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EXECUTIVE SUMMARY

THROUGHOUT HER LONG-LASTING relationship with the European Union
(EU), Turkey has undergone major changes. First, in order to establish a Cus-
toms Union (CU) with the EU, Turkey made significant changes in trade policy
as well as in legislation in order to harmonize with the EU in specific areas
such as competition, industrial and intellectual property rights. Second, upon
recognition of her candidate status at the Helsinki Summit in 1999, Turkey
followed a drastic political reform agenda to fulfill the Copenhagen Political
Criteria and, accordingly, to initiate accession negotiations. Moreover, econo-
mic recovery program initiated following the economic crisis of 2001 under
the surveillance of the International Monetary Fund (IMF) and the World
Bank, with the full support of the EU, paved the way for a radical structural
reform process. Finally, the opening of accession negotiations in 2005 and
the ongoing negotiation process over thirty-five chapters, including intellectual
property and company law, environment and climate change, with the Euro-
pean Commission has helped Turkey comply with EU standards and norms.
As a result of this intensive reform process, Turkey has become an important
player in the world economy.

This project has been undertaken to give an overall view of the economic
impacts of the reform process undertaken by Turkey in her bid for EU mem-
bership and draw up recommendations for the countries involved in the Euro-
Mediterranean Partnership (EUROMED) from the experience of Turkey, based
on a set of interviews conducted with major players of the Turkish economy.

The CU was a milestone in Turkey’s trade liberalization efforts and had
great repercussions for the performance and structure of Turkey’s foreign
trade, as well as her production patterns. Provisions of the CU agreement libe-
ralized Turkish domestic markets and brought predictability, transparency and
stability to trade policy, which in turn increased competitiveness of Turkish
producers. Turkish industry was able to adapt to the new trade conditions and
proved its capacity to cope with competitive pressures and market forces. The
increase in the competitiveness of Turkish manufacturing industry contribu-
ted to this success. Moreover, Turkish exports underwent a structural change,
shifting from low technology sectors to medium technology sectors. Yet, the
task is far from complete, as the share of high technology products in Turkish
exports remains very low.

Turkey’s evolution into a market economy and her relatively good per-
formance after the 2001 economic crisis compared to the previous decades
cannot be solely attributed to the EU membership anchor, although this
undoubtedly played a significant role in the transition. Along with the EU
anchor, many other factors such as the political power’s loss of legitimacy in
the eyes of the Turkish public in the economic arena, the pressure of the IMF
and the World Bank as well as the strong support of the Turkish private sec-
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tor after Turkey hit the bottom in 2001, gave rise to the reforms that moved
Turkish economy further. Without the EU membership anchor, however, the
reforms would not have been adopted so rapidly.

Two main macroeconomic reforms pursued in the post-crisis era — Cen-
tral Bank (CB) independence and establishment of independent regulatory
agencies (RAs) —led to a transformation in Turkey’s institutions, giving a regu-
latory role for the state. Two accompanying reforms — financial sector restruc-
turing and enhancement in fiscal policy — helped bring stability to the Tur-
kish economy. In fact, the acquisition of good institutions providing a
well-functioning competitive market economy, secure property and intellectual
rights, the rule of law and democracy, ensures long-run economic growth and
hence the convergence of living standards with those of advanced countries.
However, Turkey still seems to have a long way to go to reach her final aim.
Good economic outcomes upon the first stage of reforms and the fading away
of the EU membership anchor seems to have encouraged the government to
retreat from the reform policy agenda and even to move in the opposite direc-
tion of de jure rules for de facto implementation. Major concerns are the prac-
tice of the government in the construction industry against competition law
and fiscal transparency and amendments in the legislation threatening the
independence of regulatory agencies. Moreover, Turkey is polarized by anti-
democratic actions of the government contrary to the political reforms once fol-
lowed in order to meet political Copenhagen Criteria. The practices of the
government, stimulated by religious motives both in domestic and foreign
politics, and the rising conservatism in Turkish society also raise concerns.
Structural weaknesses of the economy with the potential to stagnate produc-
tivity growth, the driving force behind Turkey’s spectacular economic growth
performance during the last decade, are the warning signs that call for fur-
ther reform efforts.

Therefore, it may be early to conclude that Turkey is a complete success
story and, hence, a model for the other countries involved in the EUROMED
regional integration, before considering the Turkish long-run economic
growth. The Turkish experience highlights the issue of whether the pressure
of external forces alone, without a change in mentality spread to the whole
society, is able to create good institutions capable of providing economic
growth and development.



TURKEY AND THE BENEFITS OF SUPRANATIONAL REGULATIONS

INTRODUCTION

ON HER WAY TOWARD membership to the EU, Turkey pursued economic as
well as political reforms, undergoing a major structural transformation. The
reforms regarding “free movement of goods” and “customs union” issues had
already begun before the CU agreement with the EU went into effect in 1996.
According to the provisions of the CU agreement, apart from abolishing trade
restricting measures such as tariffs and quotas, Turkey increased her efforts
to harmonize her legislation with that of the EU in specific areas such as com-
petition, state aids, public procurement, industrial and intellectual property
and technical barriers to trade. The recovery program, the so-called “Transition
to a Strong Economy”, was launched after the deep financial crises of 2000
and 2001 and paved the way for tight banking and fiscal policy reforms. Moreo-
ver, the granting of institutional independence to the CB and the establish-
ment of several regulatory agencies (the Capital Markets Board in 1982, the
Competition Board in 1995, the Banking Regulation and Supervision Agency
in 1999, the Energy Market Regulatory Authority in 2001, the Public Procu-
rement Authority in 2002, etc.) reshaped the macroeconomic sphere of Tur-
key. On the other hand, the political reforms required for the fulfillment of
the Copenhagen political criteria, such as the abolishment of death penalty
and provision of non-Turkish speaking minorities with broadcasting and limi-
ted educational rights accompanied economic reforms after 2002. Further-
more, the opening of accession negotiations in 2005 and ongoing “chapter
by chapter” negotiation process with the European Commission has helped
Turkey comply with EU standards and norms and transform the structure of
her economy.

The volume of exports and imports started to follow an increasing trend
in the aftermath of the CU. However, both exports and imports surged after
the 2001 economic crisis, increasing by almost four and five folds and rea-
ching 135 billion and 241 billion dollars in 2011, respectively. The liberalization
of the domestic market forced Turkish producers to change their attitude and
to increase their competitiveness. Turkish industry was able to adapt to the
new conditions of trade and proved its capacity to cope with competitive pres-
sures and market forces. Two factors, productivity growth in Turkish manu-
facturing industry, especially in import competing sectors, as well as the shift
of exports from low-technology sectors (textiles, wearing apparel, food pro-
ducts) to medium-technology sectors (machinery equipment, automobile) allo-
wed the Turkish economy to integrate into the production chains of the EU.
New markets were available for Turkish exports and new import products were
available to Turkish consumers, who were able to benefit from greater diver-
sity of goods at lower prices and higher quality.

The transformation process and Turkey’s official status as an EU candi-
date country made the economy more attractive for foreign investors. To illus-
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trate, before 2005, the average annual foreign direct investment (FDI) was
less than one billion dollars despite the CU and Turkey’s greater export-orien-
tation. However, in 2005, FDI inflows increased to 9.6 billion dollars, rea-
ching 13.4 billion dollars in 2011.

Allin all, in order to develop a market economy Turkey has gone through
a series of efforts to integrate with the EU, ranging from political reforms
adopted to fulfill the Copenhagen Criteria to changes in the way her govern-
ment and legal system operate, as well as economic reforms. After going
through this intensive reform process, Turkey has become an important player
in the world economy.

The aim of this project is to give an overview of the economic impacts of
the reform process that Turkey went through on her bid for the EU member-
ship and draw up recommendations for the other countries involved in the
EUROMED regional integration from this experience, based on a set of inter-
views conducted with major players of the Turkish economy. More specifically,
the objective of the project is to answer the following three questions:

«  What are the main transformations Turkey has gone through on her way
toward integrating to the acquis? Are these transformations the key factors or
only facilitators of Turkish growth?

«  What are the positive as well as negative economic impacts of these cum-
bersome and costly transformations?

«  What lessons can be drawn from the Turkish experience and can these
lessons be applied to other countries involved in the EUROMED regional inte-
gration?

The first stage of the project was to conduct interviews with 11 major Tur-
kish players — five economic stakeholders, three economists and three regu-
lation specialists’. The interviews were intended to get a grasp of the respon-
dents’ views regarding the three questions that the project aims to answer.
Thus, a request for an interview along with the list of questions that the res-
pondent would be questioned during the interview was sent to the major Tur-
kish players via e-mail . Upon approval, each interview was conducted on-site
with the respondents3. The interviews that lasted between 30 and 120 minutes
covered the most effective and significant reforms affecting the economic
sphere of Turkey, the role of Turkey’s bid for EU membership on her econo-
mic performance and the recommendations of the respondents for the other
countries involved in the EUROMED regional integration that could be drawn
from the Turkish experience. The results of this series of interviews provided
a valuable basis for the project report. As the respondents gave only a general
view about the issues covered in the interviews, data, academic works and
policy reports have been used to support these findings. Considering that all
the respondents see the CU agreement with the EU as a milestone in Turkey-
EU relations that paved the way for extensive measures concerning, but not
limited to, trade, which had significant repercussions on production,
consumption and trade patterns of Turkey, this report devotes a special atten-
tion to the effects of the CU. Because this reform process comprises a wide
span of reforms ranging from education and culture to financial and budge-
tary provisions and it is beyond the scope of this study to deal with the tech-
nical details as well as effects of each reform, only those emphasized by the res-
pondents as having a significant effect are elaborated.
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The remainder of this report is structured as follows. Section 1 presents
a brief literature review. Section 2 discusses the history of Turkey-EU relations
and the reform process, first focusing on the CU agreement and its economic
impacts and secondly, on the reforms in the post-crisis era. Section 3 presents
a general evaluation of the Turkish economy with an emphasis to the pros-
pect of EU membership. Section 4 derives lessons from the Turkish expe-
rience for the other countries involved in the EUROMED regional integration.

