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Overview

Turkey first applied for associate membership in
the European Union (EU)—then the European
Economic Community (EEC)—in 1959. The appli-
cation resulted in an association agreement in
1963, whereby Turkey and the EU would, in princi-
ple, gradually create a customs union by 1995 at the
latest. The customs union was seen as a step toward
full EU membership at an unspecified future date.
The EU unilaterally granted Turkey preferential
tariffs and financial assistance, but the process of
staged, mutual reductions in tariffs and nontariff
barriers was delayed because of the economic and
political conditions in Turkey. After pursuing
inward-oriented development strategies through-
out the 1960s and 1970s, Turkey switched over to a
more outward-oriented policy stance in 1980. The
opening up of the economy was pursued in part
with the aim of integrating the country into the EU.

Turkey applied for full membership in the EU in
1987. The response in 1990 was that accession
negotiations could not be undertaken at the time
because the EU was engaged in major internal
changes, and that matters were further complicated
by developments in Eastern Europe and the Soviet
Union. However, the EU was prepared to extend
and deepen economic relations without explicitly
rejecting the possibility of full membership at a
future date. Thus the plans for a customs union
were revived.

On March 6, 1995, it was agreed at an Associa-
tion Council meeting in Brussels that a customs
union would be created between Turkey and the EU
as of January 1, 1996, to be fully phased in by 2001.1

As a result, Turkey currently imposes no quotas or
tariffs on imports of industrial goods from the EU.
The associated liberalization for Turkey has been
estimated as implying a 7 percent average reduction
in tariffs (Harrison, Rutherford, and Tarr 1997).
The major exception to free trade is agriculture—
neither party liberalized completely. The average
tariff rate on imports of agricultural commodities
from the EU is 21.4 percent. Agricultural trade is
also subject to tariff quotas and price regulation,

which have produced a high degree of protection in
both the EU and Turkey. Thus, in terms of further
liberalization of merchandise trade, accession will
primarily have an effect on agriculture.

A major development under the customs union
was that Turkey implemented the European
Union’s Common Customs Tariff on imports of
industrial goods from third countries. It has also
adopted most of the preferential trade agreements
concluded by the EU, as well as other measures
covered by the EU’s commercial policy (such as
antidumping). Turkey has adopted EU competition
policies, established a Competition Board, adopted
EU rules on protection of intellectual and indus-
trial property rights, set up a Patent Office, and ini-
tiated a process of harmonizing technical standards
for industrial products and strengthening internal
conformity assessment and market surveillance
structures.

On December 10–11, 1999, the European Coun-
cil meeting held in Helsinki produced a break-
through in Turkey-EU relations. At Helsinki,
Turkey was officially recognized as a candidate state
for accession, on an equal footing with other candi-
date states. The result was the creation of a so-called
Accession Partnership with the EU, which means
that the EU is working together with Turkey to
enable it to adopt the acquis communautaire, the
legal framework of the EU. But, in contrast to other
candidate countries, Turkey did not receive a
timetable for accession. After the approval of the
Accession Partnership by the Council and the adop-
tion of the Framework Regulation on February 26,
2001, the Turkish government announced on
March 19, 2001, its own National Program for the
adoption of the acquis communautaire. Progress
toward accession continues along the path set by
the National Program.

In late 2004 another milestone was reached with
the recommendation of the European Commission
that the European Council endorse the launching
of formal accession negotiations with Turkey
and establish a timetable for accession (European



Commission 2004b). In December 2002, the
Copenhagen European Council had concluded that
“if the European Council in December 2004, on the
basis of a report and a recommendation from
the Commission, decides that Turkey fulfills the
Copenhagen political criteria, the European Union
will open accession negotiations with Turkey with-
out delay.” At a December 2004 Council meeting, it
was decided to launch negotiations.

Although the process has now been launched,
great uncertainties continue to prevail about
whether Turkey will be able to achieve its goal of
accession to the EU.2 Some of these uncertainties
are economic, and they are the subject of this book.
Other uncertainties are more political in nature.
Some of these are in the hands of the Turkish
government—for example, realization of the EU
political and human rights criteria formalized by
the European Council in Copenhagen in 1993, and
acceptance of restrictions on immigration post-
accession.3 Others are not. Arguably, the greatest
uncertainty is whether EU governments and soci-
eties are willing to accept a large secular but
nonetheless Muslim state as part of the EU. Time
will reveal the ultimate outcome. What matters in
the short to medium term is the impact that con-
tinued progress toward achieving the conditions
for membership will have on Turkey. The EU is the
focal point for reforms in a large number of policy
areas, and the preaccession process, which has
been ongoing for several years, is a unique experi-
ment in using international harmonization as a
tool in implementing a comprehensive reform
strategy.

Much has been achieved by Turkey in recent
years, including progress in implementing the
customs union—which covers many policy areas,
not just trade but also nontariff barriers and com-
petition policies—despite severe macroeconomic
shocks and instability. The 1999 European Coun-
cil decision affirming that Turkey is a candidate
for membership was followed by far-reaching
constitutional and legislative reforms, ranging
from improved civil liberties and human rights to
enhanced civilian control of the military. A
Department for EU Affairs was set up in 2000 to
coordinate all of Turkey’s policies related to the
preaccession process. A series of constitutional
and legislative changes were adopted during
2001–04, some of them major, as well as numer-

ous regulations, decrees, and circulars detailing
how these reforms should be implemented. A
Reform Monitoring Group, under the chairman-
ship of the deputy prime minister responsible
for human rights, was established to supervise
the reforms across the board and to solve practi-
cal problems, including bureaucratic inertia and
bottlenecks at both the central government and
state government levels (European Commission
2004c).

However, clearly much remains to be done on
both the macro- and the microeconomic fronts.
Accession entails going beyond the customs union
for manufactures and integrating the markets for
agriculture, services, and factors (labor, investment,
and capital flows). Until now, liberalization of trade
has been restricted to industrial goods. Because agri-
culture accounts for about 14 percent of Turkey’s
gross domestic product (GDP) and services 60 per-
cent, the liberalization of trade to date has thus had
limited implications for three-quarters of eco-
nomic activity. Although this statement is an exag-
geration because autonomous reforms have been
implemented in these sectors of the economy, join-
ing the EU will require Turkey to adopt and imple-
ment the whole body of EU legislation—the acquis
communautaire—in all areas.

The purpose of this volume is to highlight cer-
tain aspects of Turkish accession, with an emphasis
on the implications of integrating fully into the sin-
gle market, adopting the acquis, and meeting the
Maastricht Treaty criteria for fiscal and monetary
policy.4 The contributors to this volume focus pri-
marily on the impact of accession on Turkey—only
two chapters consider the possible impacts on the
EU. One reason for this emphasis is that in size
Turkey is small relative to the EU as a whole.
Turkey’s GDP in 2004 was €240 billion compared
with the combined GDP of the EU25 of €10.2 tril-
lion.5 Thus Turkey would account for only 2.3 per-
cent of the EU’s total output. Most of the adjust-
ment burden and potential benefits therefore
pertain to Turkey. One major exception, however, is
related to Turkey’s large population: the free move-
ment of workers could have a substantial impact on
the EU in both economic and political terms, and
the large population of Turkey may also have impli-
cations for decision making in a larger EU. The out-
come of accession talks on the movement of people
is very important not only for the EU but also for
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Turkey, because the net benefits of accession will
depend on the conditions under which Turkey may
accede to the EU.

Although the primary interest in this volume is
to assess what accession may mean for Turkey and
to gauge how far along Turkey is toward meeting
the acquis, the Turkish case is also relevant for
other countries that may seek to use a strategy of
“deep integration” with a large, developed country
or common market as a focal point and mecha-
nism for undertaking both trade-related and regu-
latory reforms. Increasingly, developing countries
are negotiating deeper forms of regional integra-
tion agreements with high-income trading part-
ners. Even though most of these agreements do not
come close to the depth of cooperation entailed by
accession to the EU—and in some sectors such as
agriculture the accession process is unique in that
it implies integration into a common policy
involving direct subsidies and managed trade—
close study of the implications of seeking to emu-
late the acquis should be of interest to other coun-
tries contemplating the design of integration
efforts.

The volume is divided into four parts:

• the macroeconomic dimensions of EU accession
for Turkey

• sectoral analyses of the effects of integration
into the EU (adoption of the acquis) for the agri-
culture, manufacturing, services, and network
sectors

• the economic challenges of accession for
Turkey’s labor market, investment framework,
and environmental policy

• an assessment of the net impact for the Turkish
economy as a whole of the various changes
implied by adoption of the acquis in the areas
covered by the other parts of the volume, com-
plemented by analyses of the likely implications
for the EU in three central areas: European deci-
sion making and voting after Turkish accession;
international transactions, both trade with and
inward migration from Turkey; and the EU
budget.

This introduction begins by summarizing the
themes and key findings emerging from the chap-
ters that follow. It then briefly discusses the likely
impacts of Turkey’s accession on the EU, and it

concludes with a discussion of lessons for other
developing countries that can be drawn from
Turkey’s efforts to date to bring its policies into
alignment with the acquis.

Macroeconomic Developments 
and Prospects

From 1990 to 2000, economic crises began to affect
the Turkish economy with growing frequency. Peri-
ods of rapid economic expansion alternated with
periods of equally rapid decline. Inflation during
1990–2000 fluctuated between 55 and 106 percent,
for an average rate of 75 percent. Currently, Turkey
is in the midst of a determined campaign to turn
around decades of weak performance stemming
from pervasive structural rigidities and weak pub-
lic finances. The past few years have witnessed
three major attempts at addressing underlying
weaknesses. The first, during 2000, was under the
three-year stand-by agreement with the Interna-
tional Monetary Fund (IMF), initiated in Decem-
ber 1999 after a significant drop in output mostly
caused by external factors, including the 1999
earthquake. Despite some notable achievements, a
worsening current account and a weak banking
system led to a liquidity crisis in late 2000. This
crisis turned into a full-blown banking crisis
in February 2001, in which the government
responded by abandoning the crawling peg regime
and floating the currency. In May 2001, the IMF
increased its assistance under a new stand-by
arrangement. Just as the revised program was
beginning to show results, the terrorist attacks of
September 11 in the United States triggered the
reemergence of serious financing problems. In Feb-
ruary 2002, the IMF approved a new three-year
stand-by credit agreement for Turkey to support
the government’s economic program. With the
implementation of the stabilization program,
Turkey envisaged a gradual but steady improve-
ment in its economic conditions. In August 2004,
Turkey approached the IMF for what it hoped
would be a final three-year stand-by agreement
that will serve as an exit program from instability
and excessive debt.

The economic stabilization programs proved
successful at combating inflation, which fell from
54.7 percent during 2000–01 to 10.6 percent in 2004
because of efforts to maintain fiscal and monetary
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discipline. According to the Turkish State Planning
Organization (SPO), the fiscal deficit during 2001
amounted to 16.4 percent of the gross national
product (GNP)—and 20.9 percent of GNP, accord-
ing to the IMF definition. During 2004, the fiscal
deficit was brought back down to 6.2 percent and
the government ran a primary surplus of 6.9 per-
cent of GNP. After contracting by 9.5 percent in
2001, real GNP expanded by 7.9 percent in 2002,
5.9 percent in 2003, and 9.9 percent in 2004. The
growth was driven by strong productivity gains
and by robust private consumption, investment,
and exports, and it has not been hindered by cuts
in government consumption and investment. The
unemployment rate fell from 11.5 percent in the
first quarter of 2002 to 10.3 percent in 2004, and
the average interest rate on government debt
declined from 63.8 percent in 2001 to 25.7 percent
during 2004. Ratios of debt to GNP are still high,
but they have been falling. The net public debt-to-
GNP ratio has decreased from 90.5 percent in 2001
to 63.5 percent in 2004. This decline reflects signif-
icant income growth during 2002–04, attainment
of sizable primary surpluses over the last three
years, and appreciation of the real exchange rate
(RER).

