing countries, the dis@between
the capitals of countries, a set of dummies, aaditlateral import and export tariffs between cowst The
vectorg, contains the parameters we estimate for eachrs@tte variableD®™ is a dummy that equals unityiif
andj are currently members of the EU and else zeroh®Ve estimated (1) by OLS using a cross-secti@8of
countries for 2001 based on the GTAP data (Dinamana McDougall 2004). The estimates for fifteen
different sectors are reported in table 3.1. Aer@st indicates no significance at a 5% confidencerval. We
see from table 3.1 that the distance variable gatiee and significant in all industries, exceptti@nsport
services. The size of the estimated coefficierttasyever, notably lower for service sectors. Thididates that,
if the services are tradeable, distance mattess T exporter and importer GDP coefficients atérated
precisely and are all positive. Nearly all of thara a bit lower than 1 which is standard in therditure.

Our main interest is in the estimated coefficientthe EU dummyP®. For each of the 15 sectors this
coefficient,fs,

% Bekmez (2002) interprets full EU membership of Turkey more or less as the elimination of remaining tariffs and harmonised external tariffs. He
shows that the effects of EU membership given the existing Customs Union are meagre.
! Note that the composition of sectors in this paper differs from that in Lejour et al. (2004).
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Table 3.1 Estimation results of sectoral gravity eq

Agriculture

Business Services
Chemicals
Construction

Energy and Raw mat.
Food processing
Machinery & equipment
Basic metals

Other manufacturing
Other services
Textiles

Trade services
Transport services
Transport equipment
Wearing Apparel

Agriculture

Business Services
Chemicals
Construction

Energy and Raw mat.
Food processing
Machinery & equipment
Basic metals

Other manufacturing
Other services
Textiles

Trade services
Transport services
Transport equipment
Wearing Apparel

EU dummy

0.75
0.56
0.23
0.34*
- 0.04*
0.81
0.16
0.20
0.25
- 0.10*
0.58
0.14
0.81*
0.05*
0.49

Export levies

6.92

- 28.06
- 43.76*
7.49
12.81
-0.76*
- 7.97*
155.79
1.48*
13.01
4.73*
75.77
18.07

- 5.87*
5.27

Export GDP
per capita

-0.42
-0.07
-0.16

0.12
-0.38
-0.08

0.24
- 0.03*
-0.08
-0.19
-0.41
-0.24
-0.27
- 0.06*
-0.67

Import tax

0.81
35.52
7456

-5.13*
2.62
0.12*

- 3.60
- 455
- 0.69*
246.89
- 4.42

640.44

299.09

- 0.44*
-1.79

uations

Importer GDP  Exporter GDP

per capita
-0.23 0.71
0.06 0.84
-0.18 0.61
-0.31 0.91
-0.26 0.77
-0.22 0.71
-0.17 0.96
-0.15 0.73
-0.10 0.84
0.12 0.89
-0.35 0.81
0.11 0.81
0.00 0.87
-0.03 1.02
-0.05 0.74
Constant R squared
-4.77 0.58
-10.26 0.87
-7.94 0.44
-3.26 0.81
-3.00 0.50
-5.64 0.62
-3.32 0.82
-2.87 0.66
-3.43 0.78
-11.04 0.80
-3.10 0.69
-11.06 0.84
-10.68 0.81
-4.23 0.70
-3.30 0.64

Importer GDP

0.67
0.80
0.60
0.87
0.74
0.71
0.86
0.87
0.85
0.77
0.72
0.80
0.79
0.78
0.74

Trade
increase

1121
74.8
26.5
41.2

0

123.7
17.8
21.9
28.0

0
77.8
15.1

124.4

0
63.8

Distance

-0.71
-0.17
-0.38
-1.04
-0.97
-0.64
-1.05
-1.13
-1.06
-0.21
-0.91
-0.05
- 0.24*
-1.04
-0.94

Non-Tariff
Barrier

16
17

17

12

24

10

* indicates no significance at the 5% confidence interval. Standard errors are not provided in order to save space (available upon

request).
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Table 3.1 reveals that in twelve out of fifteenustties, the dummy has a positive and significaefficient
(at the 10% confidence level). Hence, in theseosecbilateral trade is systematically higher ibtaountries are
both members of the EU. The dummies for Agricultamel Food Processing are among the largest. Hémece,
internal market and the common agricultural poiityhe EU intensify intra-regional trade in thesetsrs. For
Textiles and Wearing Apparel, we also find a high aignificant dummy. The dummy for Raw Materias i
negative, but insignificant. This may be due tobaing intensively traded between EU members amnd no
members alike. For Transport Equipment and Otheri&ss, we also find an insignificant EU dummy. §hi
suggests that, in these sectors, trade among Elbarsens not significantly more intense comparetivio
otherwise equivalent countries that are not bothnignbers. The insignificant dummies may eitherrrife
industries where the internal market has not pissggeé much or where technical barriers to trade are
unimportant.

In the lower part of table 3.1, we have a colueditecting the trade increase that correspondseto th
estimated EU dummy. In particular, we assume thatriembership implies that the dummy would changenfr
zero to one for bilateral trade patterns betweergd and Turkey. Thus, potential trade can be tatled as exp
(8 s, wherefs denotes the estimated coefficient for the EU dunmr(iL). To illustrate, the coefficient for the EU
dummy in Wearing Apparel is equal to 0.49 so thatpotential trade is exp (0.49) = 1.64. This ieplkhat
trade after accession to the EU is 1.64 timesrge las the actual trade between Turkey and EU mesmiblee
potential trade increase is therefore 64% of theectti trade volume. For industries with an insigpaint dummy,
we assume that the dummy variable is zero. Hemoesaion to the internal market is assumed to have
impact on trade. Overall, our estimates suggestighed average of the trade increases of 34%. Hence
aggregate trade with the EU can rise by this amiftnirkey would be full member of the EU, as comgghto
the situation in 20043