1 Literature Review

THROUGHOUT HER LONG-LASTING relationship with the EU, Turkey has
undergone major changes. First, in order to establish a CU with the EU, Tur-
key had to make significant changes in trade policy as well as in legislation to
harmonize with the EU in specific areas such as competition and industrial
and intellectual property. Second, upon recognition of her candidate status at
the Helsinki Summit in 1999, Turkey followed a drastic political reform
agenda to fulfill the Copenhagen Political Criteria and accordingly to initiate
accession negotiations. Moreover, the economic recovery program initiated
following the economic crisis of 2001 under the surveillance of the IMF and
the World Bank and with the full support of the EU, paved the way for a radi-
cal structural reform process. Finally, the opening of accession negotiations in
2005 and the ongoing negotiation process over thirty-five chapters, including
intellectual property and company law, environment and climate change with
the European Commission has helped Turkey entangle with EU standards
and norms. Thus, the transformations undergone in order to comply with the
acquis is wide in scope. Moreover, quantifying the effects of these transfor-
mations is a hard task. To the best of our knowledge, there is no econometric
study that directly analyzes economic impacts of Turkey’s integration of the
acquis. The quantitative studies that analyze various economic impacts of Tur-
key-EU relations either evaluate the economic effects of the CU agreement, or
the future likely economic impacts of expanding the CU to a deeper integra-
tion such as full membership to the EU.

The following two studies, undertaken just after the CU went into force,
focus mainly on the likely effects of the CU agreement. Using a static com-
putable general equilibrium model, Harrison, Rutherford and Tarr (1997) esti-
mate Turkey’s annual gain from the CU agreement to vary between 1 and 1.5
percent of GDP. In contrast, Mercenir and Yeldan (1997) conclude, in the fra-
mework of a calibrated general equilibrium model, that Turkish economy
would be affected negatively by the CU, due to the fall in terms of trade, which
stems from Turkey’s removal of tariff rates. Moreover, they argue that full
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membership to the EU and, accordingly, abolition of non-tariff barriers would
be more beneficial for theTurkish economy.

The focus of the following strand of literature is to predict the likely effects
of expanding the CU to a deeper integration by performing numerical simu-
lations. Bekmez (2002) suggests that the Turkish economy will be better off
with a deeper integration with the EU in the form of removal of non-tariff bar-
riers and harmonized external tariffs relative to the CU. Nowak-Lehman et al
(2007) performed simulations in an extended gravity framework to quantify
the impact of expanding the CU to all excluded products, such as agricultural
goods. Their results suggest that inclusion of agricultural goods into the CU
would lead to a significant increase in agricultural exports. Assuming that
trade intensity between Turkey and the EU will increase upon Turkey’s acces-
sion, Flam (2003) and Togan (2005) predict that full EU membership would
increase potential trade flows between Turkey and the EU. Employing a glo-
bal trade analysis project, Sulamma and Wingren (2007) also suggest that Tur-
key would benefit from the EU accession in terms of both welfare and output.
Lejour and De Mooij (2004) employ a sectoral computable general equili-
brium model for the world economy to calculate the economic effects of Tur-
key’s accession to the EU on both parties. Similar to Flam (2003) and Togan
(2005), they find that Turkish accession would increase trade flows with the
EU. Moreover, their results indicate that the effect of accession to the European
internal market, namely, abolishment of non-tariff barriers, are positive and
significant for the Turkish economy and positive but meagre for the EU mem-
ber countries. They also simulate the potential improvement in Turkish ins-
titutions resulting from institutional reforms triggered by the EU member-
ship, which in turn implies an increase in Turkey’s competitiveness. Their
empirical findings suggest that the positive macroeconomic effects of insti-
tutional reforms on Turkey are much larger than those of accession to the
internal market. Furthermore, they find that institutional reforms not only
have positive impact on Turkey but also on the EU. Also, in a dynamic gene-
ral equilibrium framework, Ertan Ozgiizer and Pensieroso (2010) suggest that
the improvement of Turkish institutions due to the accession process is wel-
fare enhancing for both Turkey and the EU. Their analysis rests on the hypo-
thesis that adherence to the Copenhagen Criteria and compliance with the
acquis leads to an overall improvement in Turkish institutions, which in turn
increases productivity in Turkey.

There are also studies which analyze the effects of the CU on Turkish
trade. Neyapti et al (2007) employ for the period 1980-2001 an unbalanced
panel data set involving more than a hundred and fifty countries to analyze
Turkey’s trade with all her trading partners. Their regression analysis suggests
that after controlling for the real exchange rate and income effects, the CU
significantly increased Turkey’s overall trade. Their empirical findings also
indicate that income elasticities of trade fell over the CU period. Applying a gra-
vity model, Antonucci and Manzocchi (2006) scrutinize Turkey’s merchandise
trade over the period 1967-2001 to assess whether the preferential treatment
of the EU towards Turkey lead to a special relationship between the two par-
ties, but find no robust evidence of additional trade between Turkey and the
EU over the CU period.
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History of Turkey’s Bid for Accession
to the EU and the Reform Process

The CU Agreement and the Corresponding Reforms

THE LAUNCH OF TURKEY-EU relations goes back to 1959 when Turkey
applied for membership to the EU (né European Economic Community). In
1963, the Ankara agreement, creating an association between Turkey and the
EU, was signed, which envisaged a three-phase process to establish a CU bet-
ween the two parties. The first (preparation) phase, which covered the period
1963-1970, was aimed at strengthening the Turkish economy and the EU pro-
vided financial assistance. The second (transition) phase started with the Addi-
tional Protocol of 1970 and the EU removed all tariffs and quantitative barriers
to the imports from Turkey, with some exceptions, including the most impor-
tant import item of Turkey to the EU, textiles and wearing apparel. Turkey
agreed to abolish all tariffs and quantitative barriers with respect to the imports
of industrial products from the EU through a timetable of a twelve year adap-
tation period and a twenty-two year transition period. However, Turkey made
little effort to meet these obligations until the rejection of her full membership
request in 1987. Even though Turkey subsequently increased her efforts to
reduce promised tariffs, it was not able to meet all obligations by 1995. The
instability in the structure of the Turkish economy as well as the ambition to
become a full member of the EU induced the Turkish government to take a
radical step of finalizing the CU process despite the resistance from import
competing sectors (Yilmaz, 2010).

The CU Agreement went into force at the end of 1995,

IN 1995, TURKEY-EU Association Council decided to launch the final phase
of the process and thus to establish the CU between Turkey and the EU by
the end of the year. Under this agreement, Turkey was required to make four
significant changes in her trade policy. First, Turkey had to remove all duties
and equivalent charges on imports of industrial goods from the EU. The EU,
correspondingly, agreed to remove tariffs and quotas on imports of textiles
and clothing. Secondly, Turkey was required to harmonize her tariffs and equi-
valent charges on the importation of industrial goods from third countries
with the EU’s Common External Tariff. Third, Turkey agreed to progressively
adapt to the EU’s commercial policy and preferential trade agreements with
specific third countries including Free Trade Agreements (FTAs) of the EU.
Hence, Turkey started to sign agreements with Central and Eastern European
countries including Israel, Macedonia, Croatia, Bosnia-Herzegovina, the Pales-
tinian Authority, Tunisia, Morocco, Syria, Egypt, Albania, and Georgia. Finally,
Turkey was also required to harmonize her legislation with that of the EU in
specific areas such as competition, state aids, public procurement, industrial
and intellectual property rights, and technical barriers to trade.
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CU related reforms are under way.

TURKEY HAD TO IMPLEMENT the EU competition rules before the CU went
into effect in 1996. Thus, the Competition Law was adopted in 1995 and an
independent regulatory agency, the Competition Authority was established in
1997. Moreover, copyrights and patent laws were brought in line with those of
the EU and a Patent Institute was established in 1994. Turkey also started to
harmonize her technical legislation for industrial products placed on internal
market concerning the establishment of sound conformity assessment and
market surveillance structures (Togan, 2010). According to the provisions of
the CU agreement, barriers to trade resulting from different regulatory prac-
tices on goods in both parties would be eliminated and Turkey would align
her legislation to the acquis on the removal of technical barriers to trade and
all other related technical regulations.

Turkey started to harmonize her legislation regarding technical barriers
only after 2001, which prevented her industrial products from entering the
EU markets before then. The law on the “Preparation and Implementation of
Technical Legislation on products”, which provides the legal basis for harmo-
nization with the acquis, came into force at the beginning of 2002 and spee-
ded up the harmonization process+. It defines principles for product safety, the
obligations of the producers, distributers, conformity assessment bodies and
notified bodies; market surveillance and inspection; withdrawal of products
from the market; and notification procedures. Turkey has incorporated over
236 of these instruments so far, as well as implementing all directives that
require the affixing of the CE (Conformité Européene) marking. The CE mar-
king is mandatory for a product to be placed on the internal market and indi-
cates that the product confirms with the requirements of the directives. The
Turkish Accreditation Body (TURKAK), established in 1999, started to receive
accreditation applications for conformity assessment bodies in 2001, and
became a member of European Cooperation for Accreditation (EA) in 2002.
After the signing of required multilateral agreements with EA members in
2008, TURKAK became recognized internationally. After EU’s official reco-
gnition of Turkey’s right to assign notified bodies in 2006, Turkish authori-
ties assigned a number of Turkish notified bodies for several directives. Tur-
kish Standards Institute (TSE), founded in 1954 to issue and implement
technical standards for every type of product and service, was given more
power with the requirement of the standardization and licensing of domestic
and imported products before production. Since 2008, Turkey has a well-func-
tioning quality certification system, consisting of three institutes: TURKAK, the
National Metrology Institute, founded in 1992 and TSE. As part of the process
of the establishment of these institutions, Turkey has gone through the costly
process of the employment of qualified and experienced staff in these insti-
tutions, the acquisition of the technical infrastructure and the adoption of
technical legislation to comply with that of the EU for the efficient functio-
ning of the system. Nevertheless, additional costs still have to be incurred by
the public sector to complete the ongoing process.

Moreover, the CU agreement included the Association Council resolu-
tion in order to intensify cooperation between Turkey and the EU in the areas
not covered by the EU, such as industrial cooperation, Trans-European net-
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works, energy, transport, telecommunications, agriculture, environment,
science, statistics, and consumer protection, etc.

Turkey also took steps to be part of the new international trading regime
and was one of the founding members of the World Trade Organization (WTO)
in 1994 and has been a contracting party to the General Agreement on Tariffs
and Trade (GATT) since 1994. In line with the stipulations of the CU agree-
ment, as well as the Tokyo Round Agreement on Subsidies and Countervailing
Duties, most of the export subsidies introduced in 1970s and in 1980s were
removed. Moreover, GATT legal subsidies regarding research and development
as well as environmental issues were initiated in 1995 (Togan et al, 2007).

Turkey signed the CU agreement with the EU before accession.