Although these are positive developments, it is
too early to determine to what extent the rebound
reflects a transition to sustainable growth. Substan-
tial risks remain. First, during 2002–04 the RER
appreciated to what is arguably an unsustainable
level. Although the appreciation of the RER helped
to reduce the inflation rate and the debt-to-GDP
ratio, it led to a widening current account deficit.
The annual deficit in 2004 reached US$15.4 bil-
lion,6 and the current account-deficit-to-GDP ratio
increased to 5.1 percent. Because foreign direct
investment (FDI) inflows remain weak, the deficit
is funded by additional foreign debt, raising con-
cerns about the sustainability of the current
account. Second, the public sector debt remains far
too high for comfort. Assuming trend economic
growth of 5 percent and a primary fiscal surplus of
6.5 percent of GDP, the debt ratio will fall over time
as long as real interest rates remain below 15 per-
cent. Currently, the real rates on domestic debt are
about 11 percent. But shocks to credibility could
easily push them higher and lead to concerns about
the sustainability of fiscal policy.7 A primary fiscal
surplus of 6.5 percent remains the minimum

required for safety. Third, the labor force participa-
tion rate declined from about 57 percent at the
beginning of the 1990s to 48.7 percent in 2004,
mainly because of the discouragement of job seek-
ers. The policy of keeping the primary fiscal surplus
at 6.5 percent of GDP over the coming years will
constrain the use of fiscal policy to drive down the
unemployment rate in the economy. But unless
employment growth picks up, continually high
unemployment and low participation rates could
undermine the social and political support for
reforms.

As discussed in greater depth by Sübidey Togan
and Hasan Ersel in chapter 1, the macroeconomic
challenges for Turkey remain substantial. Besides
solving the problems summarized in this introduc-
tion, during the preaccession period Turkey needs
to reduce its annual inflation rate to about 3 per-
cent, keep the debt-to-GDP ratio below 60 percent,
and achieve stable growth in real income over time.
Unless Turkey’s growth performance does improve,
its real per capita GDP will never converge with the
EU average and the accession of Turkey might cre-
ate unmanageable stresses. In addition, the authors
note that to avoid the risk of speculative attacks on
its currency over the coming years, Turkey should
continue to follow policies aimed at establishing a
sound fiscal framework, a robust banking sector,
and sustained price stability. Turkey also must take
measures to increase the national savings rate from
its rather low level of 22 percent in 2004 (China’s
savings rate is 44 percent) and reverse the apprecia-
tion of the real exchange rate. To attain sustainabil-
ity of the current account, the real exchange rate
has to depreciate gradually over time to its long-
run equilibrium level. After accession, Turkey will
be expected to join the Exchange Rate Mechanism
(ERM II) for at least two years and to meet the
Maastricht conditions for monetary and fiscal con-
vergence before a bid for membership in the Euro-
pean Economic and Monetary Union (EMU) is
considered. Once admitted to the EMU, Turkey
would replace its domestic currency with the euro
at an irrevocably fixed exchange rate, confer the
bulk of its reserves to the European Central Bank,
and be bound by the Stability and Growth Pact.
Togan and Ersel argue that for Turkey the problem
is not how to stay out of the EMU but, to the con-
trary, how to reap the net benefits expected of
monetary integration by fulfilling the Maastricht
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criteria as soon as possible. Finally, the authors
note that the benefits of integration can only be
derived at some cost, and the costs of fulfilling the
Maastricht criteria, including the conditions for
sustainability of the current account when esti-
mated by expected output losses, could turn out to
be quite substantial.

Sectoral Reform Challenges

Achieving and sustaining macroeconomic stability
will depend importantly on structural reforms,
especially removal and reduction of subsidies and
price controls, and the imposition of hard budget
constraints on enterprises owned by the public
sector. Agriculture has been a heavily distorted
sector of the economy, accounting for a significant
share of the public sector deficit. The banking
sector was at the heart of the 2001 crisis—better
regulation and noninterference in lending deci-
sions are needed to reduce the probability of
another crisis requiring bailouts or recapitaliza-
tion of the system. Privatization of state-owned
firms is the most direct means of imposing hard
budget constraints. These and many other issues
are addressed in the sectoral chapters that explore
the effects of integration into the EU on agricul-
ture and on the manufacturing, services, and net-
work industries.

Agricultural Markets and Incomes

In chapter 2, Sübidey Togan, Ahmet Bayener, and
John Nash study the impact of EU accession on
Turkey’s agricultural markets and incomes. In
Turkey, agriculture accounts for a large share
of total output (14 percent) and employment
(33 percent). The corresponding figures for the
EU15 are 1.7 percent and 4.3 percent. In absolute
numbers, Turkey employs about the same number
of people in agriculture as the EU15, or more than
7 million. Trade in agricultural products between
the EU and Turkey is a relatively small part of
their total trade, because it is not part of the cus-
toms union and so is subject to duties, quotas, and
price regulations. Turkey applies high specific
duties to the commodities supported by the EU’s
Common Agricultural Policy (CAP): cereals and
processed cereals, sugar and sugar products, dairy
products, and meat. Olive oil is also highly pro-

tected. Turkish exports of vegetables and fruits
receive export subsidies. The EU, by contrast, has
granted imports from Turkey preferential treat-
ment. Import barriers exist mostly in the form of
tariff-quota schemes, in which imports within the
quota benefit from preferential treatment. Togan
and his colleagues estimate that about 70 percent
of imports from Turkey enter the EU duty-free
and are not subject to any other import barriers.
As a result, most of the adjustment after integra-
tion of Turkish agriculture into the CAP will fall
on Turkey.

Agricultural support has been important in
Turkey, imposing a large burden on taxpayers. In
2003 the total support of agriculture, including the
higher prices paid by consumers, was equivalent to
4.4 percent of GDP (OECD 2004a). This figure is
much higher than the comparable one for agricul-
ture in the EU—1.3 percent of GDP. These num-
bers suggest that Turkey’s accession to the EU is
likely to have important social, distributional,
and political effects, unless these transfers are
maintained under a common agricultural policy,
which is unlikely. Indeed, adoption of CAP-type
policies—something Turkey is already in the
process of doing—will reduce the overall level of
support, even if Turkey becomes eligible for the
current CAP levels of financial support.

Since 1993, the CAP has been gradually shifting
away from price support to income support, with
the result that prices in the EU are now closer (but
still above) world market–clearing prices and farm-
ers are compensated by direct income payments.
The structure of the CAP is such that it favors the
main agricultural products (and farmers) of the
original six EU members: Belgium, Germany,
France, Italy, Luxembourg, and the Netherlands.
Those products are grains, sugar beets, dairy prod-
ucts, and beef. Fruits, vegetables, poultry, and
pork—important products of the newer, southern
members—receive less or no support. In prepar-
ing for the accession of the Central and Eastern
European (CEE) countries, the EU decided that
farmers from the CEE countries would not be
excluded from direct income support payments,
but that such payments would be lower: equivalent
to 25, 30, and 35 percent of the system prevailing in
2004–06. After 2006, direct payments will be
increased gradually in order to achieve parity with
the original EU15 in 2013.
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Turkish agriculture will confront major reforms
in the preaccession period. In Turkey, the most
important part of agricultural policy has been price
support. State economic enterprises and agricultural
sales cooperatives have been commissioned to buy
cereals, tobacco, tea, and sugar beet from farmers at
prices determined by the government. These prices,
which are higher than world market prices, have
been protected by import tariffs. The second most
important component of Turkey’s agricultural pol-
icy is the various subsidies, grants, and exemptions
lowering the cost of inputs, including capital, fertil-
izer, seed, pesticides, and water. The output of
tobacco, hazelnut, tea, and sugar beet production has
been controlled in various ways. Services to farmers,
such as research, training, and extension and inspec-
tion services, have been provided free or at low cost.

Turkey is implementing significant reforms to
move it toward more decoupled and targeted forms
of support. Under the government’s reform pro-
gram, output price supports, import tariffs and
input subsidies and grants are gradually being
replaced by direct payments to farmers based on
their holdings of land and animals. Income support
has been capped. Privatization of state enterprises
in the agricultural sector is also part of the pro-
gram. The end goal is that Turkey will have an agri-
cultural policy similar to what is now being pur-
sued by the EU in its reforms of the CAP: high
intervention prices and protection from the world
market will have been replaced by direct income
support, lower protection, and prices approaching
those on the world market. In chapter 4, Joseph
Francois uses a global general equilibrium model to
assess the quantitative effects of completion of the
customs union by extending its coverage to agri-
culture. He concludes that despite the importance
of the agricultural sector for Turkey, the overall
aggregate welfare gain associated with completion
of the customs union is limited, although resources
will be pulled into agriculture. Commodity-specific
impacts are small, with the largest adjustment
effects in the more protected sectors, such as grains
and meat, and expansion in the sectors that are
highly subsidized in the EU, such as sugar.

The Turkish reforms have emerged from the
prospect of accession, as well as the need to reduce
public expenditure. In the short run they will lead
to considerable gains in efficiency. According to
Togan and his colleagues, adoption of the CAP will

generate substantial changes in the agricultural
incomes of producers, the welfare levels of con-
sumers, and the budget revenues of the govern-
ment. The authors estimate that, in the medium to
long term, EU-like policies will lead to a 1.9 per-
cent increase in real household incomes in Turkey.
Lower-income households (rural households) will
experience an even larger increase in real income.
But adoption of the CAP will require substantial
adjustments on the part of Turkish farmers. The
effect on farmers’ incomes will be driven mainly by
the amount of CAP-like compensation payments
they obtain. Their income will decrease consider-
ably under Agenda 2000 policies without direct
payments, but will increase under Agenda 2000
policies with direct payments. The budgetary costs
to Turkey of adopting EU-like agricultural policies
will depend on whether Turkey receives compen-
sation from the EU budget for introducing these
policies. Without compensation, the cost will
amount to €3 billion under Agenda 2000 policies
with direct payments similar to those applied in
the EU and to €1.2 billion if the payments equal
only 35 percent of what is granted in the EU mem-
ber countries.

Manufacturing

In chapter 3, Sübidey Togan, Hüsamettin Nebioğlu,
and Saadettin Doğan study the effects of EU inte-
gration on the Turkish manufacturing sector.
After reviewing developments in the trade in
manufactures and in particular the effects of the
customs union with the EU, they analyze tariffs
and nontariff barriers in trade with the EU and
third countries. Because tariffs are now largely a
nonissue, they focus more on nontariff barriers,
especially technical barriers to trade (product
standards). They conclude that challenges lie
ahead for both Turkish firms and the govern-
ment. Both must apply a large number of EU
norms. For example, Turkey has adopted all of
the 23 new approach directives that require affix-
ing the CE conformity marking, but only 18 of
these directives entered into force up to the present
time. As a result of these directives, the number of
mandatory EU standards decreased from 1,150 in
1999 to less than 500 in 2004 (European Commis-
sion 2004c). The Turkish Standards Institute
(TSE) is presently concentrating its activities on
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the transposition of the European and interna-
tional standards and on achieving full membership
in the European Committee for Standardization
(CEN) and the European Committee for Elec-
trotechnical Standardization (CENELEC).8

Many of the requirements of the acquis in this
area revolve around accreditation and conformity
assessment, in which a large number of government
bodies establish criteria as part of regulatory over-
sight activities and the Turkish Accreditation
Agency (TÜRKAK) accredits the inspection service
providers. Here a major challenge is for TÜRKAK
itself to become accredited and recognized in the
EU. Currently, its certifications are not recognized,
requiring double accreditation for providers or
redundant inspection on entry of goods into the
EU. Progress is also needed on the introduction of
mutual recognition clauses in national legislation
and the acceptance and adoption of simplified pro-
cedures for the import of products bearing the
CE (Conformité Européene) marking. In 2003 toys,
medical devices, and other products bearing the CE
marking were entitled to enter the Turkish market
freely with no further check on the technical
dossiers (European Commission 2004c). Such
measures will facilitate trade and reduce costs for
traders. Indeed, it has been reported that during the
period after the decision was made to accept the CE
label, customs authorities sent numerous consign-
ments to the TSE for inspection, arguing that they
were not able to assess the risks related to the mini-
mum safety requirements. Numerous studies of the
impacts of a customs union have argued that the
abolition of such real trade costs is likely to generate
significant gains for Turkey. Full implementation of
the EU acquis on technical barriers to trade, with
the accompanying institutional strengthening, will
constitute the major change from the status quo in
the nonagricultural merchandise trade with the EU.