After having determined the potential trade inseeper sector, the next step is to translate rikisrion-
tariff barriers (NTBs). These are presented intkive column of table 3.1. Following the methodaotagf Lejour
et al. (2004), we translate the potential tradeciase per sector into a Samuelsonian iceberg traste-
equivalent. We refer to this as a non-tariff barria particular, we recalibrate the Armington dewdunctions
in the model (i.e. the preference parameters imutitiey functions) such that these reproduce thginal trade
data (while NTBs are incorporated). Abolishing MiEBs for all sectors in our CGE model (which isadissed
in more detail in section 4), we arrive at the &#alvels that correspond to the predictions inséieond column
of table 3.1. Lejour et al. (2004) describe thisgedure in more detail. The estimated NTBs depargkly on
the sector-specific Armington elasticities in thedal, which measure the sensitivity of exports withpect to
trade costs. The NTBs in the last column of tablecan be interpreted as the trade costs associgtedon-

membership of Turkey in the internal market.

2 Flam (2003) arrives at an estimate of 45% by estimating a macro gravity equation on the basis of a panel of 15 countries and for the period
1990 — 2000. We adopt a cross-section approach, using bilateral trade between 38 countries for 2001.
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3.3

Improving Turkish institutions

It is sometimes argued that EU-membership may \aer& catalyst for Turkish institutional reformsr Fo
instance, by becoming EU-member, Turkey has toaromto all EU legislation and enforcement by the
European Court of Justice. Moreover, via the mettfagben coordination, Turkey will regularly be essed by
the European Commission and other Member courdrigts economic policies. EU-membership can thus
trigger institutional reform in Turkey and redube twidespread corruption. Today, the high levelafuption
hinders economic transactions substantially. Irtionally Turkey ranks low on the corruption indes,can be
seen from table 3.2.

Improvements in institutions and transparency menefit the economic development of Turkey by
improving its competitive position. To illustratee Groot et al. (2003) estimate this impact foridenset of
countries, using a gravity estimation approach.yl$few that a similar law or regulatory framewoskila the
EU could increase bilateral trade between 12% &9d. Better quality institutions and less corrupteould
increase trade by 17% to 27%. Although we cannpli@ity attribute the extent to what EU-membershiiti
actually improve institutions in Turkey, it is clethat these have to be reformed in order confarthé internal
EU market and the acquis communautaire. It cataa@xcluded that Turkey also reforms its institogio
without becoming EU member, but the possible EU brnship can be an extra stimulus to carry out these

reforms.

Table 3.2

Ranking of countries

10.
18.
25.
33.
54.
45.

64.

Corruption index 2003 for a selection of  countries, including their ranking

Transparency International Corruption
Perceptions Index 2002*

Finland 9.7
Denmark/ New Zealand 9.5
Iceland 9.4
Canada/ the Netherlands 9.0
United Kingdom 8.7
Germany 7.3
France/Portugal 6.3
Hungary 4.9
Greece 4.2
Poland 4.0
Turkey 3.2

1.2

102. Bangladesh

* Degree of corruption, perceived by business people, academics and risk analysts derived from surveys. The assessment is between 0

(highly corrupt) and 10 (highly clean).

Source: http://www.transparency.org/cpi/2002/cpi2002.en.html.
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By way of illustrating the importance of nationasiitutional reform in Turkey, we have assessedrtiportance
of corruption for trade relations. In particulare Wave re-estimated our gravity equation on aggeegade of
the previous section, by including a multiplicata@nstruct of the Transparency International Cdioup
Perceptions Index for the exporting and importingrdry in the equation. The coefficient for thiséx in the
gravity equation measures the systematic impacbofiption on the intensity of bilateral trade betn
countries. The results are reported in table 3 8udgests a significant impact of corruption @&’ To get a
feeling for the quantitative importance of corroptifor trade, we did the following experiment. Sagg that, by
improving institutions and obtaining more discigliwithin bureaucracies, EU-membership of Turkey lbou
raise the TI Corruption Perceptions Index of Turkew level comparable with Portugal, i.e. Turkeywd rise
from place 64 with an index of 3.2 to place 25 wdtlalue of 6.3. By doing so, we find that aggrededde of
Turkey would rise by 57%. Compared to the EU-duniamthe internal market (which induces a rise in
bilateral trade between Turkey and the EU of 34%, suggestinigcrease in aggregate trade of around 17%),
the impact of less corruption would be much big¢fedEU membership would indeed work as a catalgst f

institutional reform, this therefore has potentiathportant economic implications for Turkey.

Table 3.3 Estimates of the macro gravity equation  for trade, including the corruption index

Estimated coefficient
EU-dummy 0.24 (0.09)
Export GDP per capita -0.20 (0.04)
Importer GDP per capita -0.29 (0.04)
Exporter GDP 0.94 (0.02)
Importer GDP 0.91 (0.02)
Distance -0.95 (0.03)
Export levies -18.77 (4.12)
Import tax -16.80 (1.54)
Constant -1.93 (0.22)
Transparency 0.01 (0.00)
adj. R squared 0.85

Standard errors in parentheses. All coefficients are significant at the one 1% significance level.

If EU membership is less successful as a catabyshétitutional reform, Turkey may rise less or ttorruption
index. Suppose for instance that it would only tselace 33 with an index of 4.9, a level comprab that of

Hungary. In that case, aggregate trade of Turkeyldvstill rise by 28%.