TURKEY IS THE FIRST COUNTRY to sign a CU agreement with the EU without
becoming a full member. In fact, this agreement was far beyond a CU with free
trade and common external tariffs. It also requires the harmonization of Tur-
kish commercial and competition policies. In fact, Turkey liberalized her trade
regime unilaterally without pressure from the EU. By this time, the EU had
already eliminated most of the tariffs and non-tariff barriers on imports from
Turkey. It should also be noted that Turkey was excluded from important
aspects of the common market, such as common agricultural policy and free
movement of goods and capital. Furthermore, safeguards and contingent pro-
tection namely, anti-dumping and countervailing duties, were allowed
although an opposite inclination is observed in European agreements where
trade defense measures are eliminated. Also, Turkey received a much lower
level of financial assistance compared to that granted to the Central and Eas-
tern European countries (Adam and Moutos, 2005).

According to Onis (2003), the reason for Turkey’s preference for the CU
instead of a less restrictive free trade agreement was to show her willingness
for economic integration with the EU, and thus offer economic commitment
for political and democratic reforms.

Some segments of Turkish society were against the CU, claiming that it
would be detrimental to the development of Industry, leading to huge losses
and bankruptcies, and thus, to the loss of jobs. The government’s decision to
sign a CU agreement with the EU was opposed by import competing sectors,
such as automotive industry. The influence of this industry was so strong that
it was accepted as a sensitive industry and Turkey was allowed to implement
tariffs above EU rates on auto imports from the third countries. Moreover,
Turkey restricted imports of used motor vehicles from the EU for ten years, a
period of which has been extended indefinitely in 2008 until Turkey accedes
to the EU (Yilmaz, 2010). In contrast, the CU agreement was welcomed by
wearing apparel and textiles sectors, since the abolishment of quotas would
enable these sectors to gain a bigger and more sustainable share in the Euro-
pean market (Akman, 2012).

Tariffs dropped dramatically after the CU came into force.

AFTER THE CU WENT into force, Turkey went through an extensive liberaliza-
tion of tariff rates. Tariff rates with the EU declined from 10.2 percent in 1994
to 1.3 percent in 2001, whereas, the tariff rates with the EU’s FTAs reduced
from 22 percent to 1.3 percent. Most Favored Nation (MFN) applied tariff rates
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with non-preferential partners reduced from an average of 22 percent in 1994
to 6.9 percent in 2001 and with the Generalized System of Preferences, tariff
rates reduced from 22 percent to 2.7 percent (Togan, 1997 and 2000).

Economic Impacts of the CU

INTERVIEWS WITH RESPONDENTS showed that the CU agreement with the
EU was the most important step in Turkey’s trade liberalization efforts and had
great repercussions for the performance and structure of foreign trade as well
as production patterns.

The initial impacts of the CU on Turkish trade

FIGURE 1 illustrates exports and imports of Turkey in the period 1990-2011. As
expected, reduction of tariff rates on imports had an immediate impact on
imports, which increased from 35.7 billion dollars in 1995 to 43.6 billion dol-
lars in 1996 and to 54.5 billion dollars in 2000. However, the impact of the CU
on exports was realized only after the 2000-2001 economic crises. In fact,
both exports and imports followed an increasing trend thereafter, increasing
by almost four and five fold respectively by 2011.

FIGURE 2 shows EU’s share in Turkey’s exports and imports. The CU agreement
had an instant effect on imports from the EU, whose share in Turkish total
imports went up from 47.2 in 1995 to 53 percent in 1996. Nevertheless, after
this time the share of imports from the EU followed a decreasing trend to
reach 45.7 percent in 2003 and 37.8 percent in 2011. Similarly, average growth
rate of imports from the EU declined from 9.1 percent over the period 199o-
1995 to 1.5 percent in the period 1996-2003. The average growth rate of exports
from the EU increased from 7.5 percent to 9.3 percent between the two
periods. Share of exports to the EU, on the other hand, declined from 51.2 per-
centin 1995 to 49.7 percent in 1996, but then increased again to 51.8 percent
in 2003.

These observations show that the launch of the CU did not immediately
bring about expected implications on trade, especially on exports. There are
four main reasons for this. First, the EU had already removed tariff rates on
imports of industrial products long before the CU went into effect. With the
creation of the CU, the EU removed the quotas on textiles imports but main-
tained the right to apply non-tariff barriers and anti-dumping duties on Euro-
pean Coal and Steel Community (ECSS) products. Second, the economic cri-
sis in Asia in 1997 and in Russia in 1998, the earthquake that hit the Marmara
region in 1999 and finally the following banking crisis in 2001, all severely
affected Turkish economy. Third, appreciation of the Turkish Lira (TL) over
the period 1996-2003 slowed down the growth of exports. Finally, the har-
monization process of legislation regarding technical barriers to trade, which
allowed Turkish industrial products to enter the EU market, started with delay
(Togan et al, 2005).
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The impact of the CU was more pronounced after 2001.

ONLY AFTER THE BANKING crisis in 2001 was the effect of the CU on exports
realized. The appreciation of the Turkish Lira coupled with severe contraction
in domestic demand forced Turkish exporters to seek new export markets, in
addition to the European ones. Remarkable expansions of 15 percent and
31 percent in exports, respectively in 2002 and 2003 were realized despite a
25 percent real appreciation of the Turkish Lira. Exports grew by 21.7 percent
on average during the period 2001-2008. Volume of exports shrank by
22.6 percent due to the global economic crisis in 2009, returned to pre-crisis
levels in 2011. The volume of imports also followed an increasing trend after
2001 with the exception of the year 2009. The average growth rate of imports
is a remarkable 25.8 percent over the period 2003-2008. The surge in imports,
especially after 2003, can be attributed to the changing production patterns in
the Turkish manufacturing industry.

Respondents believe that the CU was a very important step in opening up
the Turkish market to global competition.

THOSE DOMESTIC PRODUCERS that were protected from the threat of inter-
national competitors and were subsidized by the government before the CU
were forced to compete with international players. In other words, as also
emphasized by Kaminski and Ng (2007), provisions of the CU agreement
liberalized Turkish domestic markets and brought in predictability, transpa-
rency and stability to trade policy, which in turn forced Turkish producers to
change their attitude and to increase their contestability. In fact, Turkish indus-
try was able to adapt to the new conditions of trade and proved its capacity to
cope with competitive pressures and market forces. This success was made
possible by the increases in the competitiveness of Turkish manufacturing
industry.
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Effects of the CU on the competitiveness of the Turkish industry deserve
attention.

AYSAN AND Hacthasanoglu (2007) scrutinize the determinants of export per-
formance of Turkish manufacturing sectors, namely, the ability of domestic
firms to compete in international markets. Their results show that the most
important contributor to the growth of exports in Turkey over the period 1996-
2006 was productivity. They also find that Turkish exports shifted from low to
medium technology sectors, requiring more skilled labor. Moreover, their fin-
dings show that productivity is a significant determinant for explaining the
export performance of medium technology sectors.

Ozler and Yilmaz (2009) analyze Turkish manufacturing plant level data
for 23 three-digit SIC industries over the period 1983-19906 to estimate indus-
try level total factor productivities. They find that the whole manufacturing
industry attained an annual average productivity growth rate of 1.9 percent
over the mentioned period. Moreover, they show higher productivity impro-
vements in import competing sectors, such as machinery and equipment,
resulting from declining protection levels compared to those in non-tradable
and export sectors. Taymaz and Yilmaz (2007) use a similar methodology to
analyze productivity growth in the period 1984-2000. Although their results
show that productivity in manufacturing sectors stagnated after the CU agree-
ment came into force, they also find that import competing sectors exposed to
increased import penetration achieved notable productivity growth in this
period.

Akkemik (2011) examines the changes in the competitiveness of major
Turkish exports in the EU market after the CU, employing dynamic shift-share
analysis for the period 1986-2006. His empirical results indicate that the CU
had positively impacted on the competitiveness of textiles, iron and steel, and
automotive exports as opposed to that of technologically more advanced
exports such as electrical machinery, competitiveness of which deteriorated.

Akkoyunlu-Wigley and Miha (2007) test the pro-competitive effect of the
CU for the period 1994-2000 by estimating equations of Herfindahl concen-
tration ratio and price cost mark-up for twelve manufacturing industry sec-
tors. They argue that increased imports following the CU caused price cost
mark-ups in the manufacturing industry to fall, leading to an improvement in
sector’s competitiveness.

Turkish exports shifted from low to medium technology sectors.

TURKISH EXPORTS gradually shifted from low to medium technology sectors
after the CU came into force. While the share of low-technology sectors such
as textiles, wearing apparel, food products and beverages in total exports fell,
there was an increase in the share of medium-technology sectors, including
machinery and equipment, basic metals and automotive. Respondents believe
that the CU agreement with the EU played an important role in this transfor-
mation in the sense that the removal of tariffs and the implementation of the
EU norms following the CU agreement helped Turkish industry, particularly
medium technology sectors, improve its productivity and, therefore, increase
its competitiveness in international markets. This rise in productivity and
contestability, in turn, caused a technological shift in the composition of
exports from low technology products to medium technology products.
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Technology intensity of Turkish exports to the EU has changed.

THE CU HELPED STRENGTHEN the trade relationship between Turkey and the
EU. Turkey’s market share in the EU increased from 2 percent in 1995 to
3.7 percent in 2007. Moreover, EU destined exports, although still dominated
by low technology and unskilled labor intensive products, shifted towards
medium and high technology products requiring the use of skilled labor. The
volume of medium and high technology exports grew by an annual average
rate of 21.5 percent between 1995 and 2003, and reached 13,157 million dollars,
eight times as much as in 1995. Turkey’s share in EU external imports of
medium and high technology rose from 0.6 percent in 1995 to 0.9 percent in
2001 and to 2.5 percent in 2004. This radical change in technology intensity
of exports was materialized by the entry of Turkish firms into the supply chains
of automotive, and information and communication (ICT) technology net-
works (Kaminski and Ng, 2007).

Unal Kocaman explains the trade relationship between the two parties in
what follows: “Turkey’s trade relations with the EU developed after the Cus-
toms Union. EU has co-operated with Turkey in a similar way that the US co-
operates with China. In a sense, Turkey was like a production park of the EU
for automotive, auto parts and textiles industries.”

Kaminski and Ng (2007) also suggest that domestic liberalization follo-
wing the CU and the establishment of macroeconomic stability after the 2001
economic crisis were the two major determinants of export expansion and the
structural change in exports.

Izmen and Yilmaz (2009) conclude that the structural change in exports
culminated in the period 2001-2005 achieved by the intense reform agenda,
which in turn led to an improved business environment, was not sustained
due to the weakening in the reform process. They find that the growth rate of
medium to high technology products decreased from 17.5 percent between
2001 and 2005, to only 8 percent between 2005 and 2007.