Market Access and Regulatory Issues

In chapter 4, Joseph Francois complements the
analysis of the impacts of extending the customs
union to include agriculture by a discussion of the
implications of EU accession for regulatory reform
in Turkey, focusing in particular on the transporta-
tion sector. For this sector, the acquis revolves
around the EU’s common transport policy, which
seeks to develop integrated transport systems based

on advanced technologies that contribute to envi-
ronmental and safety objectives; to improve the
functioning of the single market in order to promote
efficiency and choice; and to improve transport links
between the European Union and third countries.
The common transport policy places a major
emphasis on the strict application of competition
rules and state aid disciplines. Challenges range from
physical integration to harmonization of infrastruc-
ture, vehicle, environmental, and other standards;
development of logistics networks; and improve-
ment of border crossings and trade facilitation poli-
cies (such as modernization of customs facilities).
The EU is concentrating on greater liberalization
of rail transport, landing rights/access to airports
(allocation of slots), gradual abolition of the queu-
ing system for certain inland waterway markets, and
improved application of the rules on work practices
in the road haulage sector (European Commission
2004c). An overall goal is a more level playing field
through the application of competition principles,
including the use of state aid and cross-subsidies.9

Railways are a major fiscal burden for the
Turkish state. Turkish State Railways (TCDD),
manages Turkey’s seven largest ports and its rail-
ways, locomotive and carriage manufacturers, and
repair workshops. During the 1980s and 1990s, rail
operation cost the Turkish government more than
$10.5 billion in constant 2002 U.S. dollars. As noted
by the World Bank’s Trade and Transport Facilita-
tion Web page on Turkey,10 TCDD needs to be
restructured, the railway network scaled down,
service improved, and prices increased. The acquis
in this sector requires that TCDD separate out and
report on the results of each of its activities (to
identify cross-subsidies), and that it end cross-
subsidies from ports to rail and from freight to
passenger traffic by shifting to a system of direct
subsidies for passenger services (motivated by
social objectives such as universal service). The
much more stringent fiscal discipline associated
with implementing the acquis will have a beneficial
effect on resource allocation and the use of trans-
port services. Existing cross-subsidization of the
railways by the ports suggests that port authorities
should be subjected to greater scrutiny by regula-
tors and the competition authorities, because in
other countries (the threat of) competition by
other (new) terminal operators has been shown to
be an effective source of market discipline.
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Francois explores both the quantitative and
qualitative implications of Turkish accession to
the EU for the transport sector. He adopts an
innovative methodology using data provided by the
Organisation for Economic Co-operation and
Development (OECD) to determine how far
Turkey is from “best practice” as defined by the EU
standards for this sector—not just in the regulatory
domain but also in terms of “performance.” In part,
this involves applying numerical estimates of the
economy-wide and sector-specific impacts of acces-
sion (given the preexistence of the customs union
for goods) on the transport sector. This process is
complemented by an assessment of the prevailing
regulatory regime, using factor analysis (principal
components) to identify commonalities across
countries and regulations. Francois concludes that
there is little support for the claim that accession is
exerting significant pressure on Turkey to restruc-
ture in view of either general market access condi-
tions or regulatory convergence requirements.
Notwithstanding this conclusion, as noted above,
Turkey confronts numerous policy changes in
adopting the acquis in the transport area.

Telecommunications Sector

Chapter 5 by Erkan Akdemir, Erdem Başçı, and
Gareth Locksley examines the Turkish telecommu-
nications services from the perspective of EU acces-
sion. Turkey is the last OECD country to liberalize
its fixed-telephone services. Likewise, its privatiza-
tion of the public monopoly in fixed lines has been
delayed significantly. Yet Turkey, in the medium
term, will need to adopt the new set of directives
approved and published by the European Parliament
and the European Council in 2002. In chapter 5 the
authors consider the framework directive, access
directive, authorization directive, and universal
service directive.

In June 2001, Turkey and the other EU candidate
countries signed the eEurope+ Action Plan, by
which Turkey committed itself to achieving certain
measurable goals in the electronic communications
sector. Akdemir and his colleagues provide a
detailed comparison of the current Turkish and
European statistics and practices in the telecommu-
nications industry. They discuss licensing, price reg-
ulation, access regulation, and universal service
dimensions. For each dimension, they also describe

the main Turkish legislation and its implementation
and compare them to those in the EU member and
candidate countries. They argue that the main prob-
lems facing Turkey are related to the implementa-
tion of the new legislation, especially in areas such as
access to the network.

Their conclusion was confirmed by the Euro-
pean Commission’s 2004 assessment, which found
that only limited progress has been achieved in
acquis alignment to date, despite the fact that the
remaining monopoly rights of the state-owned
incumbent operator, Türk Telekom, were legally
abolished at the end of 2003, including those related
to national and international voice telephony and
the establishment and operation of telecommuni-
cations infrastructure. Thus the market has been
open to new entrants since January 2004. However,
the authors argue that the (regulatory) measures
needed to facilitate market entry are not yet fully in
place, including on matters such as numbering,
interconnection, conditions of access to the net-
work, and facility sharing, implying that there are
still de facto barriers to new entry.

Banking

In chapter 6, Ceyla Pazarbaşıoğlu describes the
impact of EU accession on the Turkish banking sec-
tor. One of the primary causes of the 2001 currency
crisis was the unhealthy structure of the sector,
stemming from several factors.11

• First, there were problems with state banks.
Governments have used these banks for noncom-
mercial objectives such as agricultural support;
income redistribution; and industrial, urban, and
physical infrastructure development. As a result,
the banks faced unrecovered costs from mandates
carried out on behalf of the government called
“duty losses.”The state banks covered their financ-
ing needs by borrowing at very high interest rates
and at short maturities from the capital markets.

• Second, the banking sector faced problems cre-
ated by high public sector deficits. As private
banks found the financing of public deficits
increasingly profitable, government domestic
securities as a share of total assets of domestic
banks increased considerably, making the banks
vulnerable to changes in interest rates. Further-
more, during the 1990s banks began to borrow



funds from abroad and use the funds to buy
government bonds.12 Thus banks also became
vulnerable to exchange rate risk.

• Third, in 1994 as part of an effort to prevent an
economic collapse following a fear of a bank run,
the government introduced full (100 percent)
state guarantees for deposits. Before 2001, fear of
a renewed banking crisis prevented the authori-
ties from replacing this supposedly temporary
measure with a more reasonable deposit insur-
ance scheme.

• Fourth, Turkey lacked competent supervisory
authorities, a good regulatory framework, and an
effective legal and institutional infrastructure.

Since 1999, Turkey has taken measures to reform
the regulatory and institutional framework of its
banking sector and restructure the state and private
banks. The acquis in this area requires, among other
things, an independent central bank that, as a pri-
mary task, maintains price stability. It also prohibits
direct central bank (or public sector bank) financ-
ing of the government deficit. Accession entails
acceptance of the objectives of the EMU, although
compliance with the convergence criteria is not
necessarily a precondition. However, because those
criteria are indicative of a macroeconomic policy
geared to achieving stability, all member states
must in due course comply with them on a perma-
nent basis.

In 1999 the Turkish Parliament passed a new
banking law, which mandated the creation of an
independent Banking Regulation and Supervision
Agency (BRSA). The BRSA took over the bank reg-
ulatory and supervisory responsibilities previously
fulfilled by the Treasury and the Central Bank. For
state banks, the Treasury provided floating rate
notes to those banks securitizing their “duty losses,”
and it strengthened their capital base. A law was
also introduced prohibiting state banks from run-
ning more duty losses—that is, any support pro-
vided to the state banks will henceforth have to be
budgeted. The state banks were also required to
comply fully with all banking regulations. Private
banks that had incurred significant losses in the
aftermath of the currency crises were either taken
over by the Savings Deposit Insurance Fund (SDIF)
or asked to strengthen their net worth and balance
sheet structure. The capital base of banks under
SDIF management was enhanced by the injection

of government funds, and measures were taken to
facilitate bank mergers and prepare the state banks
for privatization.

In addition, the regulation of existing banks was
greatly strengthened. Currently, banks are required
to maintain an 8 percent capital adequacy standard
ratio, on both a consolidated and unconsolidated
basis. The maximum open foreign exchange posi-
tion was reduced from 30 percent to 20 percent.
Steps have also been taken to correct flaws such as
weak loan loss provisioning and the lenient large
exposure and related lending limits. Tighter limits
were imposed on both on- and off-balance sheet
commitments to related parties, and especially to
companies belonging to the same group as a bank.
Bank shareholders and managers are now personally
liable for the mismanagement and abuse of bank
resources. The BRSA requires that banks introduce
internationally recognized accounting and auditing
standards. All in all, as of 2004 Turkish prudential
requirements were in general in conformance
with those in the EU for capital adequacy standards,
loan classification and provisioning requirements,
limits on large exposures, limits on lending to
related parties, and requirements for liquidity and
market risk management.

The objective of the legislative and regulatory
reform has been to bring the regulatory and super-
visory regime for the Turkish financial sector up to
the level of international practice in line with EU
standards. This objective has been achieved to a
large extent. Pazarbaşıoğlu argues that Turkey has
fulfilled most of the conditions necessary for
attaining compliance in the banking sector with
the EU integration process. She stresses that the
Turkish banking sector will be exposed to certain
costs during and after accession in the form of
competitive pressures from EU banks that have a
strong capital base and risk management skills.
However, the Turkish banking system has become
more resilient and sounder since the extensive
restructuring program and implementation of
international standards. This restructuring process
came at a large implied fiscal cost estimated to
have reached close to one-third of GDP in the
initial stages.

A major remaining issue that needs to be solved is
the privatization of state banks. In 2003 Turkey
decided to privatize the two largest state banks within
three years, to withdraw the banking license of
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another state bank, and to resume the privatization
process of another large state bank as soon as market
conditions allowed.13 The data on the Turkish bank-
ing sector reveal that in 2004 private domestic
banks held about 57.6 percent of the total assets of
the banking sector, with the five largest banks
accounting for 60 percent of total assets. The share
of state banks was 34.6 percent, while that of banks
managed by the SDIF was 0.6 percent. Foreign
banks’ share of total banking assets amounted to
3.5 percent. Thus foreign banks, in terms of their
shares of total credits and deposits, remain insignif-
icant in Turkey.

With Turkish accession to the EU, competition in
the financial sector will increase as Turkey recognizes
the competence of the supervisory authorities of the
EU member states and incorporates the principle of
home country control in its legislation. According
to Claessens, Demirgüç-Kunt, and Huizinga (1998),
foreign bank assets as a share of total bank assets over
1988–95 averaged 77 percent in Greece, 31 percent in
Spain, 61 percent in Hungary, and 51 percent in the
Czech Republic. Thus, with the liberalization of
financial markets, the penetration rates of foreign
banks in Turkey will increase substantially, causing
adjustment costs in the sector. Increased competi-
tion will improve the quality and availability of
financial services in the domestic market, enable
the application of modern banking skills and tech-
nology, enhance the country’s access to interna-
tional capital, lower prices for consumers, and lead
to a larger variety of financial instruments. Some of
the Turkish banks will benefit from larger markets
by concentrating on activities in which they have a
comparative advantage. Other Turkish banks may
be forced to merge with foreign banks or leave the
market altogether.

Energy

Chapters 7 and 8 examine Turkey’s energy sector.
The objectives of the EU’s energy policy include
improving competitiveness, securing energy sup-
plies, and protecting the environment. The energy
acquis consists of rules and policies, notably on
competition and state aid (including in the coal
sector), the internal energy market (for example,
opening up of the electricity and gas markets, pro-
motion of renewable energy sources, crisis manage-
ment, and oil stock security obligations), energy

efficiency, and nuclear energy (European Commis-
sion 2004c).

In chapter 7, Izak Atiyas and Mark Dutz describe
competition and regulatory reform in the Turkish
electricity industry. After reviewing the physical
peculiarities of the electricity industry and dis-
cussing how those characteristics have shaped the
evolution of its industrial organization, Atiyas and
Dutz present an overview of regulatory reform in
the EU, the key directives, and the recent proposals
for amendment advanced by the European Com-
mission. They also identify five main challenges
associated with adoption of EU norms in this area:
market opening, unbundling, third-party access,
public service obligations, and regulation.

Historically, the Turkish electricity sector has
been dominated by state-owned enterprises that
provide distribution, generation, trading, and
transmission services. However, privatization has
been widespread for some time. Privately owned
firms have entered the industry through build-
operate-transfer (BOT) or auto-generator schemes.
They account for about 21 percent of electricity gen-
eration. In addition, firms have been bidding com-
petitively on build-operate-own (BOO) contracts
for electricity generation. Transfer of operating
rights contracts (TOORs) have been awarded for
eight thermal plants and 14 distribution regions.
Privatization of generation assets is envisaged to
start in 2006 and to be completed in 2011. All assets
in the distribution sector will be divested by mid-
2006 (European Commission 2004c).

