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Estimating the Effect of Common Currencies on Trade

The Case Study of EU and Turkey

Naib Alakbarov’
Abstract

Here is estimated the effect of monetary union thiedexchange rate volatility on trade. First
of all, Frankel and Rose (1997, 1998) have develdpe idea that the suitability of European
countries for the EMU cannot be judged on the bakisistorical data. | use an augmented
gravity model to estimate the effects of currennjons and exchange rate volatility on trade.
The model is “augmented” in that the standard gyamodel only includes income and
distance variables. The estimated results showttf@icountries that use the same currency
trade more, but it can be seen that the currenegnueffect of trade is not large. These
findings are similar to those in Nardis and Vichr@003). That is, they are not as large as
those found in Rose (2000) and Glick and Rose (RO effect of the variable of ECU is
also positive und significant. These findings areilar to those in Berger and Nitsch (2005),
which claim that the potential trade-creating afeaf the EMU must be viewed and analyzed

in the proper historical perspective.

1. The Concept of Endogeneities of Optimum Currencyreas

The question remains whether only certain typegaanomies are suitable for the
EMU. First of all, Frankel and Rose (1997, 1998yd developed the idea that the suitability
of European countries for the EMU cannot be judgedhe basis of historical data since the
structure of these economies is likely to changéhe event of the formation of the EMU.
This idea is an application of the well-known “Lgc@ritique”. In his essay Lucas (1976),
argues that, the structure of an economic modekisten of optimal decision rules for
economic agents. He also argues that these optawsion rules may vary systematically
according to changes in the series structure theglevant to the decision maker. It follows
that any change in policy will systematically altee structure of econometric models. He
points out that comparisons of the effects of al@ve policy rules using current macro
econometric models are invalid regardless of thdopmance of these models over the

sample period or in ex ante short-term forecadiilgas 1976).
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With respect to foreign trade, Frankel and RoseT)%rgue that the more one
country trades with others, the more highly coteslawill be their business cycles. They
point out that integration changes over time andofean countries trade with each other
more than in the past. These developments showgna&slowing and may indeed continue.
The correlation of business cycles across countiegends on trade integration in their view.
It needs to be stressed that the EMU itself maynpite intra-European trade, if the effects of
the exchange rate risk and transaction costs apwrtant, as EMU proponents claim.
According to Hefeker (1996) the increased degre&aufe among EC members, especially
increased intra-industrial trade, has reducedritezasts of industries in protection because of
the threat of retaliation. This has given risehle thomentum for economic integration and
finally the Common Market Program.

Strictly in terms of manufactured goods, some facttave been proven to be more
important than others when it comes to trade. €a@and Bauwens (1988) have analyzed the
determinants of intra-European trade in manufadtg@ods. They have found that, relative
factor intensity of trade is positively correlatedth relative factor endowments. They have
also found that the extent of intra-industry trasgoositively correlated with average per
capita incomes, average country size, trade otientand the existence of a common border.
In addition, it is negatively correlated with incenmequality, inequality in country size and
distance. They have shown that economic integrationtributes to trade among the
participating countries. They further applied tbisclusion to the European Common Market
and the European Free Trade Association. Theirfgedalso suggest that members of similar

linguistic and cultural groups tend to trade morthwach other than with non-members.

The Commission of the European Communities alsdshthat there exists a strong
relationship between trade integration and theetation of business cycles across countries
is also pictured by (1990). But certain researghsuch as Krugman (1993), have pointed out
that, as trade becomes more highly integrated, tdesncan specialise more. Increased
specialisation may reduce the international cotigrlaof incomes, given sufficiently large
supply shocks.

Figure Fehler! Kein Text mit angegebener FormatvorlageDakument.1 The European Commission and
the Krugman views
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Trade Integration Trade Integration
The European Commission Vi The Krugman View

Let’s first compare and contrast the views of thedpean Commission and those of
Krugman. De Grauwe (2005) has analysed both cfethveews. First we will consider the
European Commission view. On the horizontal axishiss measure of the degree of trade
integration between these countries. On the vértges we give the degree of divergent
movements of output and employment between gro@igeuntries which are candidates to
form a monetary union. The European Commission \daw be represented by a downward-
sloping line. It says that as the degree of econantegration between countries increases,

asymmetric shocks will occur less frequently.

The second view, which is labelled as the Krugmagwy is represented by a
positively sloped line instead of a downward slgpime. This tells us that, when economic
integration increases, the countries involved bexanore specialized so that they will be

subjected to more rather than fewer asymmetrickshoc

A clear cut judgment regarding the correct viewlifficult to formulate. Nevertheless
it is reasonable to claim that a presumption existgéavour of the European Commission
view. De Grauwe (2005) has formulated the reasdolsvs. As market integration between
countries proceeds, national borders become leb$ean important as factors that determine
the location of economic activity. As a result, becomes more and more likely that
concentration and agglomeration effects will bendblio the existence of the borders. This
creates the possibility that the clusters of ecanoactivity will encompass borders. Put
differently, it becomes more and more likely thag televant regions in which some activity

is centralized will transgress one or more borders.



