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Abstract

We explore the economic implications of the possible Turkish accession to the European
Union. We focus on three main changes associated with Turkish membership: (i) accession to
the internal European Market; (ii) institutional reforms in Turkey triggered by EU-
membership; and (iii) migration in response to the free movement of workers. Overall, the
macroeconomic implications for EU countries are small but positive. European exports
increase by around 20 percent. Turkey experiences larger economic gains than the EU:
consumption per capita is estimated to rise by about 4 percent as a result of accession to the
internal market and free movement of labour. If Turkey would succeed in reforming its
domestic institutions in response to EU-membership, consumption per capita in Turkey could
raise by an additional 9 percent. These benefits would spill over to the EU.
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Introduction

These days, the possible enlargement of the Eundgeeon with Turkey is a major issue of
discussion. With the accession of ten new memiag¢esin May 2004 and perhaps the
subsequent accession of Bulgaria and Romania duple of years from now, Turkey is the
thirteenth candidate member state of the EU. Unlikh Bulgaria and Romania, accession
negotiations with Turkey have not yet started. & €ouncil in Copenhagen in December
2002, European leaders have, however, promiseddiol@ about a starting date for the
negotiations in December 2004, at the end of thielDBresidency. In particular, the
Copenhagen Council concludes that: “If the Europg@anncil in December 2004, on the basis
of a report and a recommendation from the Commisslecides that Turkey fulfils the
Copenhagen political criteria, the European Unidhapen accession negotiations with Turkey
without delay”. These political criteria, formuldtén Copenhagen in 1993, require a candidate
country to have achieved stability of institutiansaranteeing democracy, the rule of law,
human rights and respect for and protection of nities *

Turkey has applied for EU membership already in719® pave the way for its accession,
it agreed upon a Customs Union with the EU in 1#8ween 1996 and 2001, tariffs and
guantitative restrictions on trade between Turkey the EU were gradually removed.
Moreover, Turkey aligned its trade policies witle t8BU vis-a-vis third countries and started to
implement common standards, rules and regulatlars999, Turkey attained the status of
candidate for membership of the EU. As a resudt,BEb) is now cooperating with Turkey to
enable the adoption of the acquis communauta&ethie rules and regulations that make the
EU.

Despite progress in the economic integration betvwke EU and Turkey, a number of
Europeans seem reluctant to accept Turkey as a ereshthe EU for a variety of reasons. For
instance, people refer to the different culturéhef Turkish society or the Islam religion among
the majority of the population. But people alsorfie economic implications of Turkey’s
accession to the EU. In particular, Turkey woulddree a net recipient of EU funds, which
implies a net cost for existing member statesduitéon, people in Western Europe fear
massive immigration flows from Turkey and cheap amp at the cost of workers and producers
in the EU.

This paper concentrates on the economic implicatafrihe Turkish accession to the EU.
Although these are not official criteria for thectgon about its accession, they do play an
important role in the discussion. How much will #iecession of Turkey benefit or cost
European producers and consumers in terms of ptioduend welfare? Which sectors will gain
and which will lose? Is there a difference betwEBermopean countries?

In answering these questions, we may rely on exjsttudies that have assessed the
economic effects of regional economic integratiomarticular, a number of studies have

1 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.
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simulated the implications of the enlargement ef with the countries from Central and
Eastern Europe (see De Mooij and Tang (2003) fanamview). They show that enlargement
will probably yield substantial gains for the neveiviber States, with estimates ranging from
1.5% to 7.8% increases in GDP in the long term.Bdrcountries, the effects are typically
more modest but still positive: the European Corsmaisreports the largest increase in GDP of
0.4% in the long run (European Commission, 2001).

It is not a priori clear, however, that the acoassif Turkey will yield similar effects as is
predicted by studies for Central and Eastern Eurbyjgkeed, there are several differences
between the accession of Turkey and that with therccountries. For instance, the EU and
Turkey already form a Customs Union in manufactyand services, and a number of
standards and regulations have already been hasewriience, the extent to which accession
of Turkey to the EU will deepen the integratiorfeli§ from that of the Central and Eastern
European countries. Moreover, the structure ofTimkish economy differs from that of
Central and Eastern European countries, e.g. w#pact to its degree of openness, its sectoral
structure, and its level of welfare. These diffeencan affect the increase in bilateral trade and
GDP of further integration with the EU. In this djtt we use a CGE model that incorporates the
specific structure of the Turkish economy to assessmpact of its accession to the EU.
Moreover, we pay due attention to what can be arpeitom further steps in the integration
process.

Apart from the macroeconomic implications, we agplore how Turkey’s accession to the
EU affects different countries in Europe and déferindustries. For instance, the impact on
Central and Eastern European countries may diffen that on current EU member states
because the former countries specialise in simpiladucts as Turkey. With respect to the
sectoral implications, the removal of economic ieasrto integration may have different
implications for the labour-intensive agricultueadd textile sectors than for skill-intensive
sectors.

In exploring these questions, the paper followsagmeroach of Lejour et al. (2004). For 15
different industries, we derive the potential trébd¢ween the EU and Turkey from estimating
gravity equations. By comparing this potential &adth actual trade, we estimate the tariff
equivalent of the remaining trade barriers betwBearkey and the EU. These barriers are then
removed to simulate the accession of Turkey tdtanternal market, thereby using a
computable general equilibrium (CGE) model forwarld economy that is calibrated on data
for 2001.

In the process of accession, Turkey has to comjitythve acquis communautaire. This
could act as a catalyst for improving institutioamg urkey. Many institutional indicators show
that these institutions are less market-orienteflirkey than in the EU member states or the

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.



other accession countries. We investigate to wkiahé a reform of these institutions could
benefit the Turkish economy by improving its conifpet position. Again, we do this by
deriving the potential trade between Turkey an@otountries if the institutions would be
improved by estimating a gravity equation for tradé then simulate the macroeconomic
effects of this trade increase with our CGE model.

As a final step, we elaborate on the potential atign flows following the accession of
Turkey to the EU. With our CGE model, we explore tmplications for labour markets.

The rest of this paper is organised as followstiGe@ discusses the Turkish economy.
Section 3 demonstrates what kind of shocks thesa@me of Turkey to the EU would imply.
Section 4 elaborates on the main features of thdd8ocan model and assesses the impact of
various shocks on the economies of both the EUTamkiey. Finally, section 5 concludes.