Many of the benefits of privatization come with
the transfer of risk. When private companies
bear risk, privatization can be expected to lead to
efficiency gains. Under the current regulations in
Turkey, the private owners in the electricity sector
bear construction and operating cost risks. The pri-
vate operator signs a long-term power purchase
agreement with the state-owned generation enter-
prise in which the latter commits itself to buy the
output of the plant for a period of, say, 20 years at a
fixed price in foreign currency. In BOT projects, the
price has ranged on average from between $.08 and
$.09 per kilowatt-hour for the first five to 10 years
of operation. The BOO projects tend to have lower
prices. The BOO contract, guaranteed by the Trea-
sury, assures the investor that the project will be
profitable irrespective of the future demand for
power. As a result, the government retains the
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commercial risks. Significant problems have arisen
with these arrangements. The high-cost electricity
purchase agreements have exposed the state
providers to significant losses and contingent liabil-
ities. The financial position of these firms is poor
partly because of high-cost BOT contracts that
involve purchase costs to the Turkish Electricity
and Transmission Company (TEAŞ) in excess of the
subsequent sales prices to the Turkish Electricity
Distribution Company (TEDAŞ) set by the govern-
ment. The associated subsidies and cross-subsidies
will have to be removed as a result of accession.

A new electricity law passed in 2001 provides for
the establishment of an independent Energy Mar-
ket Regulatory Authority (EMRA) to take over reg-
ulatory functions from the Ministry of Natural
Resources. Standard regulatory functions include
tariff setting, market monitoring, and settlement of
disputes concerning access. With this law, the gov-
ernment is introducing a market model along EU
lines that will transfer most of the task of supplying
and distributing electricity and the associated
market risks to the private sector, eliminate the
need for additional state-guaranteed power pur-
chase agreements, and minimize costs through
competitive pressures on producers and distribu-
tors, again along the EU model (see chapter 7). The
government, then, will largely withdraw from the
electricity generation and distribution businesses.
Electricity generation companies will sign contracts
for power directly with distribution companies
without government guarantees. The government’s
future role will be largely confined to determining
sector policy, owning the transmission system, and
ensuring that the rules are respected and that prices
are determined competitively. The implication is
that, once the law is fully implemented, the regula-
tory and supervisory regime for the electricity
sector will have been brought up to the level of
international practice in line with EU standards.
Although the various BOT and BOO contracts
signed in the past imply that the establishment of a
competitive environment may take quite a long
time, once the system begins to operate Turkey can
expect to derive efficiency gains in the sector result-
ing in price reductions and improvements in the
quality of the service.

In chapter 8, Maria Rita Mazzanti and Alberto
Biancardi analyze the institutional endowment and
regulatory reform in Turkey’s natural gas sector.

They focus on Turkey’s natural gas market and the
measures adopted to liberalize the sector and to
comply with EU requirements for accession. As in
the electricity industry, the main challenge con-
fronting Turkey is to increase competition in the
market while dealing with the legacy of past deci-
sions, in this case the long-term take-or-pay con-
tracts signed by Turkey’s Petroleum Pipeline Corpo-
ration (BOTAŞ). This government-owned company
dominates the natural gas sector in Turkey, control-
ling the pipeline infrastructure for oil and gas trans-
mission, liquefied natural gas (LNG) terminals, and
gas distribution. BOTAŞ has monopoly rights on
gas imports and exports and on wholesale trading,
transmission, and storage activities.

The 2001 natural gas market law (No. 4646) calls
for liberalization of the gas market and the creation
of a financially sound, stable, and transparent mar-
ket (Article 1), including the removal of the import
monopoly. As noted in World Bank (2004:1),
progress in the three years following adoption of
the law was slow: “Industry structure remains
monolithic, with no separation of functions other
than some distribution. Cost transparency, largely
due to the existing industry structure, remains defi-
cient. Competition has not developed in the whole-
sale sector. International investors remain con-
cerned by the delays.” The 2001 law requires
BOTAŞ to conduct tenders to transfer to other
market players its existing contractual obligations
on natural gas purchases and sales until its imports
fall to 20 percent of annual consumption (the so-
called gas release program). Little progress has been
made to date on implementing this requirement,
and Mazzanti and Biancardi argue that enforcement
of measures to limit the market power of the
incumbent will be an important determinant of
gains to Turkey from reform as well as a require-
ment for satisfying the acquis in this area. Competi-
tion in the natural gas industry is impeded by long-
term investments and contracts in the upstream
activities (gas contracts and infrastructures). Gas
tends to be purchased on the basis of long-term
contracts with take-or-pay clauses that require the
gas purchaser to pay 70–90 percent of the con-
tracted capacity whether it receives the natural gas
or not; the reason is that extractors must invest
huge amounts mining and transporting the gas and
thus confront very high up-front fixed (sunk) costs
and almost zero marginal costs.
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Breaking up the upstream and downstream
(wholesale) monopoly of BOTAŞ is a precondition
for the emergence of competition in the sector.
Mazzanti and Biancardi note that the targets set by
the law for BOTAŞ shares (no more than 20 percent
of imports and the wholesale market) are very
ambitious, and much more so than the targets set
by EU member states. They also argue that the gas
release provisions of the law—which have also been
used by EU states in introducing competition—
could have a beneficial impact, as long as they are
designed appropriately.14

The Complementary Implications
and Challenges of Reform

Although much has been achieved in sector-
specific regulation and reform, much remains to be
done in some areas, especially energy and trans-
port. Other economic reform challenges are associ-
ated as well with accession and realizing gains from
the process. Chapters 9–11 consider three impor-
tant “horizontal” areas: the labor market, (foreign)
investment policy, and EU regulations pertaining to
the environment. The first two complement the
financial (banking) sector as critical determinants
of the effects of accession. Labor market regulations
will affect the incentives to invest, the costs to work-
ers of layoffs, as well as the overall cost structure of
doing business in Turkey. FDI is an important
source of knowledge, employment, and competitive
pressure on incumbent firms. Finally, environmen-
tal regulation has the potential to enhance social
welfare by ensuring that firms and consumers con-
front the appropriate (social) prices of their eco-
nomic activities, but it also raises the danger of
excessively costly regulation that may not be appro-
priate to Turkey’s circumstances and preferences.

In chapter 9, Erol Taymaz and Şule Özler look at
the labor market. They argue that one of the most
important issues for Turkey in adopting and imple-
menting the EU acquis is related to the labor mar-
ket regulations and employment policies that pre-
vail in the EU. The acquis in this area includes EU
legislation covering health and safety at work, labor
law and working conditions (working hours, part-
time work, collective redundancies, worker protec-
tion in case of bankruptcy and closure of plants,
child labor—minimum working age), gender
equality (equal pay and opportunities), and social

inclusion of handicapped people in the workforce.
In all of these areas, EU social legislation lays down
minimum requirements that must be met by mem-
ber states.

Adoption of the EU acquis will bring radical
changes in the functioning of the labor market in
Turkey, with vital consequences for firms, workers,
and the long-term performance of the economy.
The main impact will fall on the informal sector.
Taymaz and Özler note that the Turkish labor mar-
ket is currently quite flexible, because the formal
and informal sectors have very different wage-
setting mechanisms. The informal sector is largely
free from labor regulation and avoids most of the
taxes and related charges. Job insecurity is perva-
sive, and workers receive very few benefits from
their employers. By contrast, in the formal sector
labor regulations are observed, and taxes and
related charges such as social security contributions
and payments to various funds are paid. Because
the informal sector accounts for some 40 percent of
manufacturing jobs, applying EU regulations to
this part of the labor market will have major effects.

Taymaz and Özler estimate that when all infor-
mal sector firms in the manufacturing sector begin
to pay taxes and social security contributions at the
same rates applied in the formal sector, the firms
affected will lose half of their market shares as their
costs rise. As a result, employment in the manufac-
turing sector will decline by 9 percent, or some
300,000 jobs. As noted by Togan in chapter 12, the
effect of this policy change on employment will be
even more drastic when one considers its effects on
employment in agricultural and services sectors as
well. The policy implication is that if a massive
increase in unemployment is to be avoided, com-
prehensive labor market reform will be required
that includes both substantial decreases in tax rates
on wage income, tax-related charges, and payments
to various funds, and reductions in layoff costs.
Such measures will also increase the flexibility of
the formal market. Such flexibility will benefit the
economy overall, because it will remove a disincen-
tive for firms to grow and become part of the for-
mal sector—a step that requires access to the capital
markets and banking system, which, in turn,
implies becoming subject to taxation. An impor-
tant corollary not discussed by any of the contribu-
tions in this volume is that other policies in the area
of taxation and support for the private sector are
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rendered neutral with respect to the size of firms—
in Turkey, as in many other countries, tax and
related policies tend to discriminate de facto if not
de jure against small firms (Hoekman and Javorcik
2004).

Chapter 10 by Mark Dutz, Melek Us, and Kamil
Yılmaz turns to Turkey’s FDI challenges. The
authors conclude that Turkey would benefit signifi-
cantly from EU accession, largely because the acces-
sion process would help Turkey to overcome its
rule-of-law and competition-related constraints to
FDI inflows. More rapid and consistent implemen-
tation of the rules and regulations that ensure a
level playing field for all companies would be
assisted by the EU accession process; this process, in
turn, would enable Turkey to take full advantage of
investment-related benefits.

During the 1980s, Turkey made frequent use of
investment and export incentives and also relied
heavily on state-owned enterprises. The Turkish
public enterprise sector has been and still is very
large. The state-owned enterprises have shown, in
general, poor economic performance because of the
soft-budget constraints they have faced. They are
not confronted with the threat of bankruptcy and
have benefited from government subsidies in the
form of direct transfers, equity injections, and debt
consolidation. In recent years, Turkey has elimi-
nated most investment and export incentives, but
similar progress could not be achieved for the pub-
lic enterprises. Although privatization has become
a prominent part of the Turkish reforms, it gained
momentum only after the 2001 crisis and the asso-
ciated reforms, because it was recognized that state-
owned firms and the related structure of subsidies
and soft-budget constraints were a part of the
problem underlying the large nonperforming assets
of the banks. Turkey recognizes that it will have
to stop subsidizing the public enterprises at the
prevailing rates, align its state aid policies with
those of the EU, apply the same competition poli-
cies to all firms whether private or public, and pri-
vatize the public enterprises. Greater FDI can play
an important role in this transition, as it has in the
CEE countries.

In chapter 11, the final major cross-cutting or
horizontal issue chapter, Anil Markandya looks at
the costs, especially in the public sector, Turkey is
likely to incur in meeting the environmental acquis.
In this area, as in the labor market, the EU acquis

will probably have major repercussions for Turkey.
Joining the EU will require implementing the entire
body of EU legislation and standards on environ-
mental protection. This step, in turn, implies sub-
stantial investments by the public and private
sectors, as well as changes in regulations and
supporting institutions. EU policy in this area is
based on integration of environmental policy with
the sectoral policies of the EU, prevention meas-
ures, implementation of the “polluter pays” princi-
ple, and measures to address environmental exter-
nalities at their source. The acquis comprises some
200 legal instruments covering a wide range of
areas, including water and air pollution, manage-
ment of waste and chemical products, biotechnol-
ogy, radiation protection, and nature conservation.

Markandya breaks down the potential costs of
adopting the acquis based on three scenarios: a
“base case” in which no special reforms are made
and the public sector remains much as it is today; a
“medium reform” case in which the private sector’s
share is increased modestly and reforms in pricing
proceed to reduce the demand for some of the envi-
ronmental cleanup services; and a “high reform”
case in which the private sector’s role is somewhat
greater and environmental reforms are imple-
mented with more rigor.

Consider just one representative area subject to
environmental regulation in the EU: wastewater
collection and treatment. According to the EU
urban wastewater directive (91/271/EEC), all urban
areas with a total wastewater discharge of 2,000
population equivalent must be connected to the
sewer system, and discharges must receive at
least secondary treatment except for towns with
populations of less than 10,000 and in cases in
which such treatment would produce no environ-
mental benefit or would involve excessive cost.
Because the majority of the Turkish population
lives in municipalities that are not connected to
sewer treatment, and because only a very small
number of municipalities have wastewater treat-
ment facilities, the implementation costs associated
with meeting this EU regulation will be very large
indeed. How large will depend in part on negotia-
tions with the EU to determine its interpretation of
what is allowed in view of the flexibility provisions
embodied in the regulation. But rough estimates of
the investment costs of compliance run up to more
than $10 billion. Adding the additional operating,
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maintenance, and replacement costs would further
increase this amount.

