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EU-TurkisH CustomMms UNION:
A REASONABLE RoADMAP

ERDAL YALCIN*

While political negotiations on Turkey’s accession to
the EU have not made much progress in recent years,
bilateral economic relations have developed positively,
despite the fact that Turkish membership of the cus-
toms union is initially restricted to industrial goods
and processed agricultural goods. However, new EU
trade agreements (e.g. CETA, TTIP, or with Japan)
will adversely affect Turkey as a non-EU member and
this calls for adjustments to the existing customs un-
ion. The EU and Ankara have to come up with a poli-
cy decision in due course on how to further integrate
Turkey into the EU Customs Union.

The Ifo Institute has produced a comprehensive eco-
nomic policy study in which different policy options
for a new EU-Turkish trade relation are analysed. The
report’s key findings are summarised in this article.!
The starting point for the positive EU-Turkish eco-
nomic developments was the Association Agreement
between Turkey and the former European Economic
the
Initiated in 1963, it resulted in the signing of the pre-

Community, so-called Ankara Agreement.

sent customs union in 1995, which came into effect a
year later in 1996. Turkish indus-  gjgyre 1
try has therefore been increasing-

ly linked to the European econo- billion US dollars

Turkey is the EU’s sixth largest trading partner.
with
Germany in particular. While 9 percent of Turkish ex-

Turkey enjoys strong economic relations

ports go to Germany, approximately 10 percent of all

Turkish imports are from Germany.

Economic relations between the EU und Turkey — a few
facts

Figures 1 and 2 illustrate the strong growth both in ex-
ports and in imports in Turkey since 1996. In particu-
lar, German companies use the customs union with
Turkey to produce intermediate goods cost-effectively
in the country and then re-import them for further
processing in Germany. It is therefore unsurprising
that the majority of foreign direct investment in
Turkey comes from German companies.

Moreover, Figure 3 presents the composition of an-
nual Turkish exports to the EU by making a distinc-
tion between high, mid-high, mid-low, and low tech-
nology goods. It becomes very clear that the introduc-
tion of the customs union led to a significant rise in
exports to the EU, which is categorised as occurring in
mid-high and mid-low technologies.

The integration of Turkish industry into the EU econ-

omy becomes even clearer when trade in finished and
intermediate goods is examined more closely at a dis-

Development of Turkish exports
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Figure 2 aggregated level. Figure 4 demon-
Development of Turkish imports strates that in the Turkish metals
160 - Dilion US dollars sector, for example, approximately
10 /551/ 85 percent of exported metal
/J goods to the EU are intermediate
120 /\ / goods. A similar bilateral trade
100 / \ / 3679 pattern can also be found in the
80 v [~ chemical industry. Strong Euro-
60 / /\v pean-Turkish trade in intermedi-
@G / - ate goods also occurs, to a lesser

20 P / extent, in the automobile sector.
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components are improved and
Figure 3 subsequently re-imported into the
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nies can establish free commodity ~ Table 1

trade with the EU28 states, but Long-term welfare effects after the TTIP

cannot receive any of the benefits 0 76

that are negotiated for European EU Germany USA Turkey | Non-TTIP Global
ters to third countries s e

expor : 3.90 3.50 4.90 ~1.50 ~1.00 1.60

Technically there is discrimina-
tion against Turkish exports in
free trade agreements with third countries, since EU
trade agreements are negotiated at an EU level and
non-members have no right to participate in them,
even when the effects of these agreements — as in the
case of the customs union — have dramatic economic
implications for those states involved in the integra-
tion process with the EU.?

The underlying analysis (Aichele ez al. 2016) clearly il-
lustrates that without a modernised EU-Turkey trade
agreement, Turkey faces the threat of significant for-
eign trade losses. The estimated potential welfare loss
in the medium term, totalling around 0.01 percent of
Turkish GDP, appears to be relatively small, but cer-
tain Turkish export sectors can expect substantial
losses. The automotive and mechanical engineering
sectors could experience 10 percent and 4 percent de-
clines in their trade volume respectively. If further
long-term adjustments of the EU’s free trade agree-
ment with third countries are accounted for, welfare
losses equivalent to over 1.5 percent of Turkish GDP
are possible (see also Egger et al. 2015).