2 The Turkish economy

Table 2.1 shows some key economic indicators oTtirkish economy in 2000, i.e. the year
before the crisis. The table compares these iratisatith the EU-15, the countries that will
accede to the EU in 2004 (Accession-10), and Bidgard Romania. We see that Turkey is a
relatively large accession country. Its size imtgiof population (more than 68 million people)
approaches that of the Accession-10 and exceedszihef each current EU Member State,
except for Germany. The Turkish accession wouldyrttpat 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, GDP would rise by 2.2% of today’s leveG&IP in the EU-15. The Turks thus earn a
much lower income per capita than the average Hikoi Expressed in terms of purchasing
power parities, gross national income per capifgurkey is only 30% of that in the EU-15.

This income is of a similar level as in Romania anthewhat higher than in Bulgaria. It is,



however, below the average level in the Accessidnahich is 44% of the EU-15 average in
2000. The unemployment rate in Turkey was 8.5%0002

Trade relations

Trade liberalisation has been an important asgfettikey’s economic policy since the early
1980’s. It led to the formation of the Customs Unietween Turkey and the EU in 1995,
which covers trade in industrial goods and proagsggicultural products. The agreement with
Turkey goes beyond a normal Customs Union, tholigtiso covers the harmonisation of
technical legislation, the abolishment of monomoh@ad the protection of intellectual property.
Moreover, negotiations have been started on thei@hopening of the public procurement
markets, liberalisation of trade in services, dmdbolition of restrictions on the freedom of
establishment. These latter policies would prepar&ey for membership of the EU.

Trade liberalisation has intensified economic indign of Turkey and the rest of the world.
To illustrate, whereas the sum of imports and etgoas a share of GDP was still only 18% in
1980, this share has increased to almost 50% i8.199

Table 2.2 shows the openness of Turkey and otle&samn countries in terms of their
export/gdp ratio. Openness depends not only or tpaticies, but also on other factors like the
sectoral structure and the size of the econompatticular, large countries are generally less
open to trade than small countries. Table 2.3 shibatsTurkey, being the largest country in the
table, is least open. It exports slightly more tBafo of its GDP. For an average country in the
EU-15, this share is almost 28% and in the Accessdalmost 38%. Bulgaria features a high
share of more than 60%. A relatively low degreeménness implies that a trade increase due
to the internal market has less effect on the mtahomy than for countries with a higher
degree of openness.

Most European countries export only a small paglbtheir goods and services to Turkey.
Indeed, the average export share of the EU-15 thejus 1.2%. This share is four times
smaller than for the other accession countriesghvféature an average export share of around
5%. An average Accession-10 country has Turkeydestnation for only 0.5% of all exports.
Being neighbouring countries, Bulgaria and Roméniag 10.3% and 6.1% of their exports to
Turkey, respectively. The final column of table &tbws the export shares with a destination in
the EU-15. We see that, similar to Accession-10Buigaria and Romania, the majority of all
exports from Turkey are transported to the EU-1t%s Teflects the agreement on the customs
union between Turkey and the EU, which has intexgsiéconomic integration between these
regions since 1995.

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



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.

Irrespective of the degree of openness, the intiegraf Turkey with the EU is somewhat less
advanced compared to the EU-15 and the Accessiom¥Oreason is that various barriers to
trade between Turkey and the EU-15 have maintaitheshite the Customs Union. In

particular, Turkey still has to take and implemer@asures concerning the removal of technical
barriers to trade, harmonise commercial policygrato the preferential customs regime, and
abolish state monopolies and state’adpart of these measures is related to the intistits in
Turkey. Hence, there is room for further integratibTurkey would indeed conform to 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. It
shows value-added shares in percent of total vatigeed for Turkey, the Accession-10,
Bulgaria, Romania and the EU-15. We see that thkiJlueconomy features a relatively large
share of value added in Agriculture of 14.2%. Tfiare is smaller than that for Bulgaria and
Romania, where the Agricultural sector comprise2@8and 19.3% of total value added,
respectively. It is much larger, however, thanhia Accession-10, where the Agricultural sector
is responsible for 6.9% of value added, and thelBWvhere it is only 2.5%One reason for

the large agricultural sector in Turkey is the sab8al amount of agricultural support by the
Turkish government. In particular, transfers taxfars run up to 5% of GDP. In addition, there
are guaranteed output prices, import protectioppebsubsidies, subsidised services to farmers
and sometimes state involvement in supply. Undessure of the WTO and with the prospect
of future accession to the EU, Turkish agricultyralicy is now being gradually reformed. The
aim is to bring it more in line with the CAP andiuee the amount of public support. The
reforms may have substantial implications for thgaultural sector in Turkey in the coming

years.

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%.
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Apart from Agriculture, Turkey also features relaty large Textiles, Trade Services and
Transport Services sectdr$hese sectors are labour-intensive and featuaéively low
productivity levels. The tourism sector is parffodde Services and Transport Services and is
important for the Turkish econonfyCompared to the Accession-10, Turkey featuresva lo
share in Machinery and Equipment, Transport Equigraad Business Services.

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 2.5
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 4.5 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 column presents the share of exports of siqudar sector in Turkey, relative to the average
share of that sector in other countries’ export(amltiplied by 100). If a sector features an
index larger than 100, then it is said that Turkpgcialises its exports in that sector, i.e. itdas
revealed comparative advantage in that sectolivelad other countries. According to this
index, table 2.5 reveals that Turkey specialisesgriculture, Textiles, Wearing Apparel, and
most Services sectors (excluding Trade Servicds).ekports of Textiles, Wearing Apparel,

®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.
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Transport and Business Services are also impdrtaiisolute terms: they make up more than
50% of all exports of Turkey, since these secteegrelatively opefi.

The comparative advantages of Turkey to some erténtc those from the other accession
countries (see Lejour et al., 2004). In particutenth specialise in Agriculture, Textiles and
Wearing Apparel. Accordingly, the accession of Tyrko the EU could affect the
competitiveness of the Central and Eastern Euro@@amtries in these sectors. Yet, there are
also some important differences. Most of the Acioes30 countries export more machinery
products and more products from the Food Processthgstry, while Turkey exports relatively
more Business and Other Services.