It can be said as well that there is a presumpiiofavour of the hypothesis that
economic integration will make asymmetric shockémMeen nations less likely. The issue
remains essentially an empirical one which inclushes aspects. The first one has to do with
the question of whether monetary unions lead toessed economic integration. The second
aspect to the empirical issue relates to the questi how this increased integration affects
the asymmetry of shocks.

Recently many researchers have done important redseagarding the first aspect.
Rose (2000) shows that two countries with the saoreency trade more than comparable
countries with their own currencies, perhaps oveed times as much. While reducing
exchange rate volatility also increases tradeeffext of a common currency appears to be an
order of magnitude larger than that of eliminatiegchange rate volatility but retaining
separate currenciés.

More recent research has centered on locating rtheisg relationship between the
adoption of a common currency and trade. RosevandVincoop (2001) have accounted for
the influence of a common currency on trade byresting the empirical “gravity” equation.
The standard “gravity” equation says that tradevbeh a pair of countries is a negative
function of the distance between these countries apositive function of their combined
GDP’s. But Rose and van Wincoop (2001) have addednaber of additional effects to this
standard specification, including: the combined gegrita GDP of the countries, whether the
countries are landlocked, share a common langdagd, border or colonizer, belong to a
common regional free trade agreement (FTA), andodh. They found that, the currency
union effect of trade is large, and two countriest tuse the same currency trade more. The
estimate without country-fixed effects indicatesttlturrency union is associated with an
increase in trade of almost 400 percent. Addingnty effects reduces both the economic
and statistical impact of the currency union efféctt it remains economically large (a trade
effect of over 230 percent) and statistically Sigant.

It is also entirely possible that joining a currgrumion impacts a specific type of trade
more than others. Artis (1998) has showed theflierm joining a currency union with other
countries as an increasing function of bilateraldér in relation to output, or “bilateral
openness”. The costs of entering such a unionterers as a decreasing function of bilateral
openness, since the value of the exchange ratstabiasation instrument decreases with the
degree of integration.

" Many observers expect that a common currency ase®the volume of trade between countries. Theragt
generally is as follows: transaction costs and @sflg exchange rate volatiliy constitute a bartieitrade which
decreases the volume of the exchange of goodseamides that would otherwise take place.



With respect to the European Union, it is also deagly argued that currency union
has caused business cycle synchronization thrasgéffect on trade. It is also important to
analyse the border effect on trade. Clark and Wapg@001) have pointed out that business
cycle correlation among U.S. regions is signifibahigher than among European countries,
and these differences are mostly related to Europatonal borders. They have also showed
that the lower level of trade between European tas) in comparison to U.S. regions, can
account for most of the observed border effect.yTdhe not find that there is a direct link
between the higher degree of monetary and fisdatypooordination among the U.S. regions
and their higher cycle synchronization. There cohlwivever, be an indirect link through the
effect of common policies on trade, particularhlight of recent evidence in Rose (2000) that
trade among countries in a monetary union is madlel than trade among countries that are
not in a monetary union. These findings suggest tta adoption of a single currency in
Europe is not likely to increase the extent of B@an business cycle synchronization, except
possibly indirectly in the long run through theesff of the single currency on trade.

There have been a number of different types ofcatitresponse, each of which
expresses strong skepticism of the data and caaokisvithin currency union research.
Nitsch (2002, 2004), Berger and Nitsch (2005) hanguied that simple manipulations of the
data set and the regression specification redue@stimated currency union effect on trade
by about one-half. According to Nitsch (2002) tlkerency unions in Rose’s data set are often
very small countries. These countries are mosthnds and former colonies, which have
adopted the currency of a larger country. An ajpiln of the results to larger economies
therefore seems to be overly ambitious. Nitsch 2208lso claims that Rose completely
ignores values of zero and/or unreported trade. é¥ew ignoring these observations should
hardly affect the coefficient of estimates, becausst members of currency unions are either
small or poor territories with expected little teadith other countries. In addition, he argues
that Rose also misses many intra-currency uniorrgbsons.