Expansion in manufacturing exports and imports

THE MANUFACTURING sector achieved the highest growth rate both in
exports and imports over the period 1996-2011. Manufacturing exports grew
by 13.6 percent and 24.5 percent during this period and in the pre-crisis period
of 2000-2008, respectively. Manufacturing imports, on the other hand, achie-
ved average growth rates of 9.7 percent and 19.6 percent over these two
periods. Therefore, there was a radical change in the share of manufacturing
in both exports and imports over time. A synthesis of manufacturing sector
shares is of crucial importance in identifying the export performance of Tur-
key. Figure 3 illustrates shares of manufacturing exports over the period 199o-
2011. The increasing trend in automobile (motor vehicles in mi6ure3) and
machine and equipment industries is worth mentioning. The share of machine
and equipment industry in exports increased from 1.8 in 1990 to 8.8 in 2011.

Outstanding increase in automotive industry’s share in exports

INCREASE IN THE AUTOMOTIVE industry’s share in exports was remarka-
ble, rising from 2.3 percent in 1990 to 4.3 percent in 1995 and reaching
16.8 percent in 2007, with a 45 percent average growth rate during the period
2001-2007. In fact, the success of automotive industry was unexpected in the
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view of the industry’s opposition to sign a CU agreement with the EU. Moreo-
ver, this sector had been accepted as “sensitive” along with some other import
competing sectors such as, shoes, leather products, and furniture. Thus, har-
monization to the Common External Tariff on the product of these sectors
was completed by 2001. Although protected by high tariffs, automobile
imports rose rapidly, accounting half of the market in 1998. As a result, domes-
tic producers were forced to invest to improve competitiveness. Only after the
2001 economic crisis did the automobile industry start to reap benefits of
these efforts, achieving remarkable output and productivity growth rates. Labor
productivity as well as total factor productivity in the sector increased by two
fold between 2001 and 2006 (Taymaz and Yilmaz, 2008).

Declining shares of textiles and wearing apparel in exports despite

the positive effects of the CU

FIGURE 3 reveals declining export shares of textiles and wearing apparel indus-
tries over time. Similar to most developing countries that depend on abun-
dance of low labor-costs, textiles and wearing apparel industries represented
a significant share, almost 45 percent of Turkish exports, at the beginning of
1990s. In fact, the CU agreement was welcomed by the wearing apparel and
textiles sectors since the abolishment of quotas would enable these sectors to
gain a bigger and more sustainable share in the European market. Yet, the
adoption of regulations in imports and exports to comply with the EU norms
following the CU brought about an improvement in revealed comparative
advantage and competitiveness in the textiles sector in the period 1995-2000
(Karaalp and Yilmaz, 2012).

However, the depreciation of the Turkish lira due to the shift from a cur-
rency peg to the floating exchange rate regime in the aftermath of the econo-
mic crisis in 2001 reversed the improvement trend. Moreover, admission of
China to the WTO in 2001 and the gradual abolition of quotas on textiles and
wearing apparel imports by 2005 that existed under the Multi-fiber Arrange-
ment increased China’s competitiveness and ultimately decreased Turkey’s
comparative advantage and competitiveness in these sectors, especially in the
wearing apparel sector (Karaalp and Yilmaz, 2012). As a result, the share of the
two sectors in total exports of Turkey went down from 36 percent in 2001 to
only 19.5 percent in 2011.
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Strategic partnership was developed between Turkish producers

and EU suppliers.

RESPONDENTS EMPHASIZE that although the production and export struc-
ture of Turkey went through a transformation away from textiles and wearing
apparel sectors, many firms made strenuous efforts to conform to internatio-
nal standards and to improve the quality of their products in order to increase
their competitiveness in the EU market after the CU. As a result, strategic
partnership was developed between Turkish producers and EU suppliers, lea-
ding to technological development in production and enhancement in mana-
gement and marketing. Moreover, some Turkish firms were able to create
world brands and established new market channels.

As expected, the volume of imports also rose after 2001.

THE VOLUME OF IMPORTS also increased after 2001. Turkey’s integration to
the global economy through production networks and structural transforma-
tion in her exports increased Turkey’s dependence on intermediate imports
from East Asia (Yilmaz, 2010). While the share of EU imports entered into a
decreasing trend especially after 2003, the share of imports from East Asia
started to rise dramatically. Yiikseler and Tiirkan (2006) described this trend
as the “Asianisation” of imports. The appreciation of euro against dollar after
2001 pushed Turkish exporters to rely on East Asian imported goods, which
are quoted in dollars.

Respondents also believe that rise in imports as a result of abolition of
tariffs was not harmful to the economy.

BEFORE THE CU AGREEMENT came into force, different segments of society
held the widespread belief that the CU would be detrimental to the develop-
ment of Turkish industry because boom in imports would cause domestic
plant closures and job lossess. Experience showed, however, that the CU did
not lead to the destruction of Turkish industry as feared. The number of clo-
sures as a percentage of newly established firms hovered around 1.1 percent
until 1997, but then started to increase to reach 2.8 percent in 1998, 5.2 per-
centin 1999 and 8.3 percent in 2001. However, the rise in the trend could be
more attributed to the Turkish economic crises of 1999 and 2001. The indus-
trial production index, on the other hand, increased by 8.7 percent in 1996 and
by 11 percent in 1997. Tugrul Kutadgobilik describes this experience: “After the
Customs Union went into effect, Turkish Industry went through a learning
curve and domestic firms learned gradually how to adapt to world quality and
prices. At the beginning, some firms were forced to shut down and some
losses were incurred but sooner than later losses were turned into profits.”

The perspective of Turkish consumers changed.

FROM THE VIEWPOINT of the consumers, the surge in imports was indeed
beneficial since they had access to a greater number of varieties at lower prices
and/or higher quality after the CU. Most respondents suggest that the CU
changed the consumption patterns of the households dramatically. The change
was not only observed in the consumption of durable goods such as automo-
biles, home appliances and electrical machinery but also in the food and enter-
tainment sectors. Consumers’ home-oriented and traditional eating and drin-
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king preferences changed significantly with the opening of restaurant chains,
which offer different varieties of food. Erdogan Gogen thinks that even fast-
food chains changed the perception of the consumers and gave them a broa-
der perspective.

All in all, the CU agreement was a milestone in Turkey’s integration to
the EU and in her transformation to a market economy.

The CU paved the way for extensive measures to reform the Turkish eco-
nomy, concerning, but not limited to, trade which had significant repercus-
sions on production, consumption and trade patterns.

Turkey’s Candidate Status and the aftermath
of the 2001 Crisis

Turkey is an official candidate state.

THE HELSINKI EUROPEAN Council’s decision in 1999 to accept Turkey as a
candidate state on an equal footing with the other candidate states was a miles-
tone in Turkey’s quest for accession to the EU. Recognition of Turkey’s can-
didate status means that an Accession Partnership for Turkey will be created,
entailing Turkey to adopt the legal framework of the EU, the acquis. Following
the Helsinki decision, the EU’s influence on Turkey to pursue political and
economic reforms increased and Turkish economic and political actors had
higher incentives to implement these structural reforms (Onis and Bakar,
2007).

After the approval of an Accession Partnership and the adoption of the fra-
mework regulation to build the legal basis for Turkey’s Accession Partnership,
Turkey announced her own National Program for the adoption of the EU
acquis in 2001. In December 2002, the Copenhagen European Council
concluded that “if the European Council in December 2004, on the basis of
a report and a recommendation from the Commission, decides that Turkey ful-
fills the Copenhagen political criteria, the EU will open accession negotiations
with Turkey without delay”. From 2002 to 2005, the Turkish governments
pursued a reform policy agenda to fulfill the Copenhagen Political Criteria
and, accordingly, to initiate accession negotiations. The Turkish National
Assembly adopted eight legislative packages that reformed the constitutional
and legal basis for the rule of law, human rights and democracy.

Accession negotiations are underway.
IN DECEMBER 2004, the European Council decided to launch formal acces-
sion negotiations with Turkey from October 2005. Yet, the European Council
emphasized that the process of accession negotiations was open-ended, mea-
ning that the eventual membership of Turkey was not guaranteed beforehand.
After the preparation of screening reports for each of the thirty-five chap-
ters of the acquis in 2000, the first chapter to be negotiated, Chapter 25 on
“Science and Research” was opened and provisionally closed on the same day.
During accession negotiations only thirteen chapters have been opened so
far®. This is in contrast to the case of Croatia, also granted candidate status in
2004, in which all chapters were opened and closed between the beginning
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of negotiations in 2005 and June 2011. It should be noted that Chapter 25 on
“Science and Research” does not require transposition of EU rules into the
national legal order, but requires that the member states ensure the necessary
implementing capacities to pursue the Community objectives and activities in
this field. Moreover, screening report of Chapter 25 prepared in 2006 had nei-
ther opening nor closing benchmark.

The 2001 economic crisis

FOLLOWING THE EAST ASIAN crisis in 1997 and Russian crisis in 1998, Tur-
key entered into a period of deep financial and economic crisis. A three-year
stabilization program backed by the IMF was launched at the beginning of
2000. However, the program ended abruptly when the Turkish economy hit
the bottom with the 2001 economic crisis, triggered by the combination of
fragile banking system exposed to excessive exchange and interest rate risks,
together with the high borrowing requirement of the public sector resulting
from discretionary excesses in the fiscal era (Ozkan, 2005). A deepening dis-
trust of politicians and the erosion of the government’s legitimacy in the eyes
of Turkish people forced policy makers to see a different remedy to the eco-
nomic crisis.

The economic recovery program is on the way.

KEMAL DERVIS, a Turkish national Vice-President at the World Bank, was invi-
ted to take care of the economy as Treasury Minister. The economic recovery
program, the so-called “Transition to a Strong Economy”, which was designed
by a team led by Mr. Dervis, was launched under the surveillance of the IMF
and the World Bank in May 2001. Mr. Dervis, a non-political and accordingly
non-elected member of the cabinet appointed from outside, took over the
control of the Turkish economy with strong support from the IMF and the
World Bank and started to implement the radical policy agenda that any nor-
mal Turkish government would have been reluctant to follow. It should also
be mentioned that the program was designed as far as possible to coincide
with reforms that Turkey had to follow on her way for membership to the EU.
The emphasis of the economic program was on tight banking reform as well
as a fiscal policy, a flexible exchange rate regime, privatization of huge state
enterprises such as giant state telecommunication company — Tiirk Telekom —
and state monopolies of sugar and tobacco and the elimination of government
subsidies, especially in the agricultural sector. The main essence of the reform
agenda under this program was to establish the institutional and legal base in
Turkey to transform a rent-seeking, corrupt and non-transparent political eco-
nomic system to a modern competitive market economy. In other words, poli-
tics would be separated from the economy meaning that state intervention to
the economy would be eliminated at maximum and the state would be devo-
ted a regulatory role, instead (Airaudo et al, 2004). The program was apprai-
sing a radical transformation in the structure of the Turkish economy.