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

How would the Turkish economy develop over the riexnty years if the country would not
accede to the EU? One can imagine different saeharurkey could integrate economically
with the EU, without becoming a full member. Intthase, the Customs Union may be further

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



deepened, without Turkey becoming part of the imdkemarket. Alternatively, Turkey could
become disappointed about its cooperation wittEldeand decide to focus more on its
relationship with its eastern neighbours in AsiatHat case, a process of disintegration with the
EU may become real.

Uncertainty about the future development in theeabs of accession to the EU renders it
difficult to assess the economic implications & #tcession itself. Against what scenario
should we compare the accession? We adopt the aigpedach in model simulations by
developing a baseline scenario in which the cursination is extrapolated into the future.
Thus, the baseline neither assumes a tendencydswl@integration, nor a tendency towards
more integration. The impact of the accession ¢oBb is then determined by comparing the
economic outcomes of a scenario with accessiometdaseline.

In the next section, we follow this approach bydmting the economic implications of the
Turkish accession with a CGE model called WorldStda develop a baseline until 2025 in
which the relationship between Turkey and the BEdaies as it is today, i.e. a customs union in
industrial products, a limited degree of integrmatwith respect to the internal market, but
neither full membership of the EU nor further int&gpn in other respects. In the baseline, we
assume that ten candidate countries from CentthEaistern Europe become member of the
EU in 2004 while Bulgaria and Romania accede in7200e also assume that the international
agreement of textiles and clothing (ATC) vanishe2005 such that the Turkish textile sector
will face more competition from Asian countries.tWiegard to Turkey, we include
demographic projections based on the UN, which ssigghat population grows from 68
million in 2001 to around 86 million in 2025. We dot include substantial reforms in Turkish
policy as compared to today’s situation. Economawgh in Turkey in the baseline scenario
exceeds that in the EU due to a catching up. Itiquéar, the baseline assumes a real growth
rate of GDP of 5.6% per year in Turkey, which istlyadue to a relatively fast growing
population. GDP per capita grows annually by 45the Accession-10, growth is lower at
2.9% per year, in part because of a gradual simingopulation (0.3% annually). GDP in the
EU is assumed to grow at 2% per year during theimgpualecades.

Relative to the baseline scenario, we exploreettmomic implications of the Turkish
accession. In particular, we determine first theglderm economic outcomes in the baseline
scenario and then compare them with the outcomasaenario with accession of Turkey.
Thereby, we assume that Turkey becomes a memitiee &U in 2010. The exact date,
however, has no significant impact on the long-temmulation outcomes. An important
guestion is: what effects do we attribute to theeasion of Turkey. In the next subsections, we
discuss four changes that are induced by Turkes¢ession to the EU. These are, respectively,
accession to the internal European market, an imgonent of Turkish institutions in response

°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.
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3.2

to EU-membership, and free movement of labour. Weat explore the possible access of
Turkey to EU funds since we find it impossible tedict the outcome of the political
negotiations regarding the EU budget at the timek@yaccedes to the EU.

Accession to the internal market

A major economic aspect of the accession of Tutkeahe EU involves the accession to the
internal market. This will affect the economiesTofrkey and EU members via trade, FDI,
domestic investment, and so on. The focus here th®trade effect of the internal market.

Accession to the internal market may increase tfadat least three reasons. First,
administrative barriers to trade will be eliminatadat least reduced to levels comparable to
those between current EU members. Here, one cak dfireduced costs of passing customs at
the frontier: less time delays, less formalities étnecdotic evidence suggests that there is a lot
to be gained here in the case of Turkey. Secomaglyession to the internal market implies a
reduction in technical barriers to trade. The Sirigharket reduces these technical barriers by
means of mutual recognition of different techniegulations, minimum requirements and
harmonisation of rules and regulations. Althoughdhstoms union between Turkey and the
EU has already eliminated some of these technaaidss, it appears that substantial further
advances have to be made. Finally, risk and uringrtevill be mitigated by the Turkish
accession to the EU. Especially political risks amatroeconomic instability may reduce
substantially.

In measuring the economic implications of accesgidhe internal market, we follow the
approach of Lejour et al. (2004). That study shéiwshe countries from Central and Eastern
Europe that the accession to the internal markeiish more important than the elimination of
bilateral trade tariffs and common external taréfésin a customs union. That conclusion and
the existing customs union between Turkey and thérBmanufacturing suggest that the
accession to the internal market is the relevantgisand not the elimination of remaining tariffs
and harmonisation of external tariffsLejour et al. (2004) measure the economic consempse
of accession in two steps. First, they follow Bérgsd (1989) in estimating gravity equations
on the industry level .These equations are spelcifi’

Xijs = as Zijs + BsDijs - 1)

whereX;s stands for the log of exports from counitiy j in industrys. The vectoiZ;s contains
several explanatory variables, including GDP (fayita) of the exporting and importing
countries, the distance between the capitals afitti@s, a set of dummies, and the bilateral
import and export tariffs between countries. Theteeos contains the parameters we estimate

 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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for each sector. The variadlE" is a dummy that equals unityiindj are currently members
of the EU and else zero.

We have estimated (1) by OLS using a cross-seofi@8 countries for 2001 based on the
GTAP data (Dinamaran and McDougall 2004). The et for fifteen different sectors are
reported in table 3.1. An asterisk indicates naifitance at a 5% confidence interval. We see
from table 3.1 that the distance variable is n&gadind significant in all industries, except for
transport services. The size of the estimated iodeft is, however, notably lower for service
sectors. This indicates that, if the services m@able, distance matters less. The exporter and
importer GDP coefficients are estimated precisaly are all positive. Nearly all of them are a
bit lower than 1, which is standard in the literatu

Our main interest is in the estimated coefficientthe EU dummyP®. For each of the 15
sectors this coefficient is reflected By Table 3.1 reveals that in twelve out of fifteen
industries, the dummy has a positive and significaefficient (at the 5% confidence level).
Hence, in these sectors, bilateral trade is sydteatlg higher if two countries are both
members of the EU. The dummies for Agriculture Bodd Processing are among the largest.
Hence, the internal market and the common agri@llpolicy in the EU intensify intra-
regional trade in these sectors. For Textiles aedNkg Apparel, we also find a high and
significant dummy. The dummy for Raw Materials egative, but insignificant. This may be
due to oil being intensively traded between EU meraland non-members alike. For Transport
Equipment and Other Services, we also find an miiggnt EU dummy. This suggests that, in
these sectors, trade among EU members is notisignify more intense compared to two
otherwise equivalent countries that are not bothn&nbers. The insignificant dummies may
either refer to industries where the internal mahas not progressed much or where technical
barriers to trade are unimportant.