Potential long-term welfare effects for Turkey in the
coming years

The quantification of the welfare effects between
Turkey and the EU presented above has not yet been
considered systematically. Several studies, however,
have analysed the potential long-term cumulative wel-
fare effects of a comprehensive agreement between the
EU and the United States, and have identified the cu-
mulative welfare effects for Turkey in the process.
Felbermayr et al. (2015), in an empirical study, deter-
mined the long-term effects for Turkey, among other
countries, in cumulative form. Alignments at industry
level were not analysed in greater depth. Instead,
greater consideration was given to a situation in which
Turkey would have a new trade and welfare equilibri-
um following a 10-year alignment period (see also
Egger et al. 2015).

2 In addition to Turkey, Andorra and the Republic of San Marino
have the same asymmetrical treaty obligations and rights in free trade
agreements between the EU and third countries.

Source: Felbermayr et al. (2015).

It is clear from existing studies that a comprehensive
trade agreement between the United States and the
EU, for example, would lead to considerably more
negative welfare effects for Turkey in the long term
than it would in other countries not participating in
TTIP. A possible reason for these above-average ef-
fects can be found in the asymmetrical trade agree-
ment between Turkey and the EU. TTIP will certainly
have a positive effect for Turkey at first, since cheaper
US imports to the EU Customs Union will also be
passed on to Turkish consumers. At the same time,
however, Turkish companies will also notice a large
fall in their sales in the United States, as — unlike EU
firms — they will continue face American trade barri-
ers. At the same time competition in the EU market,
as well as in their domestic market, will intensify for
Turkish companies. As for Turkish producers of inter-
mediate goods, there is a chance that they too will
profit from higher levels of exports by European com-
panies to the United States. However, the long-term
cumulative simulations point towards the fact that this
positive effect will be less marked than the accompa-
nying negative trading effects.

The study by Felbermayr et al. (2015) and other analy-
ses have provided no indication to date of how Turkish
industrial structures, especially in the medium term,
will be affected by TTIP and the other EU free trade

agreements currently under negotiation.

In the light of these negative economic effects it is only
possible to understand the customs union agreement
between Turkey and the EU, which is increasingly re-
garded as being asymmetrical and unsustainable, in its
historical context. Turkey signed the agreement re-
garding integration into the European customs union
in the belief that it would soon gain EU membership
and did not foresee the consequences that future EU
trade agreements would have for its external trade rela-
tions. The scope of the regional free trade agreements
currently being negotiated is a great surprise from the
perspective of the 1990s, since multilateral economic

reforms took precedence back then when the World
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Trade Organisation was founded.? By signing the cus-
toms agreement, the Republic of Turkey subsequently
yielded some of its autonomy in terms of trade policy,
without adequately taking into consideration the con-
sequences of new EU free trade agreements.

Alignment options under discussion for EU-Turkish
trade relations

Turkey is in a poor position to negotiate its own free
trade agreements with the EU’s new free-trade part-
ners in order to overcome the threat of imbalance.
Various political alignment options are currently be-
ing discussed in Turkey, although it is questionable
whether some of the proposals can be accomplished in
a timely manner. Four scenarios are possible over the
coming years.

a) EU membership for Turkey

The prospect of EU membership, which would inte-
grate Turkey into all EU trade agreements on an equal
footing, is not realistic in the foreseeable future. In the
last five years of accession negotiations, the EU mem-
ber states and Turkey have agreed to open two negoti-
ating chapters (Chapter 12: Food Safety, Veterinary
and Phytosanitary Policy; Chapter 22: Regional Policy
and Coordination of Structural Instruments). The
opening of other chapters was negotiated in the light
of the recent refugee crisis, but the prospect of Turkey
gaining full EU membership in the near future contin-
ues to look unlikely.