Wastewater collection and treatment is just one
of the relevant directives; others include EU regula-
tions on drinking water, industrial pollution, dan-
gerous chemicals, fuel standards, air quality, and
waste management. Markandya estimates that the
total investment will run between €28 billion and
€49 billion. Although this estimate is very high, he
also notes that the costs will be spread over many
years—he assumes 17 years. Annual investments
would amount to about €2 billion to €3 billion in
the high reform (i.e., low-cost) case and €3 billion
to €5 billion in the medium reform (i.e., high-cost)
case. In the initial years, this investment would
amount to 1–1.5 percent of GDP in the low-cost
case and 1.5–2.5 percent in the high-cost case. To
this one would have to add the extra annual operat-
ing costs that will be incurred, which would be in
the range of €5 billion to €8 billion. Because
Turkey’s capital investment spending on environ-
mental areas is about 0.5 percent of GDP, accession
will imply an increase of anywhere from a factor of
two to four or more. However, many of these invest-
ments would probably be made in any event by
Turkey, although perhaps not as fast insofar as the
EU directives do not correspond to Turkey’s priori-
ties at its current stage of development. Important
here is the extent to which there is “wiggle room” in
the various directives, as well as flexibility on the
part of the European Commission in assessing
whether achievement of the acquis in all of the vari-
ous areas is a necessary condition for accession.

Also important will be the extent to which fund-
ing for some of these investments will be provided
by EU member states—although it must be recog-
nized that the money is fungible and that the Turk-
ish government must determine for itself where
grants and loans should be allocated for the highest
social rate of return. Indeed, determining this allo-
cation and deciding what trade-offs to make will
perhaps be one of the greatest challenges con-
fronting successive Turkish governments as the
accession process proceeds. In making this determi-
nation, the government must compare cost esti-
mates with benefit estimates that evaluate the gains
from the implementation of the directives. Under-
taking such a cost-benefit analysis is critical. One
strong conclusion that emanates from Markandya’s
chapter, as well as others in this volume, is that such

an analysis is needed to determine where the case
for investment is strongest and where it would be
better to delay making investments (and negotiate
extensions or agree on different sequencing with
the European Commission).

Toward an Assessment: Net Effects
on Turkey

What will be the net impact on Turkey of all the vari-
ous policy reforms involved in EU accession? In
chapter 12, Sübidey Togan attempts to go beyond the
merchandise trade liberalization analysis undertaken
by Francois in chapter 4 and quantify the impacts on
those areas identified by the chapter authors as
requiring the implementation of concrete policy
changes. Specifically, Togan considers the welfare
effects of integration with the EU associated with
policy changes in the agriculture, banking, telecom-
munications, transportation, electricity, and natural
gas sectors.He concludes that a conservative estimate
of the resulting net increase in the real income of
Turkish households is some 3.6 percent of GDP.15

Integration with the EU will remove numerous dis-
tortions in the price system and improve the business
climate for private sector development, which, in
turn, will increase the allocative efficiency of the
Turkish economy. Because these achievements will
make Turkey a better place to invest, investment,
including foreign direct investment, can be expected
to increase, bringing with it associated employment
opportunities. The allocative efficiency gains from
integration will be boosted by induced capital forma-
tion. But these welfare gains will have a price: the
adjustment costs associated with attaining macro-
economic stability, adopting EU labor market rules
and regulations, and complying with EU environ-
mental directives.

No assessment of costs and benefits should
ignore the opportunity costs associated with the
accession strategy. Indeed, one can and should ask
what the counterfactual is to accession. Any process
of regional integration by definition excludes other
options—going it alone or relying more intensively
on multilateral approaches as the focal points and
anchors for reform. Clearly, the political decision
has already been made to pursue the accession
path, but that decision does not take away the
importance of determining whether alternative
strategies might not be superior in economic terms.
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It is very difficult, however, to address this question.
Virtually everything that is being done and will be
done by Turkey could be done unilaterally. Many of
the benefits from the reforms undertaken to date
were gained autonomously—for example, the steps
to exert greater macroeconomic discipline, the
measures to strengthen the banking system, and the
introduction of greater fiscal discipline for agricul-
ture and state-owned firms. How much the tem-
plates provided by the EU model have helped is not
possible to determine. Clearly, however, the prospect
of accession played a role in the pursuit of some of
these reforms. The key dimensions of accession
as an anchor and focal point for reforms are as
follows:

• the availability of the EU “model” to follow and
implement

• the prospect of eventual free access to the EU for
Turkish workers

• the assistance granted to Turkey by the EU.

Does the EU model (the acquis) make sense for
Turkey? When it comes to disciplines associated
with the single market, we would argue the answer
is yes. The agenda here revolves around introducing
market disciplines, controlling state aids, and
encouraging competition in markets for goods and
services. Integrating transport and energy markets
also makes good economic sense, as do measures
aimed at increasing the contestability of these mar-
kets and removing competition-distorting cross-
subsidies. This is not to say that the EU model in
these areas is perfect—EU trade policy, for exam-
ple, and the CAP most obviously are not very good
examples of efficiency-maximizing policies. But the
point is that they are better than the status quo ante
prevailing in Turkey, and their adoption therefore
improves the expected policy stance in these areas.

Other dimensions of the acquis leave room for
doubt. Although much of what is being pursued
through the EU directives in the social and envi-
ronmental areas is justifiable and will bring bene-
fits, the costs of implementing regulation in these
areas can be high. It is not clear that benefits will
always outweigh costs, suggesting that these are
areas in which greater care and attention are
required to sequence implementation appropriately.
As emphasized before, however, the accession
process will take a long time, allowing for a more

gradual convergence in areas where this is likely to
be appropriate in view of Turkey’s initial conditions.

In part, the cost-benefit ratio will depend on the
extent to which additional grants are made available
to Turkey that otherwise would not be forthcom-
ing. Accession implies access to the CAP and Struc-
tural Funds, and, as a poor country, Turkey will be a
net recipient of such transfers. It is not possible at
this point to determine how large this net flow will
be. The structure of the present system of EU rev-
enue and expenditure is such that rich member
states transfer resources to poorer members.
Because Turkey is poor relative to the EU25 (even
though the difference will be smaller than it was
before the accession of the 10 new members), acces-
sion will clearly have budgetary effects for the EU if
the current criteria are maintained for transfers
among EU members. Allocations are determined in
part by voting power (in turn, a function of popula-
tion and size of the economy) as well as relative
poverty, and so there is a possibility that the rules of
the game will be changed before Turkey accedes in
order to manage the fiscal and redistributive reper-
cussions of its accession. In addition, it is projected
that by 2020 Turkey’s population will be larger than
that of any other EU25 member. This projection
may raise concerns about the decision-making pro-
cedures of the EU, as well as worries about possible
immigration effects.

Effects of Turkey’s Accession 
on the EU 

The effects of Turkey’s accession on the EU will
depend importantly on what accession will entail
for EU transfers to Turkey, EU governance (deci-
sion making), and trade and factor flows, espe-
cially migration.16 Because the trade in goods,
services, and capital has already been either cov-
ered by the customs union or addressed unilater-
ally by both parties in terms of bilateral flows, the
effects on the EU in these dimensions are likely to
be limited in the sense that they will have already
occurred at the time of any accession decision. In
any event, the aggregate impacts on intra-EU trade
will be small. Production and trade in agricultural
goods will be affected by accession, but the major
effects will be in Turkey, not in the EU, because
import barriers are relatively low for Turkish agri-
cultural exports.
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Decision Making

In chapter 13, Richard Baldwin and Mika Widgrén
evaluate the impact of Turkey’s membership on EU
voting. They analyze the EU’s decision-making effi-
ciency (its capacity to act, as measured by the prob-
ability of proposals passing a vote) and the distribu-
tion of power in the EU’s leading decision-making
body, the Council of Ministers. They also compare
two alternative Council voting rules: those accepted
in the Treaty of Nice and implemented by the
accession treaty of the 10 new entrants in 2004 and
the rules laid down in the draft Constitutional
Treaty (CT). The latter are conditional on the ongo-
ing ratification process.

Baldwin and Widgrén conclude that, in terms of
capacity to act, the enlargement will likely have rel-
atively little impact, as long as the CT voting rules
come into effect. In particular, Turkey’s member-
ship will have only a negligible effect on the EU’s
capacity to act—in large part because moving from
27 members (the EU25 plus Bulgaria and Romania)
to 29 (Turkey and Croatia) does not change much.
The answer, however, is quite different if the CT is
rejected and the Nice Treaty rules remain in place.
Under the Nice Treaty voting rules, the enlargement
would substantially lower the EU’s ability to act.
These findings confirm earlier conclusions by the
authors that an enlarged EU cannot function well
under the Nice Treaty rules. They also suggest that if
the CT is rejected, the Nice Treaty voting rules must
be reformed before further enlargement takes place.

As for the distribution of power, they find that
Turkish accession will have a big impact. Under both
the Nice Treaty and CT rules, Turkey would be the
second most powerful member of an EU29. Under
the CT rules, Turkey would be substantially more
powerful than countries such as Britain and Italy;
under the Nice Treaty rules the power differences
among the countries with a population of more
than 50 million would be small. This situation sug-
gests that the acceptability of the Constitutional
Treaty and the probability of Turkey’s membership
may well be negatively affected.

Migration and the EU Budget

Turkey is likely to have a population larger than
Germany’s 82 million by 2020, if not earlier. Turkey
is poor by European standards—PPP (purchasing
power parity)-adjusted per capita income is roughly

$7,000—and income disparities within the country
are great. The population in the southeast has less
than half the average national income, and the large
rural population is generally much poorer than the
urban population. As discussed by Harry Flam in
chapter 14, these facts have implications for both
the EU budget and for emigration from Turkey.

If the existing rules for contributions to and
receipts from the EU budget remain unchanged—
including the Common Agricultural Policy—Flam
estimates that Turkey would receive a net transfer
of €12 billion from the EU, corresponding to about
14 percent of the present EU budget. The overall
net contribution to the 10 new entrants in 2004 and
Turkey is projected to correspond to about 60 per-
cent of the present budget. Flam concludes from
this that it is unlikely that current rules will remain
unchanged in the face of such large increases in net
transfers from richer to poorer countries.

As noted earlier, the major trade impacts of
Turkish accession on the EU are likely to be in the
movement of labor. The decision to emigrate
depends on a variety of factors, but real wage differ-
entials are clearly important, as are social networks,
culture, language, and geographic distance.17 It will
take decades for Turkey to attain an income level
comparable with that of the EU15, implying that
income differentials will be a strong incentive for
migration from Turkey to the EU. The prospect of
large-scale immigration from Turkey (as well as
from new members and other candidate countries)
is a source of considerable concern among the
EU15. This was a major factor in the French deci-
sion to subject approval of Turkish accession to a
referendum. Fears that immigrants will depress
wages, boost unemployment, and cause social fric-
tion and political upheavals prevail in many EU
member states. Clearly, free migration will not be
allowed immediately upon full membership. For
the 2004 new EU members, the length of the transi-
tion period was seven years, as it was for Greece,
Portugal, and Spain. For Turkey, the period may be
longer, and it may be subject to longer-term con-
trols. However, because accession is unlikely to
occur before 2012, this is an issue that would only
come into play in 2020. By that time, Turkey should
have converged more toward the average income
levels of the EU25, reducing migratory pressures.

As noted by Flam, the strength of the incentive to
move and the total number of people who might
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move are also a function of how rapidly wages rise in
Turkey. As workers leave and the supply of workers
declines in Turkey, wages will go up. Conversely,
immigration will have a depressing effect on wages
in the EU—albeit much smaller because the EU
labor market is much bigger. The net impact on the
Turkish economy will be determined by the extent
to which capital owners are affected in Turkey, the
impact of the loss of (qualified) workers on Turkish
GDP, the extent to which earnings in the EU are
remitted, and the magnitude and impact of reverse
movements as people of Turkish origin relocate
upon retirement and repatriate capital. Much also
will depend on the skill levels of the people who
move. Unskilled migrants are more likely to be com-
plementary to more skilled nationals in the host
economy because they will allow the latter to increase
their productivity and thus their real wages.