AKP continued to implement the directives of the recovery program.

JUSTICE AND DEVELOPMENT PARTY (AKP), which came to power after 2002
elections as one-party government in the aftermath of a decade of coalition
governments, supported the underpinnings of the economic program des-
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igned by Mr. Dervig in its party program. Moreover, the target of full mem-
bership to the EU, thus, imperative fulfillment of the requirements of the EU
to reach this target, was one of the main pillars of the Party’s election propa-
ganda and program. Indeed, the AKP government continued to implement
Mr. Dervis’s program and adopted most of the reforms proposed. In addition,
the AKP government passed comprehensive reforms to achieve the political
Copenhagen Criteria and thus to secure an official date from the EU to open
accession negotiations.

Reforms in the Post-Crisis Era

IT IS WORTH FOCUSING on political reforms on the one hand, and economic
reforms on the other, that the respondents consider as breakthroughs in the
period after 2001 economic crisis.

Political reforms

IN DECEMBER 2002, the news that the Copenhagen European Council would
open accession negotiations without delay, if Turkey fulfilled the Copenhagen
Political Criteria was welcomed with joy in Turkey. The government started to
pass the laws such as the abolishment of death penalty and provision of non-
Turkish speaking minorities with broadcasting and limited educational rights
to fulfill the criteria. All the respondents think that conclusion of the Copen-
hagen European Council regarding Turkey and Turkish government’s eager-
ness to see the opening of EU accession negotiations with Turkey accelerated
the reform process, mainly in political arena.

Economic Reforms

IN ECONOMIC ARENA, on the other hand, two major macroeconomic reforms
were of crucial importance for leading to a transformation in Turkey’s insti-
tutions: first, the independence of the CB; second, the establishment of regu-
latory agencies, complemented by two other reforms, banking restructuring
reform and improvement in fiscal policy.

«  Central Bank independence. The CB was given the primary task of main-
taining and achieving price stability and was vested with de jure (legal) “insti-
tution independence” to reach its primary goal, through an amendment to
law in 2001. Therefore, the CB was given the autonomy to set the monetary
policy. The CB was also required to be transparent in the conduct of the mone-
tary policy and publish regular reports on inflation and financial stability.
Moreover, the Bank was prohibited from granting advances and extending
credits to the Treasury and other public institutions. The Monetary Policy Com-
mittee was also founded to allow the inflation target to be set jointly by the
CB and the government. The CB adopted an implicit inflation targeting regime
during the period of 2002-2005 and the inflation rate gradually decreased to
7.7 percent in 2005 from 68 percent in 2001. Eventually, the CB moved to an
explicit inflation targeting regime in 2006 (Alper and Hatipoglu, 2009). Infla-
tion rate increased slightly to 10.5 percent at the end of 2011, higher than the
CB target of 5.5 percent.
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Volkan Vural strongly emphasizes the importance of the CB indepen-
dence as a safeguard against market instability that would prevent internatio-
nal capital outflows. He also characterizes the introduction of the CB inde-
pendence as the major reform that lead to a structural transformation in the
Turkish economy.

Alper and Hatipoglu (2009) analyze the effect of de jure independence of
the CB on its success in reducing the high and chronic inflation to single digits
by estimating the reaction function of the CB in 2001-2007 period. Their
results show that de jure independence caused the CB to conduct monetary
policy more aggressively against political pressures, indicating de facto (actual)
independence of the CB. Nonetheless, the 2012 European Commission pro-
gress report on Turkey considers the involvement of the government in the set-
ting of the inflation as an obstacle to the independence of the CB. Nilgiin
Arnsan Eralp also thinks that the notion of CB independence is in conflict with
joint inflation targeting by the government and the CB. Yet, the same EU
report concludes that there is an advanced level of preparedness in the mone-
tary and economic policy chapter.

-  Establishment of regulatory agencies. Establishing the legal and institu-
tional infrastructure to transform a rent-seeking economy in which market
inefficiencies arise due to political influences and short-term pragmatism, into
a modern competitive market economy requires delegating a regulatory role
to the state as in most advanced economies, including the EU7. In these coun-
tries, as a result of this changing role of the state in economic arena, the deci-
sion making power has been delegated to independent regulatory agencies
(RAs) that are organizationally separate from the government, headed by non-
elected officials and given financial autonomy. In Turkey, the transition to RAs
started in 1982 with the establishment of the Capital Markets Board and conti-
nued with the founding of the Radio and Television High Council in 1994,
the Competition Board in 1995 and the Banking, Regulation and Supervision
Agency (BRSA) in 1999. Subsequently, the transition process gained a
momentum and five other RAs in areas of telecommunication, sugar, tobacco,
energy and public procurement were founded in the 2000-2006 period. Tur-
key adopted a EU inspired regulatory framework before the privatization of the
giant state telecommunication enterprise — Tiirk Telekom. Likewise, the Com-
petition Law adopted in 1995, which paved the way for the establishment of
the Competition Board, was inspired by the EU model. Moreover, the New
Electricity Trading Arrangements of the UK provided the inspiration for the
structure of the Energy Market Regulatory Authority, which was formed to
regulate the electricity, natural gas and oil industries in 2001. Izak Atiyas
emphasizes that even though the framework inspired by the EU might not be
the first-best for Turkey, it eliminated the coordination failures and loss of
time that could result from power struggles.

The main reason behind the establishment of the RAs was the belief that
economic decisions would be driven by principles of efficiency and equity in
a competitive environment insulated from political influences which, in turn,
would give rise to higher investment, innovation, economic growth and wel-
fare. Yet, the extent to which the RAs succeeded in doing so is a matter of
concern. There have been divergences between de jure (legal) institutions and
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de facto (actual) institutions of RAs because of insufficient enforcement capa-
city or simply due to the political power’s ability to affect RAs in practice,
regardless of the formal rules?, according to Izak Atiyas. He gives the privati-
zation of Tiirk Telekom as an example and concludes that competition in the
fixed line telecommunication industry has been rather slow and the market
shares of the incumbent operator remained very high9. On a positive note,
the new Electronic Communications Law that passed in 2008 has moved the
Turkish regime closer to the EU framework, which will likely increase com-
petition in the industry.

The Competition Board is regarded as the most competent and profes-
sional RA, due to high-skilled personnel and decision mechanism which is
relatively independent of the political powers. The decisions of the Competi-
tion Board are required to be publicly available and published along with their
justifications. This raises the transparency and accountability of the agency.
According to Ekrem Kalkan, the competency of the Board relies on its policy
of hiring new personnel instead of appointing personnel from other state orga-
nizations. However, he is concerned about the law passed in August 2011 that
constrains the independence of the RAs, giving the government more power
in the decision process. He also adds that more progress seems to be rather
difficult without a real change in the mentality and in political attitude. In fact,
all the respondents argue that adopting a legal framework — de jure institu-
tions — is not sufficient for structural transformation. The actual implemen-
tation of the legal framework — de facto institutions — is rather important. The
Capital Market Law, amended in December 2012, raises more concerns about
the functioning of RAs, since the majority of the members of the Capital Mar-
ket Board will be appointed by the government. In addition, the new Law threa-
tens the right of expression in Capital Markets in the sense that any comment
or expert analysis which opposes the government could be subject to judicial
investigation’®.

Overall, although the respondents have some concerns regarding cur-
rent as well as future independence of RAs, they share the common idea that
the RAs played a significant role in Turkey’s transition to a competitive mar-
ket economy. Siibidey Togan concludes: “Transforming the institutions is not
easy; it started in Great Britain in the 7% century. Thus, Mediterranean Coun-
tries have a long way to go”.

«  Banking Sector Restructuring Program. An independent CB requires a
sound banking system to conduct an efficient macroeconomic policy and to
achieve price stability. Otherwise, the CB could be forced to combat financial
instability driven by the tendency of the banks to take excessive risks without
raising their capital base. Establishing a powerful supervisory environment
which will adopt regulations in order to promote effective risk management
and to raise bank capital is the key to solving this problem (Ersel and Ozatay,
2007). At the end of 199o0s, the Turkish banking system was suffering from
structural weaknesses due to factors such as macroeconomic instability, crow-
ding out, systemic distortions caused by the state banks, insufficient risk
assessment and management systems and the lacking of effective supervisory
environment (Pazarbasioglu (2005). Following the severe banking crisis, the
Banking Sector Restructuring Program was launched in May 2001. Refor-
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ming the state owned banks, strengthening private banks and finally promo-
ting an efficient, competitive and sound Turkish banking sector by strengthe-
ning the powers of the BRSA and adopting international — particularly EU-
standards in banking legislation were the main pillars of the program (Ersel
and Ozatay, 2007).

First, through restructuring the state banks, the Treasury issued bonds to
securitize duty losses of the state banks. Meanwhile, legislation was introdu-
ced to prevent duty losses of the banks. Furthermore, operational restructuring
enabled the state banks to become more efficient in organization, technology,
human resources, financial control and planning and risk management.
Second, measures were taken to recapitalize the banks, limit open foreign
exchange positions and encourage mergers and acquisitions. Third, insolvent
banks taken over by the Savings Deposit Insurance Fund were restructured.
Finally, the BRSA was equipped with stronger tools in order to promote an
effective supervisory environment (Pazarbasioglu, 2007). Although establi-
shed in 1999, the BRSA did not start to operate until the following year. Only
after the recovery program did it begin to function effectively. As a matter of
fact, the empirical analysis of Cetin et al (2010) demonstrated that the BRSA
is the RA with the highest level of independence.

Turkish Banking Legislation complies with the EU in many areas and
Turkey has fulfilled most of the conditions required for banking sector inte-
gration with the EU. In addition, this restructuring process gave rise to a large
fiscal burden amounting to one third of GDP (Pazarbasioglu, 2007). In the
2012 European Commission progress report on Turkey, the following terms
are used for the financial sector: “Overall, the financial sector has continued
to show dynamism and strength thanks to earlier in-depth reforms.” The same
report indicates a high level of alignment between Turkey and the acquis on
financial market infrastructure. Nevertheless, Chapter 9 on Financial Services
is one of the eight chapters suspended by the European Council in December
20006 due to Turkey’s restrictions on the free movement of goods carried by
vessels and aircraft registered in Cyprus. As Nilgiin Arisan Eralp argues,
“Financial Services Chapter is one of the chapters that would have already
been opened, if it had not been for the Cyprus issue. The reason behind the
suspension of this chapter is absolutely political. ”

The analysis of Aysan et al (2011) for the period 2002-2007 reveals that
structural reforms in the banking sector led to cost efficiency gain as well as
convergence in the efficiency level of the banks. Average indebtedness of Tur-
kish households increased from 77 percent in 2003 to 28 percent in 2007 and
reached 51 percent in 2011.