b) Adoption of EU mandate for Turkey

There is a theoretical possibility of Turkey participat-
ing in all EU trade negotiations with third countries
on an equal footing without the country having full
EU membership. This approach would substantially
compensate for the existing problem of asymmetry,
since access to the US market would also be facilitated
for Turkish companies. In practice, however, such a
contractual adjustment would be difficult to imagine,
as the European Commission conducts European
free-trade negotiations and will not adopt a political
mandate for a non-member state. Furthermore, the
EU’s Trade Commissioner, Cecilia Malmstrom, has
clearly stated that negotiations on new free trade
agreements can only take place between the EU and
the relevant third countries.

3 In 1995, the World Trade Organisation (WTO) was founded in
Geneva as a successor to the General Agreement on Tariffs and Trade
(GATT). One of its primary objectives was defined as the continual
liberalization of global trade under the supervision of the WTO.

¢) Rollback of the customs union to a free trade
agreement

From Turkey’s point of view, a third institutional re-
form that would eliminate the previously outlined
problem of asymmetry is the rollback of the customs
union to a free trade agreement. This possibility has
been repeatedly announced by the Turkish Minister of
Economic Affairs as a realistic policy option. Such a
reform would mean a setback to Turkey’s process of
EU integration in terms of economic policy, since
Turkey would obtain greater autonomy in interna-
tional economic policy. At the same time, there would
be negative effects for Turkish industry in the event of
an EU-Turkey free trade agreement, since expensive
checks would be required to ascertain the origin of the
goods traded with the EU. In the case of a free trade
agreement, determining which goods can continue to
be traded between the EU and Turkey without tarifts
is possible only by means of such rules of origin.

d) A more comprehensive customs union

A viable and realistic way of avoiding the disadvan-
tages caused by the Ankara Agreement is to deepen
the existing customs agreement further so that the ad-
vantages for Turkey outweigh the disadvantages. To
this end, services and agricultural products, which
were previously excluded from the tariff exemption,
must be included in the agreements. Furthermore, the
European customs agreement could be expanded with
a passage in which all of the EU’s trade agreements
with third countries are automatically extended to
customs-union members too.

Out of these policy options two appear to be viable.
One theoretical option to balance trade in an in-
creasingly regionalized world is to dissolve the mu-
tual customs union between Turkey and the EU and
transform it into a bilateral free trade agreement.
However, that would be a step backward for Ankara’s
economy, as our analysis shows. The imbalance re-
sulting from asymmetric customs duties in trade rela-
tions would be eliminated, but without a customs un-
ion, the Turkish economy would face an end to its
privileged access to the European market, which, in
turn, would have serious repercussions. Termination
of the current EU-Turkish customs union would
lead to a decline in Turkish GDP of 0.81 percent.
The effects of a new EU trade agreement would then
cause Turkish GDP to fall by another 0.96 percent.
The EU could also expect some losses in such a sce-
nario too.




Figure 5
Welfare effects for Turkey:

deepened customs unions vs. a bilateral free trade agreement

Turkey can become a full EU
member, it is clear from current
policy decisions that long-term
agreements with unknown conse-

Deeping the EU-Turkey

customs union
Full CU

CU with equal third
country rules

quences have been entered into by
representatives of both the EU
and Turkey, and that very real
and serious economic challenges

Rolling back to a free trade
agreement

EU-TUR FTA

EU-TUR FTA with
further EU agreements

also remain unaddressed in the

short term.