3 The coefficient for the EU-dummy, measuring the impact of the internal market on trade intensities, does not significantly change if we add the
TI Corruption index (see appendix A). We have also estimated the gravity equation with an alternative index, the so-called heritage index,
measuring the degree of economic freedom. The trade increase of using this index is of similar magnitude as with the Tl Corruption index. The
results are available upon request from the authors.
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3.4

As we did for the trade effect of the internal merkve translate the trade increase accordingetgthvity
equation into an NTB associated with corruption. ¥én follow the same procedure as in sectioni&2we
will simulate the gradual removal of the NTB in 8eg 4, reflecting a gradual improvement in the réegof
corruption in Turkey?

Free movement of labour

Forecasting the migration effect of Turkey’s acaas$o the EU is difficult. The same difficulty algs to the
Central and Eastern European countries, howevaumber of researchers have nevertheless attenmptexite
up with an estimate of the migration potential. §éstudies usually use historical immigration pat¢o
estimate the effect of income disparities (and o#xplanatory variables like unemployment or dis&gron
international migration. The estimates are theriegpo the income differentials between the EU #dred
Central and Eastern European countries to obtagstimate of the migration effect of EU-enlargem&m
Mooij and Tang (2003) collected twelve of such &adThe results of these studies have been eXatapdo
show the long-term migration potential from ten €ainand Eastern European countries to the EU-h8.I&ng-
term is interpreted as the migration effect 15 gedter the accession. De Mooij and Tang arrivee median
estimate of 2.9 million migrants in the long tenmrh ten Central and Eastern European Countries. Thi
corresponds to a net migration of 3% of the totaduwation in Central and Eastern Europe or, eqeival, 0.7%
of the EU-15 population.

To assess the migration potential from Turkey ®oHJ, we can follow a similar approach. In pariéeculve
derived the implicit migration elasticity for thedome differential from De Mooij and Tang (2003).
Subsequently, we apply the figures for the Turkispulation, and the income differential betweenk&yrand
the EU-15 to derive an estimate for the migratifiact from Turkey. Turkish income per capita, measun
purchasing power parities, is 31% of the EU-15 agerin 2000. This is somewhat below the averagleeof
Central and Eastern European countries. We taleuatof demographic developments in Turkey. Thekitr
population is expected to increase from 68 millim2000 to 86 million in 2025. By substituting tleefigures in
the equation for the migration potential, we obtmnestimate for the migration from Turkey to thé & 2.7
million people in the long term. This equals 4%l current Turkish population, or another 0.7%hefcurrent
population in the EU-15°

The destination of migrants from Turkey is not estpd to be proportional to the population of EU riwies.
In particular, the migration literature revealstttiee destination of migrants primarily dependsetwork
effects, i.e. new migrants go to places where previmigrants have settled. Table 3.4 shows howdutu
migration flows would then be distributed across éuntries. We see that a large share of Turkigants
will reside in Germany (76%), which will receive mahan 2 million Turkish immigrants. France (8%ylahe
Netherlands (4%) also host a relatively large sbéfurkish immigrants and will receive, respeclive13
thousand and 107 thousand migrants.

4 Because we do not have information on the effect of institutional changes on sectoral trade patterns, we assume that trade is affected
equivalently in all sectors.

5 Note that this estimate is based on historical immigration figures that do not necessarily refer to Turkish immigration. Hence, the estimate does
not account for specific characteristics of Turks.
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Table 3.4 Expected destination of EU immigrants (i n 1000), based on stocks in EU countries in 1999

In 1000 In %
Total 2665 100
Germany 2025 76
France 213 8
UK 53 2
Italy 27 1
The Netherlands 107 4
Rest of Europe 240 9

Source: Trends in international migration, OECD, SOPEMI 2001 for data on current destination; own calculations for expected
destination of Turkish migrants.

4 Economic impact of Turkey’s accession to the EU

This section explores the economic implicationghef Turkish accession to the internal market, ttential
improvement in national institutions, and free moeat of labour between Turkey and the EU. We de lilyi
simulating three experiments with the WorldScan ehoor these experiments, we discuss the macroeaion
effects. For the simulation of the internal markes, also analyse the sectoral implications. In @eldi we perform
sensitivity analysis on some important assumptiregarding the simulations. Before elaborating anrésults, we

first give a brief sketch of the model structure.
4.1 The WorldScan model

WorldScan is a computable general equilibrium mdoethe world economy (see CPB, 1999). The maglel i
calibrated on the basis of the GTAP database,oe&iDimaranan and McDougall (2004)) with 2001tesbase
year. The database allows us to distinguish betwdarge number of regions and sectors. In padictihe EU is
divided into six regions: Germany, France, UK, Netherlands, Italy, and Rest EU. The countries dlcaede to the
EU in 2004 are referred to as the Accession-10eQtbtential accession countries are all distirffgedsseparately, i.e.
Bulgaria, Romania, Croatia and Turkey. The reshefworld economy is divided further into four athegions,
namely, the former Soviet Union, rest OECD, MidEkest and North Africa and Rest of the World (ROW)r each
region, we distinguish between fifteen sectors.seheonsist of Agriculture, Raw Materials and Eneggght

Manufacturing sectors and five Service sectors taele 4.1)

% As the model distinguishes only one aggregated agricultural sector, we are unable to explore the details of changes in the common agricultural
policies of the EU.
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Table 4.1 Sectoral concordance between WorldScan

Agriculture

Energy and other Raw mat.