In the lower part of table 3.1, we have a colusiifecting the trade increase that
corresponds to the estimated EU dummy. In particwa assume that EU membership implies
that the dummy would change from zero to one ftatéial trade patterns between the EU and
Turkey. Thus, potential trade can be calculateeixasfs ), wherefs denotes the estimated
coefficient for the EU dummy in (1). To illustratée coefficient for the EU dummy in
Wearing Apparel is equal to 0.49 so that the pabtrade is exp (0.49) = 1.64. This implies
that trade after accession to the EU is 1.64 tiasdarge as the actual trade between Turkey and
EU members. The potential trade increase is thex&f4% of the current trade volume. For
industries with an insignificant dummy, we assuha the dummy variable is zero. Hence,
accession to the internal market is assumed to hawapact on trade. Overall, our estimates
suggest a weighed average of the trade increas¥/6fHence, aggregate trade with the EU
can rise by this amount if Turkey would be full ngan of the EU, as compared to the situation
in 2001*

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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Table 3.1 Estimation results of sectoral gravity eq  uations

EU dummy  Export GDP Importer GDP Exporter GDP Importer GDP Distance
per capita per capita

Agriculture 0.75 -0.42 -0.23 0.71 0.67 -0.71
Business Services 0.56 -0.07 0.06 0.84 0.80 -0.17
Chemicals 0.23 -0.16 -0.18 0.61 0.60 -0.38
Construction 0.34* 0.12 -0.31 0.91 0.87 -1.04
Energy and Raw mat. - 0.04* -0.38 -0.26 0.77 0.74 -0.97
Food processing 0.81 -0.08 -0.22 0.71 0.71 -0.64
Machinery & equipment 0.16 0.24 -0.17 0.96 0.86 -1.05
Basic metals 0.20 -0.03* -0.15 0.73 0.87 -1.13
Other manufacturing 0.25 -0.08 -0.10 0.84 0.85 -1.06
Other services -0.10* -0.19 0.12 0.89 0.77 -0.21
Textiles 0.58 -041 -0.35 0.81 0.72 -0.91
Trade services 0.14 -0.24 0.11 0.81 0.80 -0.05
Transport services 0.81* -0.27 0.00 0.87 0.79 - 0.24*
Transport equipment 0.05*% - 0.06* -0.03 1.02 0.78 -1.04
Wearing Apparel 0.49 -0.67 -0.05 0.74 0.74 -0.94
Export levies Import tax Constant R squared Trade Non-Tariff
increase Barrier
Agriculture 6.92 0.81 -4.77 0.58 1121 16
Business Services - 28.06 35.52 -10.26 0.87 74.8 17

Chemicals - 43.76* 74.56 -7.94 0.44 26.5
Construction 7.49 -5.13* -3.26 0.81 41.2 7

Energy and Raw mat. 12.81 2.62* -3.00 0.50 0
Food processing -0.76* 0.12* -5.64 0.62 123.7 17
Machinery & equipment - 7.97* -3.60 -3.32 0.82 17.8 4
Basic metals 155.79 - 455 -2.87 0.66 21.9 4
Other manufacturing 1.48* - 0.69* -3.43 0.78 28.0 5
Other services 13.01 246.89 -11.04 0.80 0 0
Textiles 4.73* -4.42 -3.10 0.69 77.8 12
Trade services 75.77 640.44 -11.06 0.84 15.1 3
Transport services 18.07 299.09 -10.68 0.81 124.4 24
Transport equipment -5.87* - 0.44* -4.23 0.70 0 0
Wearing Apparel 5.27 -1.79 -3.30 0.64 63.8 10

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

After having determined the potential trade incesjasr sector, the next step is to translate this
into non-tariff barriers (NTBs). These are preséritethe third column of table 3.1. Following
the methodology of Lejour et al. (2004), we tratesthe potential trade increase per sector into
a Samuelsonian iceberg trade-cost equivalent. \ée t@this as a non-tariff barrier. In
particular, we recalibrate the Armington demancfions in the model (i.e. the preference
parameters in the utility functions) such that he=produce the original trade data (while
NTBs are incorporated). Abolishing the NTBs forsattors in our CGE model (which is
discussed in more detail in section 4), we arrivin@ trade levels that correspond to the
predictions in the second column of table 3.1. Legt al. (2004) describe this procedure in
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3.3

more detail. The estimated NTBs depend largelyhersector-specific Armington elasticities in
the model, which measure the sensitivity of expaith respect to trade costs. The NTBs in the
last column of table 3.1 can be interpreted asrtiee costs associated with non-membership of
Turkey in the internal market.

Improving Turkish institutions

It is sometimes argued that EU-membership may \&er& catalyst for Turkish institutional
reforms. For instance, by becoming EU-member, TwHaes to conform to all EU legislation
and enforcement by the European Court of Justiceebler, via the method of open
coordination, Turkey will regularly be assessedh®/European Commission and other
Member countries on its economic policies. EU-mersihi@ can thus trigger institutional
reform in Turkey and reduce the widespread corompfl oday, the high level of corruption
hinders economic transactions substantially. Itéonally Turkey ranks low on the corruption
index, as can be seen from table 3.2.

Improvements in institutions and transparency nenefiit the economic development of
Turkey by improving its competitive position. Ttustrate, De Groot et al. (2003) estimate this
impact for a wide set of countries, using a grae#jimation approach. They show that a similar
law or regulatory framework as in the EU could @ase bilateral trade between 12% and 18%.
Better quality institutions and less corruption \bincrease trade by 17% to 27%. Although
we cannot explicitly attribute the extent to what-Enembership will actually improve
institutions in Turkey, it is clear that these hawde reformed in order conform to the internal
EU market and the acquis communautaire. It cabea@xcluded that Turkey also reforms its
institutions without becoming EU member, but thegible EU membership can be an extra
stimulus to carry out these reforms.

Table 3.1

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

Ranking of countries Transparency International Corruption Perceptions Index 2002*

Finland

9.7

Denmark/ New Zealand 9.5

Iceland
Canada/

. Hungary
. Greece
. Poland
64.