Whatever the specific impacts, overall welfare will
increase as a result of migration, but there will be a
redistribution of income. Turkish GDP will decline,
and the EU’s GDP will rise.EU firms (capital owners)
and more highly skilled workers are likely to benefit
from the increased supply of less-skilled workers.
Turkish migrants will gain from the move, and less-
skilled EU workers will lose. The overall welfare
increase will stem from a more efficient allocation of
labor; Turkish laborers become more efficient when
they move to European countries, and the optimal
allocation is achieved when the marginal productiv-
ity of labor is equalized across EU members.

Flam concludes that the Turkish immigrant pop-
ulation in Germany may rise by some 60 percent by
2030. About 3 million people of Turkish origin are
presently in the EU, the overwhelming majority in
Germany, which implies a total movement of some
1.8 million Turks.18 Although this is a highly specu-
lative exercise—as stressed by Flam, much depends
on the parameters assumed in the model—these
numbers are manageable in view of the current
overall EU25 population of 450 million. However,
Flam’s projections assume no restrictions are placed
on migration—a strong assumption.

What such immigration will imply for wages and
employment in the receiving countries is even more
speculative. While those who have investigated the
impacts of immigration suggest that it is likely to be
limited, it should be noted that in contrast to the
debates between the proponents and opponents of
trade integration (where there is significant disagree-

ment about the impact of greater trade on labor mar-
ket outcomes), there is agreement that immigration
will have much greater impacts than expanded trade
between poor and rich countries. One reason is that
migrants will seek employment in all sectors, not just
tradables.19

Implications for Other Developing
Countries

The requirements for accession to the EU provide a
ready-made template, if a constantly evolving and
expanding one, for countries seeking to implement
far-reaching structural reform programs. What is
the relevance of the Turkish experience? What les-
sons can be drawn for other countries with a start-
ing point similar to that of Turkey that will not be
able to accede because they are not part of Europe?

A first lesson is that the prospect of accession is
not a panacea. What matters are the autonomous
decisions on economic policy made by govern-
ments. Although Turkey’s accession to the EU was
already under discussion in the 1960s, very little
progress was made in converging toward EU norms
until the early 1990s. A related lesson is that much of
what is associated with accession can be pursued by
countries that will not be able, or may not desire, to
accede. The EU acquis is a public good in the sense
that any country can avail itself of that body of leg-
islation and regulation. What matters is implemen-
tation, which, in turn, requires commitment and the
relevant institutions to apply the standards. The reg-
ular monitoring and interaction between the Euro-
pean Commission and the partner government,
facilitated by the provision of technical and finan-
cial assistance, can help to maintain progress. How-
ever, accession does not have to be part of the equa-
tion for countries to obtain such assistance—a very
similar structure is available in the form of the
association and economic partnership agreements
that many countries have signed with the EU.

Such agreements can have major potential
downsides if they involve asymmetric liberaliza-
tion of trade in favor of the EU, while keeping bar-
riers to imports from the rest of the world at high
levels. For this reason, the standard policy advice to
governments implementing such discriminatory
trade agreements is to pursue a parallel strategy of
lowering most-favored-nation protection rates as
well (Schiff and Winters 2003). Turkey, because it
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formed a customs union with the EU, has adopted
the common external tariff, which tends to imply a
low average level of protection, at least for manu-
factures.20 Assuming the problem of trade diver-
sion is addressed through the adoption of low, and
ideally uniform, levels of external protection, the
EU model of regulatory principles has much to
offer countries that are similar to Turkey—that is,
emerging markets that have extensive state involve-
ment in the economy, limited competition in serv-
ice markets, and weak banking systems. A process
of “conversion à la carte” is, by definition, not feasi-
ble when it comes to accession, but it is possible in
the context of partnership agreements. Indeed, this
option was made explicit by the EU in its 2004
European Neighborhood Policy, which offers part-
ner countries that do not have the prospect of
accession the opportunity to adopt parts of the
acquis and through this harmonization share the
benefits associated with the relevant elements of
the EU’s Internal Market. The challenge for part-
ner countries is to determine where such approxi-
mation-cum-harmonization will be beneficial and
where not. The Turkish case and its experience
offer valuable guidance on what part of the “EU
package” would be beneficial to adopt and emulate
(with assistance from the EU in the context of such
agreements) and which parts are best left on the
shelf for the future.

The Turkish experience—as well as those of the
CEE countries that acceded to the EU—reveals
clearly that trade policy is important, in that the lib-
eralization of trade with the EU led to significant
improvements in productivity and trade perform-
ance, but that in itself is not sufficient. In an envi-
ronment characterized by limited, if any, competi-
tion in the key network services industries—energy,
telecom, transport—a weak financial sector, and
limited fiscal discipline (and thus extensive cross-
subsidization and transfers), trade liberalization
needs to be complemented by measures to harden
budget constraints and to enact pro-competitive
regulation. The limited stock of inward FDI—a
phenomenon that also characterizes neighboring
countries in the Middle East and is in striking
contrast to the situation in CEE countries—is
indicative: foreign investors either perceive the
attractiveness of locating in Turkey to be limited or
perceive the barriers to FDI to be prohibitive. In
practice, the answer is likely to be a mix of these two

factors. A long history of macroeconomic instability
and high-cost services will lower the interest of an
investor, especially in light of the fact that the Cen-
tral and Eastern European countries offer an alter-
native location. Administrative barriers to FDI
(including red tape) have also been high in the past.
Finally, slow progress on privatization helps to
explain low FDI.

A similar situation prevails in neighboring
countries, although with one major difference:
most Arab countries have experienced macroeco-
nomic stability. Administrative barriers to FDI,
monopoly provision of services, state-owned enter-
prises, and slow privatization all reflect political
decisions. It is an open question to what extent
trade agreements that do not involve the prospect
of accession could assist countries that want to pur-
sue an investment and services liberalization
agenda, although the Turkish experience suggests
that even in a context of possible accession,
progress on this overall agenda can be slow. How-
ever, the deepening of accession efforts in the future
will, by necessity, imply that much of the “behind
the border” reform agenda must be implemented
for accession to become feasible. This may or may
not be true for association agreements that include
services and investment policies. Much tends to be
made of the fact that bilateral and regional trade
agreements are increasingly covering these areas,
but there is little experience with actual implemen-
tation. In principle, again, reforms in this area can
and should be implemented unilaterally. Trade
agreements may help by allowing gradual commit-
ments to be made in a more credible manner, but
much depends on the substance of the reforms. A
key requirement (precondition) for the network
services industries and the financial sector is appro-
priate regulation to ensure efficiency, to guard
against systemic risks, and to achieve social or
equity objectives (e.g., universal service obliga-
tions). These are complex areas. Much can be
learned from the experience of other countries—
such as in the natural gas sector (see chapter 8
by Mazzanti and Biancardi)—but what matters
first and foremost is clear objectives. Also impor-
tant is the establishment of an effective, general
competition authority and mechanisms to assess
the impacts and effects of reforms.21 Indeed, an
important policy decision is to what extent a coun-
try should rely on general competition law to
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discipline the behavior of enterprises, including
dominant firms in the network services industries,
as opposed to sector-specific regulatory bodies.

Conclusion

To join the EU, Turkey will have to attain macro-
economic stability, adopt the EU’s Common Agri-
cultural Policy, and liberalize its services and
network services industries. Integration will be
beneficial for Turkey, because it will remove many
distortions in the price system, boosting the alloca-
tive efficiency in the economy and, in turn, making
the country a more attractive place to invest. With
accession, Turkey will also be eligible for EU Struc-
tural Funds, with the resulting increase in infra-
structural investments further contributing to
prospects for economic growth. In addition, Turkey
will reap benefits from monetary integration, as
well as from migration of Turkish labor to the EU.
However, the welfare gains derived by Turkey from
integration will have a price: the adjustment costs
associated with attaining macroeconomic stability,
adopting the CAP, liberalizing services and the net-
work industries, and complying with EU environ-
mental directives.

According to the European Commission (2004a),
71 percent of the Turkish population supports EU
membership. This high percentage of support can
be explained in part by the economic benefits that
Turkey expects to derive from membership. Equally
important is the recognition in Turkey that the sys-
tem of governance of a rule-based society, as in the
EU with its many institutions, may provide better
prospects for meeting the demands of various
groups in society.22 Support for EU membership
also stems from the process of Westernization and
from geostrategic considerations.23

Turkish accession will also affect the welfare of
current members of the EU. Welfare will increase
because of the further specialization, reflected in
trade, capital, and labor flows, as well as the likely
growth effects of integration. The empirical
research on the economic effects of immigration
indicates fairly small and on the whole positive
effects.24 There will also be political gains for the
EU. Turkey is a large and fast-expanding market. It
is, in fact, the largest market in its neighborhood
and has a GDP that amounts to 55 percent of that
of Russia. Located at the crossroads of Europe,

Eurasia, and the Middle East, Turkey has the poten-
tial to act as a major link between these markets.
With harmonization of commercial legislation, EU
companies will be able to use Turkey as a joint
investment and export base for the Middle East and
Eurasia. Istanbul is already emerging as a base for
transnational corporations operating in the Cauca-
sus and Central Asia. Finally, Turkish membership
could help to secure stability and security in the
Balkans and Caucasus, thereby increasing EU
energy security.

Although the potential net gains for Turkey and
the EU members are significant, Turkey faces major
challenges in implementing the acquis. Major chal-
lenges also must be overcome in realizing the poten-
tial gains associated with increased labor flows from
Turkey—even if they will probably be relatively
small compared with the size of the EU labor force.
The same is true of decision making and manage-
ment of the net annual budgetary cost of Turkish
membership to the EU. The Baldwin-Widgrén
analysis in chapter 13 points to the importance of
passage of the EU Constitutional Treaty and the
acceptance by existing members of a significant role
for Turkey in decision making. Estimates reported
by Flam in chapter 14 and in Togan (2004) suggest
that budgetary costs will be quite high unless the
rules on the CAP and Structural Funds are
changed—constituting yet another challenge that
will have to be negotiated successfully before
accession.

Notes

1. Decision No. 1/95 of the EC-Turkey Association Council
of December 22, 1995, on implementing the final phase of the
customs union (96/142/EC).

2. “By [their] very nature, [accession negotiations are] an
open-ended process whose outcome cannot be guaranteed
beforehand” (European Commission 2004b: 10).

3. The Copenhagen criteria for membership were established
in preparation for the eastern enlargement and cover political
and human rights as well as economic criteria. Membership cri-
teria include “stability of institutions guaranteeing democracy,
the rule of law, human rights and respect for and protection of
minorities.” As noted by many observers, such as Flam (2003),
Turkey confronts serious problems in meeting the political and
human rights criteria: they imply placing the military under
political control and ridding it of its power in the judicial
system, and they have direct implications for recognizing indi-
vidual and collective cultural rights for minorities (i.e., the
Kurds). In its recommendation to launch accession negotiations,
the Commission argued that in “order to guarantee the sustain-
ability and irreversibility of the political reform process, the EU
should continue to monitor progress of the political reforms
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closely, on the basis of an Accession Partnership setting out pri-
orities for the reform process. The Commission will, following
the analysis in the Regular Report, propose to revise the Acces-
sion Partnership in spring 2005. On this basis, a general review
of the way in which political reforms are consolidated and
broadened will take place on a yearly basis starting from the end
of 2005. The pace of the reforms will determine the progress in
negotiations. In line with the Treaty on European Union and the
Constitution for Europe the Commission will recommend the
suspension of negotiations in the case of a serious and persistent
breach of the principles of liberty, democracy, respect for human
rights and fundamental freedoms and the rule of law on which
the Union is founded. The Council should be able to decide on
such recommendation by a qualified majority.” See European
Commission (2004c, 6).

4. The European Commission reports on Turkey provide an
extensive list of actions taken by the government (European
Commission 2004b, 2004c).

5. In this volume, EU15 refers to the 15 members of the EU
prior to the 2004 enlargement in which 10 more countries
became members, creating the EU25. The 15 original member
countries were Austria, Belgium, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands,
Portugal, Spain, Sweden, and the United Kingdom. Those added
during the enlargement were Cyprus, Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Malta, Poland, Slovak Republic, and
Slovenia.

6. All dollar amounts are U.S. dollars unless otherwise
indicated.

7. The short maturity of debt stock and the large share of
foreign currency–linked securities imply particularly high rates
of rollover on domestic and international markets, increasing
the vulnerability to interest rate and currency rate shocks.

8. The major standards-setting bodies in the EU are CEN,
CENELEC, and the European Telecommunication Standards
Institute (ETSI).