Food processing

Chemicals and minerals
Metals

Textiles

Wearing Apparel

Other manufacturing

Machinery and Equipment
Transport equipment
Transport services

Trade services
Construction

Business services

Other services

and GTAP

Paddy rice, Wheat, Grains, Cereal Grains, Non grain crops, Vegetables, Oil seeds,
Sugar cane Plant-based fibres, Crops, Bovine cattle, Animal products, Raw milk,
Wool, Forestry, Fisheries

Refined Petrol and Coal, Gas, Coal, Oil, Electricity and other Minerals

Processed rice, Meat products, Vegetable Oils, Dairy products, Sugar, Other food
products, Beverages and tobacco

Chemicals, Rubbers and Plastics, Mineral Products

Nonferrous Minerals, Ferrous Minerals

Leather products, Wood products, Printing, paper and publishing, Other
manufacturing

Fabricated Metal Products, Machinery and Equipment, Electronic Equipment.
Motor Vehicles and parts, Other transport industries

Water, Air and other Transport

Insurance, Other financial services, Other business services, Communication
Gas manufacturing and distribution, Water, Recreational services, Government
services

The heart of the WorldScan model relies on neoaktheories of growth and international tradectSeal

production technologies are modelled as nestedfG&Sions (see table 4.2\t the highest nesting, a fixed factor is

combined with a composite input. This is relevamlydor the sectors agriculture and energy and ratée

materials. For all manufacturing and service seoclgr assume constant returns to scale in produdtighe

second level of the production tree, value-added phergy inputs are combined to form a composgiatiinto

production. This CES-function has a low substitutidasticity (.01), creating a Leontief structufae

production of value-added is modelled by means©@bbb-Douglas technology with low and high-skillaour and

capital as inputs. In principle, there are fifteéetermediate inputs. However, only a few intermégliaputs are

important in the production process for most indest

Table 4.2  Sectoral production elasticities

Fixed factor and rest

Nest of intermediates and nest of

value added/energy
Energy and value added
Capital and labour
Intermediates

All sectors Agriculture  Energy and other raw materials
0.10 0.90 0.20
0.01 0.30 0.01
0.50 0.60 0.10
1.00 1.00 1.00
0.60 0.60 0.60
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4.2

With respect to trade, WorldScan adopts an Armimgjgecification, explaining two-way trade betweegions and
allowing market power of each regiohhe demand elasticity for manufacturing industragiculture and raw
materials is set at 5.6, based on the work of Hulsfi®99). For services, the elasticity is set laiveer level:
4.0. Bilateral trade depends on consumer prefessimceegional varieties of a good, and differencelative
prices.On the capital market, WorldScan assumes impectggital mobility across borders. In particular, ic@hat
is abundant in one region (and thus is relativegxpensive), it is invested in another region iriclttapital is scarce
(capital is expensive).

Due to barriers in investing abroad interest rétemrntials are only reduced but not eliminatedn€umption
patterns may differ across countries and depertorapita income. We assume that the labour nwf&etow-and
high-skilled workers clear. In the baseline, labdaes not migrate.

Although WorldScan is rather comprehensive in desg trade relations and contains a detailed ijgtson
of countries and sectors, it does not capture sszoaomic mechanisms that are potentially impoiitatight of the
enlargement of the EU. For instance, the model doesclude economies of scale. Economic integnathay thus
yield additional efficiency gains through bettepkoiting these potential scale effects. MoreoveorMScan does not
capture technology and knowledge spillovers, assediwith increasing trade intensity between Turkeg the EU.
Such spillovers, as well as other dynamic gainsifezonomic integration, may yield additional betsefThey are,
however, difficult to quantify and therefore noptared in our model. The simulations thus only uepthe static
allocative efficiency gains from EU accession.

As discussed in section 3.1, the baseline scepékidorldScan includes developments that can beséme, such
as demographic projections, a gradual catchingrapgss of Turkey, the EU-accession of the othedidate member
states, and the completion of the textiles ancheigtagreement in 2005. Uncertain political chareyesnot included
in the baseline. We assess the implications of Etéssion by running successively three alternatemarios in
which we impose (i) the removal of non-tariff bars; (ii) an improvement in the institutions; aiig (nigration flows
from Turkey to the EU. By comparing the outcomeshefalternative scenarios with the baseline, wainlthe
impact of the Turkish accession on the economigsedEU, the other accession countries, and Tulkethe
experiments, we assume that Turkey enters the E2010. The shocks are implemented gradually aneéffeets are

evaluated in the year 2025 in which a new stablglibgum is achieved.

Accession of Turkey to the internal market

We now discuss the simulation results of the Tlrkiscession to the internal market. In particuer simulate a
gradual abolishment of the NTBs presented in t8llleThis removal of NTBs changes relative pries®rts trade

creation and trade diversion, changes the ternieadé and affects the incentives to invest. Theragonomic and

sectoral implications are presented in tables Ad34a4.
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Macroeconomic effects

Table 4.3 presents the macroeconomic effects dfeéis accession to the internal market. We seeG#® and
consumption in Turkey increase by 0.8% and 1.4%peetively."” Welfare, measured by the equivalent variation (i.e
a measure for the rise in real private income)dases by 4.4 billion US$ in constant priteBor the EU-15, the
economic effects are small. Welfare raises by 8li®i USS$; expressed in percentage changes of @mP
consumption, this increase is not visible. Dutchagis to Turkey increase by around 20%, while ingpgrow by

25%. In terms of aggregate trade, this is an irsered some 0.2%. The Accession-10 countries alger@nce no
significant impact on GDP, but an increase in camstion of 0.2%.

These effects are the result of two main mechaisiinst, changes in the relative prices imply t@intries
can better exploit their comparative advantagess déwses trade creation, increases productiociegifiy and raises
welfare. At the same, however, integration withKeyr causes trade diversion. Indeed, the rising itsdoom Turkey
by a number of EU countries come at the expensamdrts from other countries, primarily other acies countries
that specialise in the same products. With the vainof NTBs with Turkey, these other accession ¢aes no longer
receive preferential treatment relative to Turkagl ¢herefore face fiercer competition on the indémarket. As a
result, the gains for Turkey partly come at theesrge of a loss in output in the Central and Ea&earopean
countries. These effects are, however, small inrosmonomic terms.