Turkey

9.4
the Netherlands 9.0

. United Kingdom 8.7
. Germany 7.3
. France/Portugal 6.3

4.9
4.2
4.0
3.2

102. Bangladesh 1.2
* 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
assessed the importance of corruption for tragsiosls. In particular, we have re-estimated our
gravity equation on aggregate trade of the prevémasion, by including a multiplicative
construct of the Transparency International CoianpPerceptions Index for the exporting and
importing country in the equation. The coefficiémt this index in the gravity equation
measures the systematic impact of corruption omntiemsity of bilateral trade between
countries. The results are reported in table 38udgests a significant impact of corruption on
trade™ To get a feeling for the quantitative importanéearruption for trade, we did the
following experiment. Suppose that, by improvingtitutions and obtaining more discipline
within bureaucracies, EU-membership of Turkey waalde the TI Corruption Perceptions
Index of Turkey to a level comparable with Portygal. Turkey would rise from place 64 with
an index of 3.2 to place 25 with a value of 6.3.d8ng so, we find that aggregate trade of
Turkey would rise by 57%. Compared to the EU-dunfamthe internal market (which induces
a rise inbilateral trade between Turkey and the EU of 34%, suggestinigcrease in aggregate
trade of around 17%), the impact of less corruptionld be much bigger. If EU membership
would indeed work as a catalyst for institutiorefborm, this therefore has potentially important

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
Export GDP per capita -0.20
Importer GDP per capita -0.29
Exporter GDP 0.94
Importer GDP 0.9
Distance -0.95
Export levies -18.77
Import tax -16.80
Constant -1.93
Transparency 0.01
R squared 0.85

If EU membership is less successful as a catabysnhétitutional reform, Turkey may rise less
on the corruption index. Suppose for instanceithabuld only rise to place 33 with an index

of 4.9, a level comparable to that of Hungary.hattcase, aggregate trade of Turkey would still
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 according to
the gravity equation into an NTB associated withrggtion. We then follow the same

procedure as in section 3.2, i.e. we will simutate gradual removal of the NTB in section 4,
reflecting a gradual improvement in the degreeoofuption in Turkey:

Free movement of labour

Forecasting the migration effect of Turkey’s ac@as$o the EU is difficult. The same
difficulty applies to the Central and Eastern Ewap countries, however. A number of
researchers have nevertheless attempted to comihupn estimate of the migration potential.
These studies usually use historical immigratiotbgpas to estimate the effect of income
disparities (and other explanatory variables likemployment or distance) on international
migration. The estimates are then applied to therire differentials between the EU and the
Central and Eastern European countries to obtagstimate of the migration effect of EU-
enlargement. De Mooij and Tang (2003) collectedwevef such studies. The results of these
studies have been extrapolated to show the lomg-teigration potential from ten Central and
Eastern European countries to the EU-15. The leng-is interpreted as the migration effect
15 years after the accession. De Mooij and Tarigeaat a median estimate of 2.9 million
migrants in the long term from ten Central and &asEuropean Countries. This corresponds to
a net migration of 3% of the total population innBeal and Eastern Europe or, equivalently,
0.7% of the EU-15 population.

To assess the migration potential from Turkey ®ElJ, we can follow a similar approach.
In particular, we derived the implicit migratiorasticity for the income differential from De
Mooij and Tang (2003). Subsequently, we apply therés for the Turkish population, and the
income differential between Turkey and the EU-18¢adve an estimate for the migration effect
from Turkey. Turkish income per capita, measureplrchasing power parities, is 31% of the
EU-15 average in 2000. This is somewhat below tleeame of the Central and Eastern
European countries. We take account of demograjghielopments in Turkey. The Turkish
population is expected to increase from 68 miliim2000 to 86 million in 2025. By
substituting these figures in the equation forrtiigration potential, we obtain an estimate for
the migration from Turkey to the EU of 2.7 millipeople in the long term. This equals 4% of
the current Turkish population, or another 0.7%hefcurrent population in the EU-15.

The destination of migrants from Turkey is not ectpd to be proportional to the population
of EU countries. In particular, the migration |aéure reveals that the destination of migrants
primarily depends on network effects, i.e. new m@igs go to places where previous migrants
have settled. Table 3.4 shows how future migraflimns would then be distributed across EU

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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countries. We see that a large share of Turkisliantg will reside in Germany (76%), which
will receive more than 2 million Turkish immigrantrance (8%) and the Netherlands (4%)
also host a relatively large share of Turkish immaigs and will receive, respectively, 213
thousand and 107 thousand migrants.

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.

4.1

Economic impact of Turkey’s accession to the EU

This section explores the economic implicationthef Turkish accession to the internal market,
the potential improvement in national institutioasd free movement of labour between
Turkey and the EU. We do this by simulating thregegiments with the WorldScan model. For
these experiments, we discuss the macroecononeicteff-or the simulation of the internal
market, we also analyse the sectoral implicatibmaddition, we perform sensitivity analysis

on some important assumptions regarding the siionkatBefore elaborating on the results, we
first give a brief sketch of the model structure.

The WorldScan model

WorldScan is a computable general equilibrium mdaolethe world economy (see CPB, 1999).
The model is calibrated on the basis of the GTARltkse, version 6 (Dimaranan and
McDougall (2004)) with 2001 as the base year. Téalghse allows us to distinguish between a
large number of regions and sectors. In partictifer EU is divided into six regions: Germany,
France, UK, the Netherlands, Italy, and Rest El& dduntries that accede to the EU in 2004
are referred to as the Accession-10. Other poleatizession countries are all distinguished
separately, i.e. Bulgaria, Romania, Croatia an&k&yrThe rest of the world economy is
divided further into four other regions, namelye former Soviet Union, rest OECD, Middle
East and North Africa and Rest of the World (ROWYr each region, we distinguish between
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fifteen sectors. These consist of Agriculture, Rdaterials and Energy, eight Manufacturing

sectors and five Service sectors (see table'a.1).

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 neoidaktheories of growth and international

trade. Sectoral production technologies are modeltenested CES functions (see table 4.2). At

the highest nesting, a fixed factor is combinedasittomposite input. This is relevant only for

the sectors agriculture and energy and other ratemaés. For all manufacturing and service

sectors we assume constant returns to scale imgiiod. In the second level of the production

tree, value-added plus energy inputs are combiméartn a composite input into production.

This CES-function has a low substitution elasti¢ifl), creating a Leontief structure. The

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

high-skilled labour and capital as inputs. In piphe, there are fifteen intermediate inputs.

However, only a few intermediate inputs are impatrta the production process for most

industries.