9. The competition authorities have an important role to
play. The Turkish Competition Authority has taken action in the
transport sector, such as investigating a price-fixing cartel in
Black Sea maritime shipping (see OECD 2004b).

10. See http://inweb18.worldbank.org/ECA/Transport.NSF/
Countries/Turkey? Opendocument.

11. The ratio of nonperforming loans to gross loans of the
banking system in Turkey reached about 22 percent in 2001.
The situation improved during 2002 due to acceleration of
out-of-court settlements and voluntary debt restructuring
arrangements.

12. The average excess return on Turkish government bonds
over the London Interbank Offered Rate, or LIBOR (both meas-
ured in U.S. dollars), amounted to only 4 percent over the period
1990–93, but was 22.9 percent over the period 1995–November
2000. In chapter 6, Pazarbaşıoğlu argues that the fiscal cost of the
2001 financial crisis has initially amounted to €50 billion (some
34 percent of GDP). If Turkey had adopted the legislative, regu-
latory, and institutional framework of the EU banking system at
the beginning of the 1990s and had enforced these rules, then
the cost of the crisis would have been much smaller.

13. The state banks to be privatized within three years are
Ziraat Bank and Halk Bank. The government has withdrawn the
banking license of Emlakbank, and it will resume the privatiza-
tion process of Vakifbank as soon as market conditions allow.

14. See World Bank (2004) for an in-depth discussion of the
challenges in and policy options for introducing greater compe-
tition into the Turkish natural gas market, including an analysis
of the sector’s strengths and weaknesses.

15. This is equivalent to about a 2.8 percent increase in real
GDP.

16. The 2004 European Commission recommendation
states: “The negotiations will be complex and reflect . . . the need
for provisions facilitating the harmonious integration of Turkey
into the EU. The application in Turkey of the common agricul-
tural policy and the cohesion policy are two examples. The rules
regarding the free movement of persons are a third. It is likely
that there will be, as in previous enlargement rounds, a need for
substantial and specific arrangements and in some areas long
transition periods. In the case of free movement of persons per-
manent safeguards can be considered. . . . The EU will need to
prepare itself because . . . the Union’s capacity to absorb new
members, while maintaining the momentum of European
integration, is also an important consideration in the general
interest of both the Union and the candidate countries. . . . In
any event, the EU will need to define its financial perspective for
the period from 2014 before the financial implications of certain
negotiating chapters can be tackled” (European Commission
2004b: 7–8).

17. For a survey, see Ghatak, Levine, and Wheatley Price
(1996).

18. Flam obtains a number of 1.3 million for Germany, based
on an initial Turkish-origin population there of 2.2 million. The
number in the text takes into account the additional 800,000
Turks in the rest of the EU as of 2002.

19. Borjas, Freeman, and Katz (1992, 1997) found that
unskilled immigrants, particularly from Mexico, increased the
ratio of unskilled to skilled workers in the United States by some
20 percent, whereas trade flows were found to have increased the
(implicit) ratio by only 4 percent. Freeman (2004) notes that
industries that export still hire a sizable number of unskilled
workers, while import-competing industries have large numbers
of skilled workers. He also observes that the evidence that immi-
gration has a larger impact on the ratio of skilled to unskilled
workers does not necessarily mean that large wage impacts are
associated with immigration. Even large-scale inflows of work-
ers into specific locations are not found to have big effects on
wages (Borjas, Freeman, and Katz, 1996).

20. In principle, any country can choose to adopt the com-
mon external tariff of the EU, so that even if a customs union is
not on the table any country with a free trade agreement with
the EU could emulate the Turkish solution in this dimension.
But better than adopting the idiosyncrasies of the EU political
economy of protection would be to move toward a system of low
and uniform tariffs.

21. The Turkish experience, like that elsewhere in the world,
illustrates the need for a competition authority. The Black Sea
maritime case of restrictive business practices (see note 10) is a
case in point.

22. This may explain the support provided to EU member-
ship by followers of the Islamist political parties as well as by
representatives of different minority groups.

23. During the Tanzimat period (1839–77), Westernizing
reforms were responsible for the adoption of a series of Western
law codes, creation of a judicial organization with secular law
courts, introduction of French-style provincial administration
(1864), and use of the so-called millet system, which made it
possible for the Christian minorities to have their own religious
autonomous administration with representative councils. These
liberal reforms culminated in the declaration of a constitution
and the convocation of a parliament in 1876–77. The process of
reforms continued after the national War of Independence
of 1919–23. Under Mustafa Kemal Atatürk’s leadership, the
newly founded Republic of Turkey carried out an extensive and
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comprehensive program of modernization and secularization.
Atatürk believed that total Westernization of the country was an
absolute precondition for Turkey’s becoming a member of the
Western family of nations. He succeeded in forging a modern
nation out of a failing empire and a traditional community,
based on the model of the Western countries. Turkey’s
aspiration to membership in the EU stems from the process of
modernization and Westernization, the roots of which may be
traced to Atatürk’s reforms designed to establish a secular order
in a country with a predominantly Muslim population. The
Turkish elite consider membership in the EU a natural, desir-
able, and inevitable step in this process. Furthermore, Turkey
realizes that it sits strategically at the edge of three regions of
conflict—the Balkans, the Middle East, and the Caucasus.
Because of the complexity of its security, Turkey seeks to culti-
vate stability in order to minimize the potential for conflict. For
Turkey, EU membership can help to secure this stability and
contain conflict, particularly in the Balkans. Furthermore, the
EU and Turkey have a mutual interest in preventing and con-
taining any instability that could arise in the Commonwealth of
Independent States (CIS) region.

24. In addition to chapter 14 by Flam, see the studies by
Zimmerman (1995), Haisken-De New and Zimmerman (1996),
Winter-Ebmer and Zimmerman (1998), and Storesletten (2000).

References

Boeri,T., and H.Brucker.2000. The Impact of Eastern Enlargement
on Employment and Labour Markets in the EU Member States:
Final Report. Berlin: European Integration Consortium.

Borjas, G. 1995. “The Economic Benefits from Immigration.”
Journal of Economic Perspectives 9: 3–22.

Borjas, George, Richard B. Freeman, and Lawrence F. Katz. 1992.
“On the Labor Market Effects of Immigration and Trade.” In
Immigration and the Work Force: Economic Consequences
for the United States and Source Areas, ed. G. Borjas and
R. Freeman. Chicago: University of Chicago Press for
National Bureau of Economic Research.

————. 1996. “Searching for the Effect of Immigration on the
Labor Market.” American Economic Review 86: 246–51.

————. 1997. “How Much Do Immigration and Trade Affect
Labor Market Outcomes?” Brookings Papers on Economic
Activity, 1–90.

Claessens, S., A. Demirgüç-Kunt, and H. Huizinga. 1998. “How
Does Foreign Entry Affect the Domestic Banking Market?”
Working Paper, World Bank, Washington, DC.

European Commission. 2004a. “Euro Barometer 2004,” Public
Opinion in the Candidate Countries, Brussels.

————. 2004b. “Recommendation of the European Commis-
sion on Turkey’s Progress towards Accession.” COM(2004)
656 final, Brussels.

————. 2004c. “Regular Report on Turkey’s Progress towards
Accession—2004.” COM(2004) 656 final, Brussels.

Flam, Harry. 2003. “Turkey and the EU: Politics and
Economics of Accession.” CESifo Working Paper 893, March.
http://www.cesifo.de.

Freeman, Richard. 2004. “Trade Wars: The Exaggerated Impact
of Trade in Economic Debate.” World Economy.

Ghatak, S., P. Levine, and S. Wheatley Price. 1996. “Migration
Theories and Evidence: An Assessment.” Journal of Economic
Surveys 159–98.

Haisken-De New, J., and K. F. Zimmerman. 1996. “Wage and
Mobility Effects of Trade and Migration.” CEPR Discussion
Paper No. 1318, Centre for Economic Policy Research,
London.

Harrison, G. W., T. F. Rutherford, and D. G. Tarr. 1997. “Eco-
nomic Implications for Turkey of a Customs Union with the
European Union.” European Economic Review 41: 861–70.

Hoekman, B., and Beata Smarzynska Javorcik. 2004. “Policies
Facilitating Firm Adjustment to Globalization.” Oxford
Review of Economic Policy 20 (3): 457–73.

OECD (Organisation for Economic Co-operation and Develop-
ment). 2001. Market Effects of Crop Support Policies. Paris:
OECD.

————. 2004a. OECD Agricultural Policies 2004. Paris: OECD.
————. 2004b. “Anticompetitive Practices in the Maritime

Transport Industry in Turkey.” COM/DAFFE/TD(2004)63,
September.

Schiff, Maurice, and L. Alan Winters. 2003. Regional Integration
and Development. Washington, DC: World Bank and Oxford
University Press.

Storesletten, K. 2000. “Sustaining Fiscal Policy through Immi-
gration.” Journal of Political Economy 108: 300–23.

Togan, S. 2004. “Turkey: Toward EU Accession.” World Economy
27: 1013–45.

Winter-Ebmer, R., and K. F. Zimmerman. 1998. “East-West
Trade and Migration: The Austro-German Case.” IZA Dis-
cussion Paper No. 2. http://www.iza.org.

World Bank. 2004. “Turkey: Gas Sector Strategy Note,” Report
No. 30030-TR. Washington, DC, September.

Zimmerman, K. F. 1995. “Tackling the European Migration
Problem.” Journal of Economic Perspectives 9: 45–62.

Overview xxxvii


	Contents
	Acknowledgments
	List of Contributors
	Acronyms and Abbreviations
	Overview
	PART I: MACROECONOMIC POLICIES FOR EU ACCESSION
	1 MACROECONOMIC POLICIES FOR TURKEY’S ACCESSION TO THE EU

	PART II: AGRICULTURE, MANUFACTURING, SERVICES, AND NETWORK INDUSTRIES
	2 ANALYSIS OF THE IMPACT OF EU ENLARGEMENT ON THE AGRICULTURAL MARKETS AND INCOMES OF TURKEY
	3 INTEGRATION AND THE MANUFACTURING INDUSTRY
	4 ACCESSION OF TURKEY TO THE EUROPEAN UNION: MARKET ACCESS AND REGULATORY ISSUES
	5 THE TURKISH TELECOMMUNICATIONS SECTOR: A COMPARATIVE ANALYSIS
	6 ACCESSION TO THE EUROPEAN UNION: POTENTIAL IMPACTS ON THE TURKISH BANKING SECTOR
	7 COMPETITION AND REGULATORY REFORM IN TURKEY’S ELECTRICITY INDUSTRY 
	8 INSTITUTIONAL ENDOWMENT AND REGULATORY REFORM IN TURKEY’S NATURAL GAS SECTOR

	PART III: ECONOMIC CHALLENGES
	9 LABOR MARKET POLICIES AND EU ACCESSION: PROBLEMS AND PROSPECTS FOR TURKEY
	10 TURKEY’S FOREIGN DIRECT INVESTMENT CHALLENGES: COMPETITION, THE RULE OF LAW, AND EU ACCESSION
	11 TURKEY ON THE PATH TO EU ACCESSION: THE ENVIRONMENTAL ACQUIS

	PART IV: IMPLICATIONS OF EU ACCESSION FOR TURKEY AND THE EU
	12 ECONOMIC IMPLICATIONS OF EU ACCESSION FOR TURKEY
	13 THE IMPACT OF TURKEY’S MEMBERSHIP ON EU VOTING
	14 ECONOMIC EFFECTS OF TURKEY’S MEMBERSHIP ON THE EUROPEAN UNION

	INDEX
	BOXES
	7.1 California’s Electricity Crisis
	11.1 The Experience of the World Bank with Water Utilities in the Baltic States