A second effect of the accession of Turkey to thei€a terms-of-trade effettin particular, we see that Turkey
experiences a terms-of-trade gain of 3.5%. Thietsaccompanied by a terms-of-trade loss in otlheojiean
countries: the EU-15 experience a terms-of-trade g0.1% and the Accession-10 of 0.2%. The redsothe
presence of terms-of-trade gains on both siddwisthe abolishment of NTBs entails a reductioreal trade costs.
As we measure the terms of trade as the pricepréxrelative to imports that holds just outside tlomestic border,
lower NTBs can raise the price of exports relativémports in both countri€d. The different magnitude in the terms-
of-trade effect among countries depends on the tir@ensity between that country and Turkey. Inipalar, the
export share of the Accession-10 and the EU-151ttély is rather small, while the corresponding starTurkish
exports to the EU is relatively large. This exptaihe large terms-of-trade effect for Turkey refatio the other
regions.

We can compare the effects in table 4.3 with tHosad by Lejour et al. (2004) for the Central arabtern
European countries. These simulations were aldonpeed with the WorldScan model. The comparisoready
that the effects for Turkey are relatively smaildéed, the enlargement of the EU with the CentrdlEastern
European countries yields an average increase A B6.3% for the accession countries, while conption
increases by almost 10%. For the Turkish accessien;orresponding figures are 0.8% and 1.4%. €asan

" This result is comparable to the effect of the customs union. Harrison et al. (1997) estimate a GDP gain of 1.0% to 1.5%.

8 A change in welfare or utility in this context is the consequence of a change in real private income. It is also expressed in monetary terms. It
does not say much on well-being. Well-being is a much broader concept than welfare. An increases in welfare does not imply a comparable
increase in well-being. The overview of Frey and Stutzer (2002) shows that the correlation between increases in income and an increase in
happiness is relatively low, although it is positive.

*° Notice that his effect is not a traditional terms-of-trade effect, but the result of a change in transaction costs, modelled by a change in the
Samuelsonian iceberg costs.

2 For imports, the price includes cost of freight (the iceberg costs and the c.i.f - inclusive of cost, insurance and freight - that are present in the
database) but not import taxes. For exports the price is f.0.b (free on board) and includes export taxes but excludes the iceberg costs.
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for this difference is fourfold. First, we haveeastimated our gravity equations on the basis oemecent data
for 2001. The new estimations suggest an aggregate increase for bilateral trade with Turkey %@ This is
about one third smaller than the increase of ntmaa 50% for the CEEC countries that was suggesteded
previous estimate (which was based on data for 1 @Etondly, Turkey is less open to European tthae an
average country from Central and Eastern Europas,Tthe country benefits less from access to tteerial
market. This is reinforced by the relatively snsdilare of trade with EU-countries, relative to tlentgal and
Eastern European countries. Thirdly, Turkey spisgalin sectors for which we find relatively srreffiects for
the internal-market dummy. For instance, we doatdain a significant NTB for Transport Serviceseator
that is relatively important for the Turkish econoriVe do have a large NTB in the sector Trade $esvivhich
is very important in Turkey. However trade in thattor is low and the trade increase has no sutmstaffect
on production in that sector. Finally, the expaft§ urkey primarily involve sectors with a low pnactivity
such as agriculture and textiles. Although thestoss benefit substantially (see below), this doaiscreate big
effects on value added and consumption.

Total exports of Turkey rise by 8.1% and importsl2y2%. This is less than expected based on thétygra
equation. According to the latter method aggregatde would rise by about 17%. There are seveasloms for
this difference. First, there is also trade divamsincreased trade with the EU leads to less tnatteother
countries. This reduces the increase in total tr&deondly, Turkey also needs (skilled) labourjtehpnd
intermediate inputs, such as machinery and equiprf@mroduction. These inputs are scarce. Thisices the
trade potential. The predictions of the gravity &ipn do not take account of these general equilibeffects.

Table 4.3 Macroeconomic effects of Turkey’'s access  ion to the internal market in 2025

Volume of GDP Volume of Equivalent  Export volume  Terms of trade
consumption Variation (billion

(%) (%) Us$) (%) (%)
Turkey 0.8 14 4.4 8.1 35
Accession-10 0.0 0.2 0.1 0.3 0.2
Bulgaria -0.0 0.1 0.3 1.3 0.1
Romania 0.0 0.2 0.0 0.8 0.2
EU-15 0.0 0.0 3.8 0.2 0.1
Germany 0.0 0.0 1.2 0.3 0.1
The Netherlands -0.0 0.0 0.2 0.2 0.1

Source: WorldScan simulations.

The welfare gains of 3.8 billion US$ for the EU otnies are negligible related to the total sizéhefeconomy.
They remain positive, however, as most EU counsrigfer only marginally from trade diversion, whileey
benefit from trade creation. In terms of consumptibie gains are larger tan in terms of GDP bectugse
reduction in NTBs makes imports cheaper. Still,dwenot observe these positive effects in the tablthe
effects remain small. The reason for these smidtef is that Turkey is currently a rather unimpaotttrade
partner for the EU. Reducing NTBs will raise exgddr an average EU country by 0.2%. This increase,
however, has no visible effect on GDP in one-digitres.
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Sectoral effects

To understand the sectoral effects of the Turkestession to the internal market, two shocks in eachor are
important. First, an industry where an NTB is atlodid faces fiercer competition on the home markétarelative
price of varieties from the EU falls relative tordestic varieties. This causes a shift in consuraaerahd away from
domestic varieties, leading to higher import intgng’he drop in demand for domestically-producechaodities
lowers the producer price which causes a shifegources away from the sector where the NTB isstiexd. The
second shock of the removal of NTBs is that theldAkrs its tariffs. This reduces the relative consu price of
Turkish varieties in the EU, causing a higher dednfan these varieties. This exerts an upward effedhe Turkish
producer price which attracts resources to thitosec

The net effect is increased specialisation. Onrwalaa sector is likely to expand if a (large) NisBbolished and
if that sector exports a large share of its pradadiowards the EU. If a sector produces primgolythe home
market, cheaper varieties from the EU may rendeirttpact on production in that sector negative.