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 4.2  Sectoral production elasticities

All sectors Agriculture  Energy and other raw materials
Fixed factor and rest 0.10 0.90 0.20
Nest of intermediates and nest of
value added/energy 0.01 0.30 0.01
Energy and value added 0.50 0.60 0.10
Capital and labour 1.00 1.00 1.00
Intermediates 0.60 0.60 0.60

With respect to trade, WorldScan adopts an Armimgioecification, explaining two-way trade
between regions and allowing market power of eagion. The demand elasticity for
manufacturing industries, agriculture and raw maleis set at 5.6, based on the work of
Hummels (1999). For services, the elasticity isaset lower level: 4.0. Bilateral trade depends
on consumer preferences for regional varietiesgdad, and differences in relative prices. On
the capital market, WorldScan assumes imperfedtatapobility across borders. In particular,
capital that is abundant in one region (and thuslaively inexpensive), it is invested in
another region in which capital is scarce (capit@xpensive).

Due to barriers in investing abroad interest réfferdntials are only reduced but not
eliminated. Consumption patterns may differ acammtries and depend on per capita income.
We assume that the labour markets for low-and klgled workers clear. In the baseline,
labour does not migrate.

Although WorldScan is rather comprehensive in dbsg trade relations and contains
a detailed description of countries and sectododés not capture some economic mechanisms
that are potentially important in light of the ergjament of the EU. For instance, the model
does not include economies of scale. Economic iatem may thus yield additional efficiency
gains through better exploiting these potentialeseffects. Moreover, WorldScan does not
capture technology and knowledge spillovers, assediwith increasing trade intensity
between Turkey and the EU. Such spillovers, as agetither dynamic gains from economic
integration, may yield additional benefits. Theg,drowever, difficult to quantify and therefore
not captured in our model. The simulations thuy @alpture the static allocative efficiency
gains from EU accession.

As discussed in section 3.1, the baseline scepnaiMdéorldScan includes developments that
can be foreseen, such as demographic projectiaradaial catching up process of Turkey, the
EU-accession of the other candidate member statelsthe completion of the textiles and
clothing agreement in 2005. Uncertain political mgpes are not included in the baseline. We
assess the implications of EU-accession by runsigessively three alternative scenarios in
which we impose (i) the removal of non-tariff bars; (i) an improvement in the institutions;
and (iii) migration flows from Turkey to the EU. Bypmparing the outcomes of the alternative
scenarios with the baseline, we obtain the impatite@Turkish accession on the economies of
the EU, the other accession countries, and Tulkethe experiments, we assume that Turkey
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4.2

enters the EU in 2010. The shocks are implementaduglly and the effects are evaluated in
the year 2025 in which a new stable equilibriuradhieved.

Accession of Turkey to the internal market

We now discuss the simulation results of the Tirkiscession to the internal market. In
particular, we simulate a gradual abolishment efM Bs presented in table 3.1. This removal
of NTBs changes relative prices, exerts trade ineand trade diversion, changes the terms-of-
trade and affects the incentives to invest. Theragmonomic and sectoral implications are
presented in tables 4.3 and 4.4.

Macroeconomic effects

Table 4.3 presents the macroeconomic effects déés accession to the internal market. We
see that GDP and consumption in Turkey increas@ &% and 1.4%, respectively.Welfare,
measured by the equivalent variation (i.e. a meafurthe rise in real private income)
increases by 4.4 billion US$ in constant prices.the EU-15, the economic effects are small.
Welfare raises by 3.8 billion US$; expressed ircprtage changes of GDP and consumption,
this increase is not visible. Dutch exports to Byrkncrease by around 20%, while imports
grow by 25%. In terms of aggregate trade, thisigharease of some 0.2%. The Accession-10
countries also experience no significant impacG@P, but an increase in consumption of
0.2%.

These effects are the result of two main mechasisinst, changes in the relative
prices imply that countries can better exploit tlr@imparative advantages. This causes trade
creation, increases production efficiency and saigelfare. At the same, however, integration
with Turkey causes trade diversion. Indeed, tHagisnports from Turkey by a number of EU
countries come at the expense of imports from atbantries, primarily other accession
countries that specialise in the same productsh Yk removal of NTBs with Turkey, these
other accession countries no longer receive prefiaidreatment relative to Turkey and
therefore face fiercer competition on the intemmalkket. As a result, the gains for Turkey partly
come at the expense of a loss in output in ther@eand Eastern European countries. These
effects are, however, small in macroeconomic terms.

A second effect of the accession of Turkey to thii€a terms-of-trade effett.In
particular, we see that Turkey experiences a terfitsade gain of 3.5%. This is not
accompanied by a terms-of-trade loss in other Erapountries: the EU-15 experience a
terms-of-trade gain of 0.1% and the Accession-10.2%. The reason for the presence of
terms-of-trade gains on both sides is that theistiimlent of NTBs entails a reduction in real
trade costs. As we measure the terms of tradeegsrite of exports relative to imports that

" 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%.
18 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.
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holds just outside the domestic border, lower NT&s raise the price of exports relative to
imports in both countrieS. The different magnitude in the terms-of-trade effemong
countries depends on the trade intensity betwestrcthuntry and Turkey. In particular, the
export share of the Accession-10 and the EU-15urtdy is rather small, while the
corresponding share of Turkish exports to the Eklatively large. This explains the large
terms-of-trade effect for Turkey relative to thbetregions.

We can compare the effects in table 4.3 with tHosad by Lejour et al. (2004) for the
Central and Eastern European countries. These diiong were also performed with the
WorldScan model. The comparison reveals that tfeetsffor Turkey are relatively small.
Indeed, the enlargement of the EU with the Ceminal Eastern European countries yields an
average increase in GDP by 5.3% for the accessiontdes, while consumption increases by
almost 10%. For the Turkish accession, the cormedipg figures are 0.8% and 1.4%. The
reason for this difference is fourfold. First, wavk re-estimated our gravity equations on the
basis of more recent data for 2001. The new estimatuggest an aggregate trade increase for
bilateral trade with Turkey of 34%. This is abonedhird smaller than the increase of more
than 50% for the CEEC countries that was suggdstete previous estimate (which was based
on data for 1997). Secondly, Turkey is less opdaumpean trade than an average country
from Central and Eastern Europe. Thus, the colbenefits less from access to the internal
market. This is reinforced by the relatively snsdihre of trade with EU-countries, relative to
the Central and Eastern European countries. Thifdigkey specialises in sectors for which we
find relatively small effects for the internal-metkdummy. For instance, we do not obtain a
significant NTB for Transport Services, a sectattis relatively important for the Turkish
economy. We do have a large NTB in the sector TBeteices which is very important in
Turkey. However trade in that sector is low andtthde increase has no substantial effect on
production in that sector. Finally, the exportsTafkey primarily involve sectors with a low
productivity such as agriculture and textiles. Alilgh these sectors benefit substantially (see
below), this does not create big effects on vatlged and consumption.