Although the banking sector became sufficiently resilient to avert exter-
nal shocks and financial crises after the banking restructuring reforms, it has
some weaknesses such as transferring savings to consumer consumption
rather than productive investment and inadequate concern for consumer pro-
tection and competition (Bakir and Onis, 2010).

«  Improvement in Fiscal Policy. Turkey made significant progress in rede-
signing her fiscal management system in the post-crisis period. Public fiscal
management system in Turkey was transformed by three main laws. First, the
Law on Regulating Public Finance and Debt Management, adopted in 2002,
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set principles and procedures for debt management and increased transpa-
rency and unity by standard reporting. Second, Public Financial Manage-
ment and Control Law, enacted in 2003 and came into full force in 2006,
established multi-year budgeting, budget scope and execution, performance
management and strategic planning, internal control, accounting, etc. Finally,
the adoption of the Public Procurement Law in harmony with the EU stan-
dard in 2002 was another achievement on this front. Furthermore, the eli-
mination of budgetary and extra-budgetary funds contributed to the trans-
formation in public fiscal management system and brought in fiscal
transparency (Kaya and Yilar, 2011).

As result of these policies, a considerable fiscal discipline was attained
in the post-crisis era; public debt decreased to under 40 percent of GDP and
the general government deficit was kept at 2.1 percent of GDP in 2011 (OECD,
2012). However, there are criticisms regarding the quality and hence the sus-
tainability of the fiscal discipline since uncontrolled expenditures are financed
by taxes, especially indirect taxes. For instance, in the 2010 program of gene-
ral government budget, indirect taxes and direct taxes were raised by 24 per-
cent and 8 percent, respectively, in order to limit expenditure increases
(Dedeoglu, 2010). Given Turkey’s unequal income distribution with a GINI
index of 40.4 much higher than the EU average of 30.2, raising indirect taxes
to comply with the fiscal rule would further deteriorate income distribution.

There are further criticisms regarding the implementation of the fiscal
rule, focusing mainly on the anti-transparent budget practices, the failure to
implement medium term program completely and the infrastructural defi-
ciencies in the independent monitoring, auditing and sanctioning™. Here, a
malpractice with respect to fiscal discipline and transparency deserves a spe-
cial attention. A state owned enterprise, Mass Housing Administration
(TOKI), is an institution which was left out of the scope of both public finan-
cial management law and action law (Dedeoglu, 2010). TOKI is equipped with
the powers of developing any publicly owned Treasury land for housing, deci-
ding the procedures for housing development, developing construction pro-
jects and selecting the company to undertake the project without officially
announcing the project or taking bids. Therefore, TOKI creates and distri-
butes rents without the guidance of regulations 2. In June 2012, floods in the
Black Sea province of Turkey killed twelve people, the majority of who were
living in the housing blocks built by TOKI. This incident culminated the cri-
ticism that the risk of flood, along with other risks such as earthquake, were
not taken into account in the design of the mass housing blocks. However,
the Urban Planning Minister Erdogan Bayraktar, also the former chief of
TOKI, denied any wrongdoing by TOKI 5.

Ekrem Kalkan thinks that the acts of TOKI are not only against fiscal
transparency but also against competition law practice and he strongly criti-
cizes the fact that the state, as in the case of TOKI, acts almost as a monopoly
in the construction industry whose multiplier effect on the economy is very
high. He adds “It is very problematic that the state manipulates economic out-
put through TOKI, bypassing the competitive market mechanism.” OECD
(2010) reports that total balance sheet of TOKI has reached 2 percent of GDP
and further mentions that it is not clear whether the whole value of its assets
and liabilities are included in the balance sheet.
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Again, on a negative note, Siibidey Togan mentions, on the Public Pro-
curement Law, that the Law was passed in 2001 but has been changed eigh-
teen times since then, which represents the reluctance of the government to
abide by the Law during the implementation process. He emphasizes that
public procurement must also be subject to the rules of market mechanism.
The President of the Public Board Authority, Mahmut Giirses, notes that the
number of institutions exempted from the Law has risen to sixty since the
adoption of the Law in 2001. He adds that Public Procurement Board makes
decisions concerning only 4 out of 100 public procurements in Turkey and 19
percent of the decisions are rejected during the judicial process . In fact, 2012
Progress Report of the European Commission mildly reports “...the decree-
laws adopted in August and November 2011 raise concerns about the inde-
pendence of the Public Procurement Board from political interference and
about its functional autonomy.”

Last but not least, it should be mentioned that the Turkish High Court of
Accounts (Sayistay), which carries out auditing of general and annexed bud-
gets of government offices on behalf of the Parliament, did not audit the gene-
ral government budget of 2010 and, furthermore, it failed to send to the Par-
liament a hundred and thirty-two reports prepared regarding the audit of
general government budget of 2012. This practice violates the audit function
of the Parliament deriving from the “budget right” .

Institutional change is important for long-run economic growth.

THE NOBEL LAUREATE economist Douglass North initiated a new line of eco-
nomic approach, which puts forward the notion that institutions play a signi-
ficant role in economic development. North (1990, 2005) argues that diffe-
rences in physical and human capital and technology across countries can
only explain immediate but not the fundamental causes of growth. According
to him, the differences in institutions present the main explanation for diffe-
rences in economic growth rates across countries.

Institutions play an important role because they shape both economic
and political incentives. Economic incentives are shaped by the extent of enfor-
cement of the property rights and the degree to which laws and regulations are
fairly endorsed. Moreover, economic actions, such as capital accumulation
and investment in human capital, are determined by economic institutions,
which determine the rewards of actions. Political institutions, on the other
hand, determine political incentives and the distribution of political power,
depending on the form of constraints on politicians and political elites and
electoral rules in democracies (Acemoglu et al, 20053).

Rodrik (2000) identifies the following institutional arrangements condu-
cive for economic progress, but which are absent in poor economies:

«  secure property rights;

«  regulatory institutions to prevent fraudulent, anti-competitive behavior,
and moral hazard;

«  social insurance institutions to assure social stability and social cohesion;
«  institutions of conflict management;

«  the rule of law and clean government.
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In a similar vein, Acemoglu and Robinson (2008) identify three charac-
teristics of good institutions:
«  the enforcement of property rights and the rule of law;
«  constraints on the politicians and political elites so that they cannot expro-
priate the resources;
«  equal opportunities for everyone.

Yet, as the countries diversify with respect to their history, culture, geo-
graphy and social norms, there is no unique set of criteria for the good insti-
tutions that can be applied to every country. Rodrik (2000) argues that “Insti-
tutions need to be developed locally, relying on hands-on experience, local
knowledge and experimentation”.

All the respondents share the common belief that the reforms that pave
the way for good institutions are conducive for long-run economic growth.
Unal Kocaman notes that physical infrastructure relates to the hardware side
of the economy whereas institutions correspond to its software side and he
argues that the software side of the economy is weak in Turkey, but much wea-
ker in other Mediterranean countries.

A General Evaluation of the Turkish Economy
and the EU dream

Taking Stock: The Turkish Economy

Turkey’s economic performance was strong during the last decade .
STRUCTURAL REFORMS pursued following the economic crisis in 2001 res-
haped the structure of the Turkish economy and brought stability. Two main
macroeconomic reforms — the CB independence and the establishment of
regulatory agencies — along with financial sector restructuring and enhance-
ment of fiscal transparency eliminated uncertainties as regards the Turkish
economy and improved business environment. The Turkish economy went
through a remarkable recovery afterwards. After shrinking by 9.5 percent in
2001, Turkish real GDP grew by 5.2 percent on average between 2002 and
2011. By the end of 2005, inflation rate fell below 8 percent after decades of
high and chronic inflation, though it rose to over 10 percent in 2011. Nominal
and real interest rates also declined sharply. The public net debt declined gra-
dually from 66.4 percent of GDP in 2001 to less than 28.8 percent by 2010.
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16. Redefinition of

FDI and adoption
of the new FDI law
in 2003 contributed
to FDI inflows (See
Dutz et al, 2005).

Opening of accession negotiations triggered FDI inflows to Turkey.
MOREOVER, THE REFORM agenda pursued after the 2001 economic crisis
along with the decision of the EU to open accession negotiations increased
confidence in Turkey and led to a surge in capital inflows. Before 2005, ave-
rage annual FDI inflows to Turkey were less than 1 billion dollars, despite the
CU and Turkey’s greater export-orientation (Dutz et al, 2005). The EU’s deci-
sion to open membership negotiations was a strong signal to investors that
Turkey would sustain economic reforms, marking the turning point in FDI
flows to Turkey (Izmen and Yilmaz, 2009) . As a result, FDI flows increased
to 2.5 billion dollars in 2004 and 9.6 billion dollars in 2005, reaching 13.4 bil-
lion dollars in 2011. Volkan Vural considers that FDI inflows are still low com-
pared to some countries.

A long way to catch-up with the EU.

ALTHOUGH TURKEY went through a structural transformation to integrate
with the world, as well as to become a competitive market economy during the
last decades, it still has a long way to go to catch up with the more advanced
countries, especially while considering that Turkey’s GDP per capita is only 22
percent of the EU-15 average in 2011. The aim of being one of the top ten coun-
tries in the world with a $25,000 GDP per capita by 2023 as envisioned by the
Turkish Prime Minister Recep Tayyip Erdogan calls for increasing structural
reform efforts.

Productivity growth: an important determinant for Turkish economic
growth

TURKEY'S AVERAGE annual growth performance of over 5 percent during the
last decade through 2011 was mainly the result of two developments: employ-
ment growth and productivity growth (OECD, 2012). Labor productivity
growth in an economy can be achieved in one of two ways. First, productivity
can grow within economic sectors through capital accumulation, technologi-
cal change or reduction of misallocation across plants. Second, labor can move
across sectors, from low-productivity sectors to high-productivity sectors,
increasing overall labor productivity in the economy (Mc Millan and Rodrik,
2012). Turkey achieved a 3.1 percent annual growth rate in labor productivity
between 1990 and 2005, 45 percent of which is due to structural change resul-
ting from movement of labor from low-productivity to high-productivity sec-
tors. During 1999-2008 the contribution of structural change component to
the annual labor productivity growth of 5.6 percent is 38 percent. In both
periods the contribution of structural change to the labor productivity growth
is remarkable in the sense that structural change has been growth enhancing
in Turkey (Mc Millan and Rodrik, 2012). Calculations of the authors also show
that in the period between 1990 and 2005, magnitude of the structural change
component of Turkey is greater than those of all Latin American countries,
all high income countries, and most Asian and African countries, lagging
behind only Thailand and Ethiopia. An update of the study of Alam et al
(2008) for the OECD Survey in 2012 indicates also that structural change has
been the central channel of productivity growth during the last decade.
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Slowdown in employment creation rate of the manufacturing sector

and the lower productivity of the service sector in Turkey raise doubts

over sustainable economic development.