In addition to the two demand effects above, tieosal of NTBs also exerts a supply effect. Thisésause the
reduction in real trade costs changes input pfimesvo reasons. First, lower real trade costs cedbe price of
intermediate inputs so that production costs ficond, production costs might also change by dsimgrelative
factor prices.

How all these forces work out in the model depeosri¢he details of the input-output structure, corapae
advantages and the trade intensity of sectorsmiddel consistently links these elements and shawsthe
various shocks and mechanisms ultimately affecobthiput structure. The results are presented ie thid. It
reveals that Textiles and Wearing Apparel expandtnithe expansion is the result of their strongoetxp
orientation and the relatively large NTB that i®iéhed. To illustrate, one quarter of Turkish entpds from
these two sectors (but only 3.6% of value addguidduced here). Hence, the effect of increasedsadoethe
EU market dominates the effect of cheaper EU prisdoic the Turkish market. Also other sectors ink&yr
gain. In particular, table 4.4 shows modest in@eds Trade Services and Construction. Productidhdectors
declines, most substantially in Chemicals, Metal$ @ransport Equipment. These are sectors whegssion
to the internal market does not affect trade costsh.

The expanding sectors in Turkey come at the expeftde position of industries in the EU-15 and tiieer
accession countries. Indeed, Agriculture, Textled Wearing Apparel contract in the EU-15, the Asgan-10,
Bulgaria and Romania. Workers thus shift from thesetors towards other industries which show a
corresponding increase such as Chemicals, Metdl3 eamsport Equipment.
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Table 4.4 Sectoral effects of Turkey's accessiont o the internal market in 2025
(Numbers are relati ve changes in production)

Turkey Bulgaria Romania Accession-10 EU-15
Agriculture 49 -1.0 -0.3 -1.1 -1.0
Energy -0.1 0 -0.0 0.1 0.0
Food processing -0.2 0.1 0.6 0.0 0.1
Textiles 17.8 -1.0 -0.3 -0.2 -04
Wearing apparel 14.6 -0.8 -0.2 -0.2 -03
Chemicals and minerals -39 0.1 0.2 14 0.2
Other manufacturing 0.4 0.2 0.2 0.6 0.0
Metals -0.8 0.2 0.6 2.1 0.2
Machinery and equipment 2.1 0.1 -0.1 0.4 0.0
Transport equipment -0.9 0.1 0.2 0.5 0.1
Transport services -0.6 0.1 0.2 0.5 0.0
Trade services 1.0 -0.0 0.2 -0.0 -0.0
Business services -0.3 0.0 0.2 0.0 -0.0
Other services -0.7 0.0 0.2 0.2 0.0
Construction 1.2 -0.0 0.2 0.0 0.0

Source: WorldScan simulations.

4.3 Institutional reform

The second effect of the Turkish accession to thérnkolves the potential improvement in nationatKish
institutions. Indeed, to the extent that EU-memhigrriggers reforms, it can have important impicas for
the Turkish economy. We simulate institutional reie by an improvement in the Turkish position o Th
Corruption Perceptions Index from place 64 to 2tisTmplies an improvement in the competitive posibof
Turkey, as found by the estimations of the graeijyation of section 3.3: aggregate trade increagé3 %.
Table 4.5 shows the macroeconomic implicationgofaving the corresponding NTB, which measuresrtuet
barrier associated with the poor position of Turkeythe Corruption ladder.

Table 4.5 Macroeconomic effects of a higher TI Cor  ruption Perceptions Index for Turkey in 2025

Volume of GDP Volume of Equivalent  Export Volume  Terms of trade
consumption Variation

(%) (%) (billion US$) (%) (%)
Turkey 5.6 8.9 28.2 45.3 13.0
Accession-10 0.0 0.4 0.2 0.4 0.7
Bulgaria -0.0 0.1 0.5 3.7 0.1
Romania -0.0 1.1 0.2 1.2 1.3
EU-15 -0.0 0.1 8.5 0.5 0.3
Germany -0.0 0.1 2.1 0.5 0.3
The Netherlands 0.0 0.1 0.6 0.3 0.2
Rest of world -0.0 0.0 8.7 0.2 0.2

Source: WorldScan simulations.

22



4.4

From table 4.5, we see that an improvement inturt&tins raises GDP in Turkey by 5.6%, while constiomp
rises by 8.9%. Welfare increases by 28.2 billiorlisconstant prices. These macroeconomic effeets a
substantially larger than the impact of the acoest the internal market. This is because of sdveasons.
First, the estimated trade impact of the improvetmethe Corruption Index is bigger than that of Hitcession
to the internal market. Indeed, the aggregate ftirattease is more than three times larger. Sedbrd,
improvement in institutions affects all sector&keajiincluding the sectors metals and machineryespuipment.
This contrasts the simulation for the internal neainkkhere these sectors are affected relativelylynilche
strong reduction in the user price of these cagitalds is important for the economic implicatioas Jower
capital costs encourage investments and exertaaesation of GDP growth.

Other countries benefit from the improvements imkéy’s institutions. The biggest gain is in Romania
where consumption rises by 1.1%, primarily becafsgheaper imports from Turkey. The equivalent ation
suggests that the EU-15 experiences a welfareagpiivalent to $ 8.5 billion. Real private incometie
Netherlands expands by $ 0.6 bin. Dutch exporfutiey grow by more than 50% by some US$ 2,3 lillio
This amounts to more than 0.3% of aggregate Dutpbrgs.