Total exports of Turkey rise by 8.1% and importsli2y?%. This is less than expected based
on the gravity equation. According to the latteitimoel aggregate trade would rise by about
17%. There are several reasons for this differefficst, there is also trade diversion. Increased
trade with the EU leads to less trade with othemtges. This reduces the increase in total
trade. Secondly, Turkey also needs (skilled) lapoapital and intermediate inputs, such as
machinery and equipment, for production. Theset®pte scarce. This reduces the trade
potential. The predictions of the gravity equatitinnot take account of these general

equilibrium effects.

* 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.

21



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 1.4 4.4 8.1 3.5
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 size
of the economy. They remain positive, however, astriU countries suffer only marginally
from trade diversion, while they benefit from traateation. In terms of consumption, the gains
are larger tan in terms of GDP because the reduatidl TBs makes imports cheaper. Still, we
do not observe these positive effects in the tablthe effects remain small. The reason for
these small effects is that Turkey is currentlather unimportant trade partner for the EU.
Reducing NTBs will raise exports for an averagedountry by 0.2%. This increase, however,
has no visible effect on GDP in one-digit figures.

Sectoral effects
To understand the sectoral effects of the Turkeslession to the internal market, two shocks in each
sector are important. First, an industry where aB & abolished faces fiercer competition on the
home market as the relative price of varieties ftbenEU falls relative to domestic varieties. This
causes a shift in consumer demand away from doenetieties, leading to higher import intensity.
The drop in demand for domestically-produced conitresllowers the producer price which causes
a shift in resources away from the sector where\fhiB is abolished. The second shock of the
removal of NTBs is that the EU lowers its tariff$iis reduces the relative consumer price of
Turkish varieties in the EU, causing a higher dedian these varieties. This exerts an upward effect
on the Turkish producer price which attracts resesito this sector.

The net effect is increased specialisation. Onrua&aa sector is likely to expand if a (large)
NTB is abolished and if that sector exports a laifggre of its production towards the EU. If a secto
produces primarily for the home market, cheapeketias from the EU may render the impact on
production in that sector negative.

In addition to the two demand effects above, tineoeal of NTBs also exerts a supply effect.
This is because the reduction in real trade cdsiages input prices for two reasons. First, lowaf r
trade costs reduce the price of intermediate inpathat production costs fall. Second, production

costs might also change by changes in relativefarices.
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How all these forces work out in the model depemi¢he details of the input-output
structure, comparative advantages and the tradesity of sectors. The model consistently
links these elements and shows how the variouskshaned mechanisms ultimately affect the
output structure. The results are presented i t4l3. It reveals that Textiles and Wearing
Apparel expand most. The expansion is the resuheif strong export orientation and the
relatively large NTB that is abolished. To illuggaone quarter of Turkish exports is from these
two sectors (but only 3.6% of value added is predutere). Hence, the effect of increased
access to the EU market dominates the effect afpdreEU products on the Turkish market.
Also other sectors in Turkey gain. In particulahle 4.4 shows modest increases in Trade
Services and Construction. Production in 8 seaerdines, most substantially in Chemicals,
Metals and Transport Equipment. These are sectioesenaccession to the internal market does
not affect trade costs much.

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 -03 -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 -10 -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

The expanding sectors in Turkey come at the expeftde position of industries in the EU-15

and the other accession countries. Indeed, AgujlfTextiles and Wearing Apparel contract

in the EU-15, the Accession-10, Bulgaria and Romawiorkers thus shift from these sectors

towards other industries which show a correspontfingease such as Chemicals, Metals and

Transport Equipment.
4.3 Institutional reform

The second effect of the Turkish accession to theérnzolves the potential improvement in
national Turkish institutions. Indeed, to the extifrat EU-membership triggers reforms, it can
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have important implications for the Turkish econoMfe simulate institutional reforms by an
improvement in the Turkish position on the Tl Cqtian Perceptions Index from place 64 to
25. This implies an improvement in the competitdessition of Turkey, as found by the
estimations of the gravity equation of section aggregate trade increases by 57%. Table 4.5
shows the macroeconomic implications of removireggdbrresponding NTB, which measures
the trade barrier associated with the poor positiohurkey on the 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 11 0.2 12 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.

From table 4.5, we see that an improvement intin&tins raises GDP in Turkey by 5.6%, while
consumption rises by 8.9%. Welfare increases bg BBlion US$ in constant prices. These
macroeconomic effects are substantially larger tharimpact of the accession to the internal
market. This is because of several reasons. Biesgstimated trade impact of the improvement
in the Corruption Index is bigger than that of #oeession to the internal market. Indeed, the
aggregate trade increase is more than three tangsrl Second, the improvement in
institutions affects all sectors alike, includifgtsectors metals and machinery and equipment.
This contrasts the simulation for the internal nearikhere these sectors are affected relatively
mildly. The strong reduction in the user pricettdde capital goods is important for the
economic implications, as lower capital costs enage investments and exert an acceleration
of GDP growth.

Other countries benefit from the improvements imkéy’s institutions. The biggest gain is
in Romania, where consumption rises by 1.1%, piilpneecause of cheaper imports from
Turkey. The equivalent variation suggests thatBblel5 experiences a welfare gain equivalent
to $ 8.5 hillion. Real private income in the Nethads expands by $ 0.6 bin. Dutch exports to
Turkey grow by more than 50% by some US$ 2,3 lillibhis amounts to more than 0.3% of
aggregate Dutch exports.

Although the institutional improvement potentiatigs an important economic impact for
Turkey, these gains will only materialise if theeassion of Turkey to the EU will indeed
induce such improvement. In case the reforms aeflndamental, the Turkish position on the
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4.4

TI Corruption Perceptions Index ladder improves |d% illustrate, if Turkey climbs up to
place 33, the level Hungary, aggregate trade miliéase by 28%. In that case, welfare in
Turkey increases by 11 billion US$, GDP by 2.3% eodsumption by 3.5%.