IT IS OF CRUCIAL importance for Turkey to maintain the structural transfor-
mation that enables movement of labor from low productivity to high pro-
ductivity sectors in order to sustain her high economic growth performance
in the future. However, slowdown in employment creation rate of the manu-
facturing sector and the lower productivity of the service sector are two
concerns against Turkey’s sustainable economic growth (Rodrik, 2010). Rodrik
believes that Turkey should follow an industrial policy through which dialog
mechanisms will be established to create cooperation between the private sec-
tor and the public sector.

Production in manufacturing sector is in decline.
CHINA, INDIA, Indonesia and Russia have risen to the highest ranks of glo-
bal manufacturing and joined the world’s fifteen largest manufacturing indus-
tries in 2010. However, Turkey is not currently on this list, although it ranked
13th in 1990 and 15th in 2000 (Mc Kinsey, 2012).

TEPAV team analyzed the merger and acquisition transactions reported
to the Turkish Competition Authority larger than 25 million TLs in turnover,
or 25 percent in market share. These were then categorized as either manu-
facturing and industry transactions or services and energy transactions. It
should also be mentioned that these were the transactions of twenty-one indus-
trial conglomerates listed in ISO1000 — the traditional large manufacturing
conglomerates of Turkey. The number of entries and exits to manufacturing
and services turned out to be almost equal in period 2000-2006, whereas net
entries into services outnumbered those to manufacturing in the period of
2007-2010. This means that the traditional industrialists of Turkey are increa-
singly involved in the services and energy sectors, while they are exiting from
manufacturing sectors 7.

High current account deficit and the low saving rate are weaknesses

of the Turkish economy.

DEPENDENCE OF THE CURRENT account deficit, reaching 10 percent of GDP
in 2011, on foreign borrowing and the short-term nature of most capital
inflows are important areas of concern for financial stability and economic
growth. At the same time, domestic savings rate shows a decreasing trend
over the years, remaining around 13 percent in 2011, a rate which is lower than
in most EU countries.

Productivity gap between informal and formal sectors is a drag

on the economy.

ACCcoRDING TO THE Turkish Statistical Institute household survey results,
28.3 percent of the male labor force is employed in the informal sector. This
figure is as high as 51.3 percent for the female labor force. It is essential to
shift informal employment to formal employment. Registered firms exploit
economies of scale, benefit from new technologies and produce quality pro-
ducts with export orientation. In contrast, unregistered firms depend on old
technologies and produce low quality products for the domestic market. Pro-
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ductivity growth in Turkey is below potential because of the informal sector
(OECD, 2012). Formal manufacturing sector’s average labor productivity level
is about five times as high as that of informal manufacturing sector.

Improvement in human capital is required to sustain productivity growth.

IN 2009, 69 PERCENT of the Turkish adult population had an education level
of below upper secondary education. The average expected time in education
reached 13.7 years for boys and 12.9 years for girls in 2009, still below the EU
averages. In the 2009 Programme for International Student Assessment
(PISA) test, 60% of 15-year-old Turkish students could not solve simple mathe-
matical problems. Turkey’s average score of 454 in mean science performance
still ranks far lower than the OECD average of 501 (OECD, 2012). Most res-
pondents agree that increasing levels of education resulting in an improve-
ment of Turkish human capital is crucial for strengthening economic growth.

Turkey produces medium-technology products.

IN 2009, ONLY 3.5 PERCENT of Turkish exports were high technology pro-
ducts. In the World Economic Forum’s Global Competitiveness Index for
2012-2013, Turkey moved up by 16 places to 43rd position out of 144 countries.
Turkey’s competitiveness benefits notably from her large domestic as well as
foreign market size. In the report, Turkey is categorized as a country in tran-
sition from efficiency driven economy to an innovation driven economy, but
lags behind other economies in this category in terms of technological readi-
ness. At the same time, Turkey ranks only 55™ in innovation. Ahmet Yticel
says “Although Research and Development expenditures of Turkey doubled
since 2003 to reach 0.8 percent by 2011, it is still below the EU average of
around 2 percent”. Murat Kalsin points out that Turkey is required to make a
jump to avoid middle income trap. He emphasizes the crucial importance of
producing high technology products and to this aim, investing more on
Research and Development (R&D).

In summary, Turkey needs to make further reforms.

THE RESPONDENTs call attention to the significance of making further
reforms, including education, innovation and formalization of the economy,
to boost productivity growth in Turkey. Therefore, it may be early to conclude
that Turkey is a success story without taking into account structural economic
weaknesses and the long-run economic growth.

EU Dream: Before and after Opening of Accession
Negotiations

Turkish public gave support to EU membership.
2002 oPINION PoLLS showed that there was strong pro-EU consensus with
74 percent of the Turkish public in favor of the prospect of accession to the EU
(Carkoglu, 2003).

Launch of EU membership negotiations in 2005 was also welcomed with
enthusiasm and hope by large segments of the Turkish society. The conclusion



18. See Pamuk
(2007).

TURKEY AND THE BENEFITS OF SUPRANATIONAL REGULATIONS

of the paper written by Sevket Pamuk at the beginning of 2007 clearly illus-
trates how the EU membership anchor increased the expectations for Tur-
key’s economic potential to realize: “...the membership process is likely to
create a stronger institutional framework for economic change. For the eco-
nomy, the key contribution of the goal of membership will be the strengthe-
ning of the political will to proceed with the institutional changes that may
raise the water level in the glass and carry Turkey’s economy to a new level.’®”

Enthusiasm and hope for EU membership has faded away.

THE INTERVIEWS conducted with eleven respondents revealed that the enthu-
siasm and hope for the EU membership reflected in the previous paragraph
by Sevket Pamuk seems to have already faded away. In fact, the respondents
have a point. Soon after accession negotiations started, relations of Turkey and
the EU have stalled and deteriorated. As a result, little progress has been achie-
ved in Turkey’s accession process. Suspension of the opening of eight chap-
ters for political reasons regarding Cyprus in 2000, the explicit opposition of
Nicolas Sarkozy, the former president of France, to Turkey’s EU membership,
the French government’s suspension of four more chapters regarded as
directly related with full membership in 2007 and, lastly, the circulation of
the notion of a “Turkish privileged partnership” instead of a full membership
diminished the enthusiasm of Turkish citizens and policy makers. During the
accession negotiations between Turkey and the EU, only thirteen chapters
have been opened and one chapter has been provisionally concluded. The rea-
son why some of the chapters of the acquis have not been opened yet is poli-
tical rather than economic. According to Tugrul Kutadgobilik, financial and
budgetary provisions, financial services and fisheries chapters are some of the
chapters that have not been opened to negotiations for purely political rea-
sons.

The reform process has come to a standstill following the opening

of accession negotiations.

ABOVE ALL, Turkish government seems to have lost its appetite for reforms
after the beginning of the negotiation process. Moreover, Turkey seems to be
retreating from the agenda of the EU accession process although there is much
left to do. The government seems to be reluctant to enact more laws and seems
to have a tendency to retract some of the reforms that have already been made.
Volkan Vural states that the reform process came to a standstill just after the
opening of accession negotiations.

Izak Atiyas explains the reason for the government’s reform fatigue mood
as follows: “The ruling party might be thinking that the EU membership
anchor and, thus, pursuing the reform policy agenda, is not as useful as it
used to be”. Otherwise, seeing that the European economy is in decline whe-
reas Turkish economy is on track despite the global slowdown, the govern-
ment might be thinking that Turkey no longer needs the EU. Whatever the rea-
son is, it seems that integration with the EU and being a full member has lost
its charm in Turkey. Nilgtin Arisan explains what the EU now represents for
Turkey: “EU membership has become a non-issue in Turkey”.
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Respondents think that Turkey needs to continue to make reforms to
comply with the acquis, irrespective of the possibility of EU membership.

1T 1s possIBLE that Turkey will become a member of the EU at the end of this
process. However, the reforms made during this accession process have a
greater significance than becoming a member of the Union. These reforms
have been changing and are going to change the institutions for Turkey’s own
benefit. Therefore, Turkey has a lot to gain by making and implementing the
reforms that are conditioned by the EU. As Murat Kalsin says “Turkey must
continue to follow the reform policy agenda with earnest to comply with the
acquis. However, this effort should not be aimed at becoming a member of the
EU. When Turkey fulfills the criteria for accession to the EU, Turkish public
should decide whether to accede to the EU or not. “

Turkey is becoming an anti-democratic and conservative country.

THE GOVERNMENT, which has been appreciated once by large segments of
the society as well as the EU for making democratic reforms such as the expan-
sion of Kurdish rights, the abolishment of death penalty and civilian control
of the army, is now criticized for its anti-democratic moves, such as restricting
press freedom and imprisonment of numerous journalists, the majority of
whom work for Kurdish media outlets.

Over 8,000 pro-Kurdish suspects, including academics, lawyers, jour-
nalists, writers and politicians accused of membership to Kurdistan Com-
munities Union (KCK) have been prosecuted since the launch of KCK opera-
tions in April 2009". Moreover, Prime Minister Recep Tayyip Erdogan’s
consideration of reinstatement of the death penalty following the upsurge in
Kurdish militant violence in November 2012 was seen as an attempt to move
Turkey further away from EU membership.

It is generally agreed that conservatism and religiosity in Turkey are on
the rise. In fact, results of 2011 World Values Survey show that Turkish society,
indeed, is getting more conservative (Esmer, 2011). Empirical findings of Gok-
sel (2013) indicate that conservatism is an important determinant in explaining
the low labor force participation of women in Turkey. Only 28 percent of
female working-age population was active in the labor market in 2011, against
an EU-27 average of 65 percent.

The new education reform known as the “4+4+4” bill is in line with Recep
Tayyip Erdogan’s statement about nurturing “a pious generation” and raises
risks for creating a more conservative and religious society. The new bill
extends the compulsory executive eight years of education to twelve with the
creation of a three-tiered system, which allows children to enroll religious
Imam Hatip schools after four years. For regular schools optional Koran
courses are introduced for children as young as 11 years-old. Furthermore,
female students at regular schools will be able to wear headscarf in Koran les-
sons. TUSIAD raised its doubts regarding the ability of the education system
to produce a “well-educated, pluralist, and liberal society”.