	FIGURES
	1.1 Inflation and the Growth Rate of Reserve Money: January 1987–September 2004
	1.2 Inflation and the Rate of Depreciation of Turkish Lira: January 1987–September 2004
	1.3 Current-Account-to-GDP Ratio, 1975–2004
	1.4 Real Exchange Rate, 1980–2004
	1.5 Real Interest Rate, January 1990–October 2003
	3.1 Average Value of Manufacturing Industry Markup, 1980–2000
	4.1 Comparison of Regulatory Regimes
	4.2 Decomposition of Overall Transport Regulation Index
	4.3 Armington Aggregation Nest
	4.4 Trading Costs in the Services Sector
	4.5 Basic Features of the Simulation Model
	5.1 Telecommunications Revenue in GDP
	5.2 Households with Fixed-Line Telephone Service
	5.3 Fixed-Line Penetration Rates
	5.4 Largest City/Overall Country Teledensity Ratio
	5.5 Investment in Telecommunications
	5.6 Mobile Penetration Rates
	5.7 Households with Internet Access
	5.8 Regular Users of Internet in Population
	5.9 Internet Access Costs
	5.10 Regular Use versus Dial-up Access Costs of Internet
	5.11 Penetration versus Dial-up Access Costs of Internet
	5.12 Personal Computer Use
	5.13 Residential Monthly Access Fee (Including Value Added Tax) for Fixed-Line Telephone Service
	5.14 Cost (Including Value Added Tax) of a Three-Minute Economy Local Call
	5.15 Quality of Service
	5.16 International Telephone Traffic
	5.17 Basket of National Calls
	5.18 Basket of International Calls
	6.1 Turkish Bank Restructuring Strategy
	6.2 Concentration Ratios of Five Largest Banks, 2003
	6.3 Share of Assets of State-Owned Banks, 2003
	6.4 Capital Adequacy Ratios, 2003
	6.5 Size of Deposits Subject to Insurance, 2003
	6.6 Average Bank Size, 2003
	6.7 Number of Branches per Bank, 2003
	6.8 Number of Personnel per Branch, 2003
	6.9 Selected Indicators, 2003
	6.10 Return on Equity of EU Banks by Asset Size, 2003
	6.11 Return on Equity: Turkey and EU Banking Sectors, 2003
	6.12 Personnel Expenses to Total Assets, 2003
	6.13 Personnel Expenses to Total Expenditures, 2003
	6.14 Total Loans to Total Assets, 2003
	6.15 Nonperforming Loans (Gross) to Total Loans, 2003
	6.16 Debt Securities to Total Assets, 2003
	6.17 Financial Strength Rating of the Sector (Moody’s), 2003
	7.1 Structure of the Electricity Market, Turkey
	7.2 Electricity Losses of Turkey versus OECD, 1984–2000
	9.1 Employment Protection Legislation, Selected OECD Countries
	9.2 Flow into Unemployment and Employment Protection: Selected Countries, 1985–94
	9.3 Unemployment Duration and Employment Protection: Selected Countries, 1985–94
	9.4 Unemployment Rate and Employment Protection: Selected Countries, 1985–94
	9.5a Interindustry Wage Differentials: Selected Countries, 1980–2000
	9.5b Interindustry Wage Differentials: Selected Countries, 1980–2000
	9.6 Labor Demand Adjustment Speed and Wage Elasticity: Selected Countries, 1980–97
	9.7 Sectoral Distribution of Employment, Value Added, and Output: Private Manufacturing Industry, Turkey, 2000
	9.8 Structure of Value Added in Private Manufacturing: Turkey, 2000
	10.1 FDI Inflows: Turkey versus Comparator CEE Countries, 1990–2001
	10.2 M&A-Related Inflows: Turkey versus Comparator CEE Countries, 1990–2001
	10.3 Privatization Revenues: Turkey versus Comparator CEE Countries, 1990–2000
	10.4 Case Studies
	10.5 Areas for Investment Climate Reform
	12.1 OECD Composite Telecommunications Business Basket, November 2001
	12.2 OECD Composite Telecommunications Residential Basket, November 2001
	13.1 Passage Probabilities: European Council, 1957–2004, and after Entry of Bulgaria, Romania, Croatia, and Turkey
	13.2 Change in Power for EU25, Nice Treaty to Constitutional Treaty Rules
	13.3 Power Difference between Nice Treaty and Constitutional Treaty Rules for EU29
	13.4 NBI Values under Nice Treaty and Constitutional Treaty Voting Rules for EU29
	13.5 Impact of Enlargement on EU25 Power, Nice Treaty Rules
	13.6 Impact of Enlargement on EU25 Power, Constitutional Treaty Rules
	14.1 Effects of Migration
	14.2 Forecast of Turkish Immigrant Population in Germany, 2000–30

	TABLES
	1.1 Estimated Inflation (Monthly)
	1.2 Structure of Revenues, Expenditures, and Public Sector Borrowing Requirements (PSBR), 1998–2002
	1.3 Debt and Fiscal Sustainability, 1994–2002
	1.4 Ratios of Public Sector Borrowing Requirements (PSBR) and Debt to GNP and GDP, 2000–03
	1.5 Total Tax Revenue as Percentage of GDP, 1998–2000
	1.6 Revenue from Major Taxes as a Percentage of Total Tax Revenue, 1998
	1.7 Personal Tax, Corporate Tax, and VAT System: Turkey and EU Countries, 2002
	1.8 Labor Market Indicators: Turkey, 2001–03
	1.9 European Monetary Union Convergence Criteria
	1.10 Estimates of the Sacrifice Ratio
	1.11 Current Account Sustainability Measures, 1984–2003
	1.12 Results for Quarterly Instrumental Variable Regression of Ratio of Noninerest Current Account (NICA) to GDP
	2.1 Land Use in Turkey, 1995 and 2000
	2.2 Value of Agricultural Production: Turkey, 2000
	2.3 Agricultural Holdings and Land Engaged in Crop Production, Turkey
	2.4 Exports and Imports of Agricultural Commodities: Turkey, 1999–2001
	2.5 Most-Favored-Nation Tariff Rates of EU and Turkey, 2002
	2.6 Agricultural Supports: Turkey, 1998–2002
	2.7 Base Period Results of Model for Major Activities
	2.8a Simulation Results for Adoption of Agenda 2000 without Direct Payments
	2.8b Simulation Results for Adoption of Agenda 2000 with Direct Payments
	2.9a Simulation Results for Adoption of Agenda 2000 with Direct Payments at 35 Percent
	2.9b Simulation Results for Adoption of Free Trade with Direct Payments
	2.10 Selected Positions of Agricultural Negotiation between Slovak Republic and European Commission (EC)
	2.11 Simulation Results for Alignment to Agenda 2000 under Positive Supply Response
	2.12 Structure of Household Expenditures
	2.13 Simulation of Scenario Effects on Real Income, Selected Household Types
	2.14 Trade-Related Budget Effects and Direct Payments under Agenda 2000
	2.15 Contributions to and Revenues from EU Budget
	2.16 Impact of Changes in Agricultural Policies on Agricultural Incomes
	2.17 Arrangements Applicable to European Community Importation of Agricultural Products, Other than Fruits and Vegetables Originating in Turkey
	2.18 Arrangements Applicable to European Community Importation of Fruits and Vegetables Originating in Turkey
	2.19 Agricultural Products for Which EU Entry Price System Applies
	2.20 Structure of Household Expenditures
	3.1 Exports and Imports, Turkey
	3.2 Exports and Imports, EU
	3.3 Trade with EU, 1990–2003
	3.4 Effects of Customs Union between Turkey and EU, 1995–2001
	3.5 Nominal and Effective Protection Rates, 2002
	3.6 Frequency Distribution of Protection Rates, 2002
	3.7 Nominal and Effective Protection Rates, 2002
	3.8 Products Subject to Antidumping Investigations, 1996–2002
	3.9 EC Technical Regulation Directives and European Community (EC) Imports, 1995
	3.10 Trade Coverage of Technical Regulations and of Different Approaches to Their Removal
	3.11 Sectors with Highest RCA Values in Each Category
	3.12 Characteristics of Turkish Manufacturing Industries, 2000
	3.13 Average Profit Margins, Turkey and Belgium
	3.14 Concentration of Domestic Activity
	4.1 Structure of EU Free Trade Agreements with Selected Developing Countries
	4.2 Processed Food Concessions under the EU-Turkey Customs Union
	4.3 Customs Union Scenario
	4.4 Summary of Macroeconomic Effects of Customs Union for Turkey
	4.5 Change in Output by Sector in Turkey
	4.6 Variables Used from OECD International Regulation Database
	4.7 Regulation Indexes, Air Transport
	4.8 Regulation Indexes, Road Transport
	4.9 Regulation Indexes, Rail Transport
	4.10 Regulation Indexes, All Transport
	4.11 Regression Results for Gravity Equation on Cross-Border Trade
	4.12 Sectoring Scheme of Model
	5.1 Monthly Residential Access Fee and Local Call Tariffs: 15 EU Member States and Washington, DC, July 1, 2002
	5.2 Monthly Residential Access Fee and Local Call Charges: 13 EU Preaccession Countries (PAC), March 31, 2002
	6.1 Initial Fiscal Costs of Turkish Banking Crisis, 2000–01
	6.2 Results, Quantitative Impact Study 2003
	6.3 Statistics on Banking Sectors of EU15 and Turkey, 2003
	6.4 Statistics on Banking Sectors of EU15 and Turkey, 2001
	6.5 Statistics on Banking Sectors of Enlargement (Candidate) Countries and Turkey, 2003
	6.6 Statistics on Banking Sectors of Enlargement (Candidate) Countries and Turkey, 2001
	6.7 Income, Costs, and Profits of EU Banks in Different Size Groups, 2003
	6.8 Indicators of 50 Major EU Banks, 2002 and 2003
	6.9 Nonperforming Assets and Provisioning of EU Banks, 2003
	6.10 Regulatory Capital Ratios and Risk-Adjusted Items of EU15 Banks, 2003
	6.11 EU Balance Sheet Structure of EU Banks, 2003
	7.1 Turkey’s Electricity Generating Capacity: 2002, 2005, 2010
	7.2 Retail Prices for Electricity
	8.1 Existing Gas Agreements, Turkey
	9.1 Employment Indicators: EU and Selected Group of Candidate Countries, 2000
	9.2a Income Tax Plus Employees’ and Employers’ Social Security Contributions, 2002
	9.2b Income Tax Plus Employees’ and Employers’ Contributions Less Cash Benefits, by Family Type and Wage Level, 2002
	9.3 EU Directives and Turkish Labor Law
	9.4 Employment Protection Legislation Index: OECD Countries, Late 1990s
	9.5 Employment Protection Legislation for Regular Employment, Selected OECD Countries
	9.6 Employment Protection Legislation for Temporary Employment, Selected OECD Countries
	9.7 Job Turnover, Selected Countries
	9.8 Job Turnover in Turkish Manufacturing Industries
	9.9 Composition of Output in Private Manufacturing: Turkey, 2000
	9.10 Simulation Results
	10.1 FDI Summary Data: Turkey versus Comparator CEE Countries
	10.2 FDI Definition in OECD Countries
	10.3 FDI Stocks by Industrial Sector, 2000
	10.4 Largest Affiliates of Foreign Transnational Corporations
	10.5 FDI Stocks by Country of Origin, 2000
	10.6 Macroeconomic Indicators, 1995–2001
	10.7a Infrastructure-Related Factors—Strengths: Turkey versus Comparator CEE Countries
	10.7b Infrastructure-Related Factors—Weaknesses: Turkey versus Comparator CEE Countries
	11.1 Comparison of Environmental Costs of EU Accession for Turkey and Other Candidate Countries
	11.2 Scenarios for Implementation of Environmental Investments for the Acquis
	11.3 Environmental Accesson Costs for Turkey
	11.4 Types of Benefits of Compliance with Directives Estimated for Candidate Countries
	11.5 Estimated Benefits for Turkey from Compliance with Environmental Directives
	11.6 Costs of Accession for Turkey in First Six Years
	11.7 Environmental Expenditures in Turkey, 1997–99
	11. 8 Estimated Annual Spending on Monitoring and Enforcement, Turkey
	12.1 Impact of Agenda 2000 Policies
	12.2 Restrictiveness Index Scores and Price Effects for Banking Services, EU and Turkey
	12.3 Restrictiveness Index Scores for Telecommunications Services
	12.4 Country Data on European and Turkish Electricity Sectors, 1998
	12.5 Price Impact of Regulation in Electricity Supply, EU and Turkey
	12.6 EU Country Data on European Natural Gas Sectors
	12.7 Retail Prices of Natural Gas and Electricity, 2000
	12.8 OECD Basket of International Telephone Charges, November 2001
	12.9 Estimated Tariff Equivalents in Traded Services and Network Industries
	12.10 Gravity Estimates for Intra-EU15 Trade
	13.1 Power Indices under Constitutional Treaty Rules
	13.2 Power Indices under Nice Treaty Rules
	14.1 EU Budget, 2002
	14.2 Estimates of EU Budget Contributions/Receipts Equations
	14.3 Estimated EU Budget Contributions and Receipts
	14.4 Pooled Panel Gravity Estimates for Intra-EU15 Trade
	14.5 Forecast of Trade with EU15