Although the institutional improvement potentiatiggs an important economic impact for Turkey, thgsias
will only materialise if the accession of Turkeyttee EU will indeed induce such improvement. Inecte
reforms are less fundamental, the Turkish postiiothe Tl Corruption Perceptions Index ladder impsoless.
To illustrate, if Turkey climbs up to place 33, tkegel Hungary, aggregate trade will increase by2B that
case, welfare in Turkey increases by 11 billion USBP by 2.3% and consumption by 3.5%.

Free movement of labour

Turkish accession to the EU may also induce migmat\ssuming that 2.7 million Turks will migratetef the
accession (see section 3.4), we assess the ecoimoptiications by using the WorldScan model. BoijE899) argues
that the economic impact for the countries of aeditbn and the countries of origin typically depgeiwd the skill level
of the immigrants. We do not know the skills of thenigrants in advance: they can be either skiled, because
educated people are more willing to migrate, okillesl, e.g. because a restructuring of the agtical sector in
Turkey worsens the economic prospects in TurkeyHernskilled. To cope with this uncertainty, vefprm two
simulations. In the first simulation, we assume tha composition of Turkish immigrants is equattie composition
of workers in the EU (table 4.6). In a second satiah, we assume the all Turkish immigrants aréilled. The two
simulations thus provide a range for the likelyremmic consequences of the assumed immigration dfa2v7 million
Turks.

Table 4.6 shows that migration reduces overall @GDRurkey by 2.2%. In Germany, GDP increases by®.2
while GDP in the Netherlands expands by 0.6%. A&sdicline in GDP is smaller than the outflow of pledrom
Turkey, GDP per capita rises in Turkey. The redsotthis is that capital is not perfectly mobile@gs countries.
Hence, the lower supply of labour increases thé&adpbour ratio in Turkey. This raises the maadiproduct of
labour and thereby raises wages. For similar reg<eDP per capita in Germany and the Rest of thel&ldease.
Indeed, the lower capital/labour ratio causes &#irten the productivity of labour in these couatriand thus a fall in
wages. The effect remains small, though, becauieeahodest increase in the population size. Oragee GDP per

capita in the falls only marginally (not visible ame-digit figures). The effect on ratio betweea Wage rate of
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unskilled and skilled workers is negligible becauseassumed that the composition of migrants istidal to that of
the destination country.

The effects on consumption per capita suggest & favpurable picture for Turkey and less favourdbighe
EU-15 than the figures for GDP per capita suggess is for two reasons. First, there are changéke terms-of-
trade. In particular, lower wages in the EU-15 eaedownward pressure on producer prices. The djepoaslds for
Turkey. This renders the terms of trade effecttpasior the Turkey and negative for the EU cowegriAccordingly,
consumption in Turkey expands and in the EU cotgr&econd, we assume that the Turkish migramsfeapart of
their income to their families in Turkey. Turks pite substantial remittances to their home coufWgrid Bank
(2003Db)). Assuming that future Turkish migrant&imrope will also remit part of their income to theome country,

consumption in the EU falls while it increases urkey.

Table 4.6 Economic effects in 2025 of migration fr  om Turkey (same skill composition as in EU-15)
Population Volume of GDP GDP per capita Consumption Capital Wage ratio
(%) (%) (%) per capita (%) stock (%) unskilled/skilled
Turkey -31 -22 0.9 2.5 -1.2 0.1
EU-15 0.7 0.7 -0.0 -0.2 0.4 0.0
Germany 2.4 2.2 -0.1 -0.8 1.2 0.0
The Netherlands 0.6 0.6 -0.0 -0.2 0.2 0.0

Source: WorldScan simulations.

The effects of migration in the EU and Turkey aiféedent if all migrants are unskilled (see tabl&) Migration now
changes the skill composition in Turkey and the Ekk relatively higher supply of skilled workersTinrkey exerts
an upward pressure on the average wage and incenuajpita, as compared to table 4.6. The relataecgy of
unskilled workers also increases their wage, nagdath that of skilled workers by 2.5% points (dee wage ratio).
Consumption and GDP per capita increase by aniaddit0.5% as compared to the case of table 4 #diEU, the
wage of unskilled workers declines relative to thiaskilled workers. For Germany, the decline is, 3¢hile in the
Netherlands it is 0.7%. GDP and consumption peitzagcline a bit more if all immigrants are unkdl The effects

for the EU-15 remain fairly small in macroeconon@mns.

Table 4.7 Economic effects in 2025 of migration fr  om Turkey (all migrants unskilled)
Population Volume of GDP per Consumption Capital stock Wage ratio
(%) GDP (%) capita (%) per capita (%) (%)
Turkey -3.1 -1.8 14 3.0 -11 25
EU-15 0.7 0.5 -01 -0.3 0.5 -0.9
Germany 2.4 1.8 -0.6 -1.2 1.7 -3.0
The Netherlands 0.6 0.5 -01 -0.3 0.4 -0.7

Source: WorldScan simulations.
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Conclusions

We assess the economic effects of three shocksédday the accession of Turkey to the EU: accedsidme internal
market; an improvement in national institutiondirkey; and free movement of labour. We thus igribespotential
membership of EMU or the implications of transfieesn the EU budget. Moreover, we concentrate orldhg-term
implications of the Turkish accession to the EU, tocshort-term issues, and focus on trade relafinat to foreign
direct investment.

In analysing these aspects of the Turkish accessiefiirst derive a quantitative measure for theeptal size of
the shocks of the enlargement. Then, these shoelsraulated by means of a CGE model for the weclohomy.
The simulations yield the following results.

The accession to the internal market yields pasigiffects for Turkey: private income (a measurenfelfare)
increases by 4.4 billion US$ (approximately € 3lbdm, assuming 1€ = 1.25US$), while GDP expangsbout
0.8% in the long term. Also the current EU-15 amel ¢ountries of Central and Eastern Europe beineifit the
accession of Turkey to the EU, albeit only mardinalhe largest impact in Turkey is apparent ingbetors Textiles
and Wearing Apparel, which expand by respectiv886land 15%. This comes at the expense of producfitrese
sectors in Southern Europe and Central and EaBtewpe.