Free movement of labour

Turkish accession to the EU may also induce mignathssuming that 2.7 million Turks will
migrate after the accession (see section 3.4) saesa the economic implications by using the
WorldScan model. Borjas (1999) argues that the @mamimpact for the countries of
destination and the countries of origin typicalgpénds on the skill level of the immigrants.
We do not know the skills of the immigrants in ade@: they can be either skilled, e.g. because
educated people are more willing to migrate, okiliesl, e.g. because a restructuring of the
agricultural sector in Turkey worsens the econgpnaspects in Turkey for the unskilled. To
cope with this uncertainty, we perform two simwas. In the first simulation, we assume that
the composition of Turkish immigrants is equallie tomposition of workers in the EU (table
4.6). In a second simulation, we assume the akiShrimmigrants are unskilled. The two
simulations thus provide a range for the likelyrsmmic consequences of the assumed
immigration flow of 2.7 million Turks.

Table 4.6 shows that migration reduces overall @DPurkey by 2.2%. In Germany, GDP
increases by 2.2% while GDP in the Netherlands mopéy 0.6%. As the decline in GDP is
smaller than the outflow of people from Turkey, GP#t capita rises in Turkey. The reason for
this is that capital is not perfectly mobile acrossintries. Hence, the lower supply of labour
increases the capital/labour ratio in Turkey. Thises the marginal product of labour and
thereby raises wages. For similar reasons, GDRgpeta in Germany and the Rest of the EU
decrease. Indeed, the lower capital/labour ratises a decline in the productivity of labour in
these countries and thus a fall in wages. The tefésnains small, though, because of the
modest increase in the population size. On ave@B®, per capita in the falls only marginally
(not visible in one-digit figures). The effect catip between the wage rate of unskilled and
skilled workers is negligible because we assumatittie composition of migrants is identical
to that of the destination country.

The effects on consumption per capita suggest & faopurable picture for Turkey and less
favourable for the EU-15 than the figures for GO#P gapita suggest. This is for two reasons.
First, there are changes in the terms-of-tradealticular, lower wages in the EU-15 exert a
downward pressure on producer prices. The opphesitis for Turkey. This renders the terms
of trade effect positive for the Turkey and negafier the EU countries. Accordingly,
consumption in Turkey expands and in the EU cotdr&econd, we assume that the Turkish
migrants transfer part of their income to their ilégs in Turkey. Indeed, as figure 2.5 suggests,
Turks provide substantial remittances to their hamentry. Assuming that future Turkish
migrants in Europe will also remit part of theicome to their home country, consumption in
the EU falls while it increases in Turkey.
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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 -2.2 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 aiféecent if all migrants are unskilled (see
table 4.7). Migration now changes the skill composiin Turkey and the EU. The relatively
higher supply of skilled workers in Turkey exertsupward pressure on the average wage and
income per capita, as compared to table 4.6. Tlh&éve scarcity of unskilled workers also
increases their wage, relative to that of skillextkers by 2.5% points (see the wage ratio).
Consumption and GDP per capita increase by aniaddit0.5% as compared to the case of
table 4.6. In the EU, the wage of unskilled work#eslines relative to that of skilled workers.
For Germany, the decline is 3%, while in the Ndtads it is 0.7%. GDP and consumption per
capita decline a bit more if all immigrants arekilhsd. The effects for the EU-15 remain fairly

small in macroeconomic terms.

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 -31 -18 14 3.0 -11 25
EU-15 0.7 0.5 -0.1 -03 0.5 -0.9
Germany 2.4 1.8 -0.6 -1.2 1.7 -3.0
The Netherlands 0.6 0.5 -0.1 -03 0.4 -0.7

Source: WorldScan simulations.

5 Conclusions

We assess the economic effects of three shocksaddoy the accession of Turkey to the EU:
accession to the internal market; an improvemengtional institutions in Turkey; and free
movement of labour. We thus ignore the potentiainimership of EMU or the implications of
transfers from the EU budget. Moreover, we conegaton the long-term implications of the
Turkish accession to the EU, not to short-termassand focus on trade relations, not to
foreign direct investment.

In analysing these aspects of the Turkish accessieffirst derive a quantitative measure
for the potential size of the shocks of the enlarget. Then, these shocks are simulated by
means of a CGE model for the world economy. Theukitions yield the following results.
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The accession to the internal market yields pasitiffects for Turkey: private income (a
measure for welfare) increases by 4.4 billion Ug$ptoximately € 3.5 billion, assuming 1€ =
1.25US$), while GDP expands by about 0.8% in ting kerm. Also the current EU-15 and the
countries of Central and Eastern Europe benefibfilee accession of Turkey to the EU, albeit
only marginally. The largest impact in Turkey igpapent in the sectors Textiles and Wearing
Apparel, which expand by respectively 18% and 15Bis comes at the expense of production
of these sectors in Southern Europe and CentraEastern Europe.

The effects of accession to the internal markesarall compared to the potential gains of
improvements in national institutions in Turkeydéed, if EU membership would be able to
trigger reforms in Turkey such that the country igozlimb on the so-called Transparency
International Corruption Perceptions Index to aiims comparable to Portugal, our analysis
reveals that welfare could increase by 28.2 billis$ (or € 22.5 billion) while Turkish GDP
would expand by 5.6%. These effects are largetivelto the impact of the accession to the
internal market. Also the EU benefits from the ioy@ment in national Turkish institutions.

Migration involves a third effect that is potentyaiimportant in light of the accession of
Turkey to the EU. An expected inflow of 2.7 millidurks would reduce GDP in Turkey by
between 1.8% and 2.2%, and increase it in the Ebyllsetween 0.5% and 0.7%, depending on
the skill composition of the migrants. In per cagiérms, income in Turkey will rise while it
falls slightly in the EU. If migrants are primariynskilled, also wage inequality in the EU-15 is
likely to rise.

Summing up, accession of Turkey to the EU will gréconomic benefits for Turkey,
without exerting a big effect on current memberntdas of the EU or the countries from
Central and Eastern Europe. Some sectors in Twiegxpand substantially, such as Textiles,
but at the expense of these sectors in CentraEastern Europe. The largest economic gains
can probably be obtained through reforms of natiorsitutions in Turkey that improve the

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