Expressed in more general terms,

negotiations over Turkey’s long-
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Welfare effects in %

Note: A full CU refers to a situation in which the EU and Turkey include the agricultural and
service sectors into the existing customs union agreement. Equal third country rules considers
a situation, whereby Turkey receives equivalent trade access to third countries as EU export-
ers. EU-TUR FTA considers a scenario whereby the EU and Turkey transform the existing
customs union into a bilateral free trade agreement covering all sectors. The last scenario as-
sumes additionally FTAs between the EU and further six regions (TTIP, CETA, Japan, India,

MERCOSUR, ASEAN).

Source: Author’s calculation based on Ifo trade model.

A possible alternative solution is to enhance the exist-
ing customs union accord. Its expansion to include ag-
riculture and services may not only offset the negative
effects of the asymmetry for Turkey, but may also re-
sult in gains for both sides. Expansion of the customs
union could lead to a 1.84 percent increase in Turkish
GDP. Agricultural exports to the EU are forecast to
rise by 95 percent and exports of services by as much
as 430 percent over the next decade.

Should the new trade agreements of the EU, such as
TTIP or CETA be signed, the income level in Turkey
would continue to rise thanks to higher demand for
services in the EU. Expansion of the customs union
plus a signature of the currently planned agreement
could generate a 1.95 percent increase in Turkish
GDP. Per capita income would rise by nearly 200 US
dollars. If Ankara signs its own trade agreements with
new partners in the EU, GDP could rise by an addi-
tional 2.5 percent, which would correspond to a nomi-
nal increase of 18 billion US dollars.

Conclusion

The most recent agreement between the EU and
Turkey in the context of the current refugee crisis has
given the country the perspective of five new chapters
in the EU membership negotiations being opened.
Setting aside the question of whether and when

term full membership of the EU
on the one hand, and the simulta-
neously initiated discussion regard-
ing a possible economic connec-
tion for the country with Europe
on the other, represent increasingly
incompatible policy options in the
light of EU trade policy.

In both Europe and Turkey, the focus on initiating full
political EU membership for the country without ad-
dressing the urgent need for reforms to the customs
union in the short term threatens not only the eco-
nomic integration of Turkey in the EU achieved to
date, but also the country’s long-term political inte-
gration as a full EU member. One implication of the
underlying study is that the EU should concentrate on
consolidating and then expanding Turkey’s economic
integration in the EU in the years ahead. Given the
EU’s current trade policy and the related economic
and political new order, not only in Europe but around
the world, such an economic and political goal is a
great challenge in itself.

Establishing a lasting and functioning customs agree-
ment between the EU and Turkey has a clear goal:
namely to prepare for the next step in European inte-
gration. This bottom-up approach in which there is no
comprehensive reform package (e.g. the acquis com-
munautaire) to be implemented also represents an
achievable economic and political goal. The integra-
tion process adopted during the refugee crisis is in-
creasingly confronting Turkey with the need to bal-
ance very different conflicts between reforms. An
agreement on liberalising visa regulations between the
EU and Turkey which is, for example, urgently needed
to facilitate the smooth exchange of managers to pro-
mote economic integration, has been linked with fur-
ther EU acquis chapters and the refugee crisis by the
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EU. As a result, the long-term political reforms called
for threaten to roll back the economic integration
achieved to date.

The complexity of the European integration process is
a problem not only for Turkey, but is increasingly ob-
served in other countries in various ways. The most
recent developments and the position of the EU and
its member states show a tendency towards ‘differenti-
ated integration’ based on a new Europe. This can also
be referred to as a multi-speed Europe. For current
members, such a political change would partly mean
rolling back integration reforms. Britain’s decision to
end its full membership of the EU, for example, could
be the first serious development. For candidate coun-
tries such as Turkey, a multi-speed EU means that in-
tegration is promoted primarily in the economic or
political spheres first of all, which is meaningful and
achievable both from a national and from a European
point of view. Based on this logic, therefore, Turkey
should aim to deepen the customs union. The advan-
tages of this policy are not only economic: if imple-
mented successfully, such a policy would offer politi-
cians room for manoeuver to implement further re-
forms in the future, in addition to the welfare effects.
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