The effects of accession to the internal markesarall compared to the potential gains of improvetsién
national institutions in Turkey. Indeed, if EU meenthip would be able to trigger reforms in Turkagtsthat the
country would climb on the so-called Transparemtgrinational Corruption Perceptions Index to atpwsi
comparable to Portugal, our analysis reveals tiedfiane could increase by 28.2 billion US$ (or €528illion) while
Turkish GDP would expand by 5.6%. These effectdaage, relative to the impact of the accessiothéointernal
market. Also the EU benefits from the improvemennational Turkish institutions.

Migration involves a third effect that is poteniyamportant in light of the accession of Turkeytte EU. An
expected inflow of 2.7 million Turks would reduc®8 in Turkey by between 1.8% and 2.2%, and incréasehe
EU-15 by between 0.5% and 0.7%, depending on tileceknposition of the migrants. In per capita tefrimcome in
Turkey will rise while it falls slightly in the EUf migrants are primarily unskilled, also wageduelity in the EU-15
is likely to rise.

Summing up, accession of Turkey to the EU will greconomic benefits for Turkey, without exertingig effect
on current member countries of the EU or the caesmfrom Central and Eastern Europe. Some sectorarkey will
expand substantially, such as Textiles, but ae#pense of these sectors in Central and EastenpE&ufhe largest
economic gains can probably be obtained througirmes of national institutions in Turkey that impeothe

functioning of the public sector and provide traargmcy to investors and traders.

References

Akgunduz, A., 2000, Turkije en internationale miggainds 1923Justitiele Verkenningen nr. 8.

Bekmez, S., 2002, Sectoral Impacts of Turkish Asicesto the European UnioBastern European Economics
40, p. 57-84.

25



Bergstrand, J.H., 1989, The generalized gravityaéiqn, monopolistic competition and the factor-pdjons
theory of international trad&eview of Economics and statistics 71, p. 143-153.

Borjas, G.J, 1999, The economic analysis of imntignain: O. Ashenfelter and D. Card (eddgndbook of
Labor Economics, Vol. 3, Amsterdam, North Holland.

CPB, 1999WorldScan: the Core version, CPB Special Publication, The Hague.

De Groot H.L.F, G-J Linders, P. Rietveld, and Ub@umanian, 2003, The institutional determinantbilatteral
trade patterndyklos 57, 103-123

De Mooij, R.A., and P.J.G. Tang, 20@=ur Futures of Europe, CPB Special Publication, The Hague.

Dimaranan, B.V. and R.A. McDougall, 2008lobal Trade Assistance and Protection: The GTAP 6 data base
(pre release), Centre for Global Trade AnalysisdBe University, forthcoming.

Dutz, M., M. Us, K. Yilmaz, 2003, Foreign direcvestment in Turkey and prospects towards EU acuessi
mimeo, Undersecretariat of Treasury, Ankara, Httpuiv.cie.bilkent.edu.tr/papers.html.

Ederveen, S., J. Gorter, R.A. de Mooij and R. Naliinds and Games: the economics of European cohesion
policy, CPB Special Publication, The Hague.

European Commission, 2001, The economic impachlairgement, Enlargement paper no. 4, DG for Ecoaomi
and Financial Affairs, Brussels.

European Commission, 2003, Continuing enlargenstrategy paper and Report of the European Commissio
on the progress towards accession by Bulgaria, R@n@and Turkey, Brussels,

http://europa.eu.int/comm/enlargement/report_20@&%. htm#comprehensive.

FIAS Foreign Investment Advisory Service, 2001,Kay:. a diagnostic study of the foreign direct irmesnt
environment, a joint service of the Internationelefhce Corporation and The World Bank.

Filiztekin, A., 2000, Openness and productivitywtio in Turkish manufacturing, mimeo.

Flam, H., 2003, Turkey and the EU: Politics andreenics of accession, CESifo Working Paper no. 893,
Munich.

Francois, J., 2003, Accession of Turkey to the iBilications for the transport sector, mimeo, Tirgssn
Institute, http://www.cie.bilkent.edu.tr/papers.htm

26



Fey, B.S., and A. Stutzer, 2002, What can econarféstrn from happiness researcl®rnal of Economic
Literature 40(2), 402-435.

Harrison, G.W., T.F. Rutherford, and D.G. Tarr, Z98conomic implications of Turkey of a Customs &mi
with the European Uniorkuropean Economic Review 41, p. 861-870.

Lejour, A.M., R.A. de Mooij and R. Nahuis, 2004, Edlargement: Economic implications for countriad a
industries, in: H. Berger, T. Moutos and H-W. S(eds), Managing EU enlargement, forthcoming in NPIFEss

OECD, 2002, Trends in International Migration, SORE

Quaisser, W. and A. Reppegather, 2004, EU-bertifessder Turkei und konsequenzen einer EU-Mitgieuhft,
Osteuropa-institut Munich, Working Paper no. 252.

Sak, G., 2000, Characteristics of the fund expegen Turkey: Budgetary funds, extra budgetary tuadd
other fund-like arrangements, Ankara Universitymeo.

Togan, S., H. Nebioglu, and S.Dogan, 2003, Intégmaind Manufacturing industry. mimeo, Bilkent Uaiigity,
Ankara, http://www.cie.bilkent.edu.tr/papers.html.

UNCTAD, 2003, World Investment Report, see httpaiwunctad.org/wir

World Bank, 2003aWorld Devel opment Indicators 2003, Washington.

World Bank, 2003b¢lobal Development Finance 2003, Washington.

27