Turkey is not doing well in international rankings, either. The Economist
Intelligence Unit’s Index of Democracy for 2011 ranks Turkey 88th out of
167 countries, only three places above Tunisia. Moreover, in the same report,
Turkey is mentioned as one of the countries whose score for media freedom
has deteriorated since 2008. Similarly, the World Economic Forum’s 2011
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Box 1 Criticisms to the EU on different aspects

Open ended nature of accession
negotiations deteriorate Turkey’s
incentive for reforms

Ugur (2010), in a political economy
setting, finds that open-ended
framework for accession negotia-
tions where timing and modality of
EU membership is not guaranteed
in advance can be a factor in the
reduction of a candidate country’s
efforts to make structural reforms
that would converge the economy
to the EU level. Therefore, the EU’s
weakening commitment to Turkey’s
membership can explain the
reluctance to make further reforms.
He suggests that the commitment
of the EU and the candidate
country to integration and reform
process must be renewed
periodically through negotiations.

Turkish citizens must move
freely between Turkey
and the EU

Ahmet Yiicel says that in order for
the CU to be more effective for
both of the parties, capital,
persons and services must also be
able to move freely, along with the
products. However, the EU requires
Turkish citizens to obtain a visa to
enter the EU. Erdogan G6gen
thinks that this restriction on
Turkish citizens creates an unfair
competition between Turkish
exporters and European producers,
since Turkish exporters have
limited opportunity to promote
their products in the EU.

REGULATIONS

FTAs of the EU with third
countries lead to unfair
competition

According to the provisions of

the CU agreement, Turkey is
subject to the EU’s trade regime
and therefore, the EU can sign FTAs
with third countries without
consulting Turkey. Ahmet Yiicel
notes that FTAs of the EU with

the third countries is disadvan -
tageous for Turkey because these
countries can already access
Turkish domestic markets via the
EU which make them reluctant to
sign FTAs with Turkey. He
concludes that FTAs between the
EU and third countries create
competitive conditions that are not
favorable to Turkey.

Global Gender Gap Index ranks Turkey 122" out of 135 countries. The U.S.
Commission on International Religious Freedom in its Annual Report of 2012
designated Turkey as a “Country for Particular Concern”, a category reserved
for the countries whose governments either engaged in or tolerated “particu-
larly severe” violations of religious freedom. In the same report, Turkey is cri-
ticized for failing to recognize religious minority communities, such as Ale-
vis and the Greek and Armenian communities. The recently released 2012
Progress report of the European Commission criticizes Turkey for slowing
down democratic reforms concerning democracy, freedom of expression and
the rule of law.

Unal Kocaman says that the government is motivated by religious fac-
tors in both domestic and foreign politics, which raises the risk of polarization.
He adds “Both ethnic and religious polarization prevent synergy and plura-
lism, resulting in economic development and growth coming to a halt. Moreo-
ver, the expectations of rising conservatism and, accordingly, erosion in life
styles might reduce the motivation of liberal entrepreneurs to invest in Turkey.
In the same vein, there is a danger of brain-drain due to the demotivation of
well-educated and liberal minded people.” Box 1
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The Turkish Experience: Lessons
for the EUROMED Regional Integration

Turkey’s experience in the making of reforms is unique.

THE AIM OF FULL MEMBERSHIP to the EU with almost full support of Tur-
kish public has been the anchor for Turkey in the making of structural reforms.
Because other countries are not geographically part of Europe they have no
prospect of EU membership. Still, Turkey’s strong economic performance,
resulting from the achievement of a series of reforms that has transformed the
economy to a market based one, may bring inspiration to these countries.

Turkish private sector’s full support to the reform policy agenda played

a critical role in the transition.

THE EMERGENCE of a private sector independent of the state would help the
reform process to be pursued. The challenge is whether the state as the hol-
der of the political power will allow an independent private sector to flourish
and accumulate capital, and most importantly, turn into an economic as well
as a political power. Emergence of a private sector independent of the state
calls for a mentality change.

The CU agreement was a milestone in Turkey’s integration to the EU

and in her transformation to a market economy. In the same vein, FTAs
signed with the EU can be an anchor for the other countries by setting

the quality standards of their products in order to compete with products

in the EU market.

THE CU PAVED the way for extensive measures to reform the Turkish eco-
nomy concerning, but not limited to, trade, which had significant repercus-
sions on production, consumption and trade patterns. Following the CU agree-
ment, Turkey has undergone a costly process of harmonizing her legislation
with that of the EU in specific areas, such as competition, state aids, public pro-
curement and industrial and intellectual property rights to compete with inter-
national competitors in the EU as well as in other markets. Turkish exports not
only boomed in the early 2000s but also the share of higher technology exports
increased in total exports. Yet, the task is far from complete for Turkey. Each
country in EUROMED partnership, apart from signing an FTA with the EU,
may adopt EU policies that would change the economy to a competitive mar-
ket economy and enhance growth.

Turkish experience shows that supranational regulations give an incentive
to a country to pursue a set of reforms only to a limited extent.

AS SOON As THE MOTIVATION of EU membership for adopting supranatio-
nal regulations has faded away, partly because good but unsustainable eco-
nomic outcomes upon the first stage of reforms has ignited the misconception
that no further reforms are required, and partly because membership will
never materialize for reasons other than economic ones, the Turkish reform
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process has come to a standstill. However, the weakening in the motivation for
making reforms raises concerns as the Turkish economy is still in transition
and has structural weaknesses with the potential to stagnate productivity
growth which is the driving force behind Turkey’s remarkable economic
growth performance during the last decade. Thus, further reforms, including
education, innovation and formalization of the economy need to be imple-
mented for sustainable economic growth. This experience may show other
countries that reforms are for their own benefit, i.e., to create a wealthier eco-
nomy with more equal income distribution and that supranational regulations
play a role in the making of reforms only to a limited extent.

Reforms to establish quality standards and to export high quality products
cannot be separated from the reforms to institute macroeconomic stability.
THE INSTITUTION OF macroeconomic stability in Turkey within the directives
of the economic recovery program launched in the aftermath of the economic
crisis of 2001 coincides with improved economic performance and boom in
exports. Financial markets restructuring, CB independence and fiscal disci-
pline and transparency are indispensable reforms in establishing macroeco-
nomic stability and improving business environment. Moreover, sound eco-
nomic system and stability are important factors to attract FDI flows.

Economic and political reforms must go hand in hand.

ECONOMIC DEVELOPMENT cannot be separated from political development.
Otherwise, economic growth will not be sustainable in the long run. Esta-
blishment and/or transformation of institutions guaranteeing the rule of law,
democracy, property rights and human rights are of crucial importance for
sustainable economic development. Turkey pursued political and economic
reforms together on her bid for EU membership. However, as soon as the EU
membership anchor lost its charm, anti-democratic actions of the government
gained momentum, resulting in the polarization of the society. Polarization
prevents pluralism and integrity and, thus, economic development and

growth.

The re-establishment of the rule of law, according to international

standards, strengthens transparency, fairness and integrity.

ALTHOUGH THERE is no unique rule of law for every country, inspiration by
those of developed economies could save time as well as prevent political strug-
gles in the process of making the rule of law. While establishing RAs, Turkey
was inspired by the legislation of the EU. Still, it should be noted that there is
no clear- cut recipe for the rule of law to inscribe to any country as each coun-
try has its own dynamics.
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appenpix 1 The list of respondents

Economic Stakeholders

Tugrul Kutadgobilik: The chairman of Union of Employers’ Association
of Turkey (TISK) and the President of Turkish Employers’ Association of
Metal Industries (MESS)

Volkan Vural: The member of the board of directors of Turkish
Industrialists’ and Businessmen’s Association (TUSIAD) and the
president of the international politics platform in the same association.
He is the co-founder of Bosporus Institute and a consultant to the
president of Dogan Holding.

Murat Kalsin: The vice-president of Independent Industrialists and
Businessmen’s Association (MUSIAD) and CEO of Arkon Construction
Company.

Unal Kocaman: CEO of CMS Company.
Erdogan Gogen: CEO of ITC Invest Trading & Consulting AG.

Regulators
Ahmet Yiicel : Deputy Undersecretary of Ministry for EU affairs

Ekrem Kalkan: Director of Economic Analysis and Research Union of
Turkish Competition Authority.

Ramazan Yildirim: Deputy Undersecretary of Ministry of Science,
Industry and Technology

Economists
Siibiday Togan: Professor of Economics at Bilkent University.

Nilgiin Arisan Eralp: Director of EU Institution of Economic Research
Foundation of Turkey (TEPAV).

Izak Atiyas: Professor of Economics at Sabanci University and the
director of TUSIAD-Sabanci University Competition Forum.
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appenpix 2 The list of questions

Alignment with the acquis was relatively successful in the chapters of free
movement of goods, customs union, economic and monetary policy, enter-
prise and industrial policy, external relations, and statistics. Was success in
these areas reflected into productivity increases in Turkey/your company? Did
significant progress in these chapters improve competitiveness of Turkey/your
company? Which chapters and which reforms were most effective?

Are there regulations that are very effective in improving the competitiveness
and productivity of the country/your company which are not included in the
chapters that helped Turkey achieve the significant progress mentioned above?
What are they?

Is there a shift in employment and value added across sectors that has lead to
productivity increases? Can you attribute this to the alignment with the acquis?
Can you name specific reforms that have led to this transformation?

Do you think that Turkey’s exports to the EU have been reoriented to higher
value added and more technological products? If yes, which reforms have
enabled this? If not, would further alignment with the acquis achieve this?

As a consequence of the alignment with the acquis, do you think that there was
trade creation or trade diversion? If yes in which areas, markets?

Did you observe fall in the prices of exports of Turkey/your company? Was it
because of productivity boost in Turkey? Did implementation of specific
reforms accelerate this? Alternatively, was it due to high levels of competition
in internal EU market? If you did not observe fall in the prices of exports, what
could be done to increase the competitiveness of Turkish products?

Do you think that Turkish economy is close to catching-up with that of the
EU? If yes, would this have been possible without conditional process of adop-
tion of the acquis?

How important are the institutional developments for the achieved growth of
the Turkish economy/or your company?

Did alignment with the acquis help Turkish companies/your company to open up
to new markets? If yes, can you be specific about the reforms and the markets?

Do you think that some of the reforms done in Turkey could also be imple-
mented in other Mediterranean countries? If so, which ones?
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