There is some interest, on the part of policy mskier determining whether monetary
integration affects the intensity of trade relatiomithin a currency union. If it is indeed the
case, it can be asked further under which conditimonetary integration is likely to add to
the intensity of trade relations among memberssdlit (2004) and Saiki (2005) have
investigated whether the trade effect of monetatggration differs across country pairings.
The findings of Nitsch (2004) indicate that the @gmte estimate of the common currency
masks considerable heterogeneity among countrg.pide found that the trade effect of a
common currency is particularly strong for courgrigith large economies. This is mainly

because larger countries are more likely to hawdivarsified production structure and,



generally may operate as regional suppliers sothieat benefit most strongly from currency
union.

It can be showed that the relative elasticity omdad and supply when developed
countries, such as France and the US, trade witblalging countries is the main source of
asymmetric effect of currency union. Saiki (2008)irid that the effect of currency union is
very small (0.03) and neutral for US imports froeveloping countries. On the other hand,
for developing countries’ imports from the US, #féect of currency union is positive (0.22)
and statistically significant. For France the dffetcurrency union is larger (0.16) but again
neutral when France imports from developing coestriThis implies that the effect of
currency union on France’s imports from developsngntries is neutral. On the other hand,
for developing countries’ imports from France, #ftect of currency union is as large as 0.5
and statistically significant. The conclusion todrawn from these results is that when trade
is between industrial countries (which anchors ¢heency) and a developing country, the
effect of a currency union is substantially smatlean what Rose (2000) found. Furthermore,
according to Saiki (2005), the large currency unédiect is mainly a phenomenon between
two small countries trading with each other.

Some studies, such as Berger and Nitsch (2003 ¢heat the potential trade-creating
affects of the EMU must be viewed and analyzecdha groper historical perspective. They
took the formation of a monetary union as a comthprocess and they emphasize that the
creation of the EMU was a culmination of an intégwa process. They pose this question:
“What has been the Euro’s impact on trade above laybnd the impact of previous and
ongoing steps toward economic integration in Euf§p&hey have taken a long-run view of
European integration and agreed that the introdnadf the Euro has almost no measurable
effect on trade. In particular, the elements ofdpean economic integration, such as trade
liberalization, economic harmonization, and low lexege rate volatility must be seen as the
source of the incremental trade effect of the EA®soon as this long-term trend are taken
into account and eliminated, the introduction & Buro has no additional effect on trade.

Other research has called attention to the incospecification of Rose’s empirical
methods. It is possible, that the characteristitapmg trading costs are very different for
countries that do and do not share a common cwréfién historical experience, countries
that belong to currency unions are systematicalfierént from those that do not and the
relationship between trade and its observable wuhtants is more complex than a linear
regression would make it, the impact of common engy on trade can be grossly

miscalculated. For instance, Persson (2001) hasedrthat Rose’s empirical methods could



seriously distort his estimates. Therefore hepgnaposed that Rose’s empirical specifications
are inappropriate.

If forming a currency union has a large positivéeetf on trade, the break-up of a
union would be expected to have a significant aslvaffect, but Thom and Walsh (2002)
have not found this to be true. They present a sasdy of Ireland’s break with sterling
following its decision to join the exchange ratectmenism (ERM) of the European Monetary
system in 1979. Their research finds support freedies that have reported large currency
union effects. The end of the currency union betwkeland and the UK was an isolated
event with the other economic relationships betweerformer partners remaining the same.
Free trade and normal commercial relations werentaigied between these countries after the
end of the currency union. Therefore they arguettieeffects of the change of exchange rate
regime can be isolated from extraneous influentls.impact of the change of exchange rate
regime was minimized by the existence of free tradiore and after the currency union,
while the costs of exchange rate uncertainty weveefed by the rapid development of an
efficient forward foreign exchange market. Theyeae as well that their findings stand in
sharp contrast to those of Rose (2000) and GlickRose (2002) who claim that leaving a
currency union can lead to a halving of trade betwihe former partners. However, in the
case of the currency union between the UK andrcklthere is not any difference before and
after the currency union, because it was betweemtembers of the EEC and ended without

any disruption of free trade and commercial retegibetween the former partners.

Some researches, such as Nardis and Vicarelli j200co, Stein and Ord®z
(2003) and Mélitz (2004), have found that the aswpof the euro has had a positive but not
an inordinate impact on bilateral trade betweenopean countries. Nardis and Vicarelli
(2003) have calculated the variation in the EMWeravith respect to both intra-EMU trade
before the introduction of the common currency gnedlEMU trade with other economies that
do not share the European currency. They have fthetdother things being equal, the euro
causes an 8.9 per cent rise in EMU trade (the impacurrency union on trade ranging
between 9 and 10 per cent). Under what conditiaicauntries find it advantageous to join
a currency union? Meélitz (2004) has argued th@aintries will only form a currency union if
they already enjoy particularly close economic olitigal ties with one another. If so, much
of the impact of a currency union may be attriblgab features of the relationship having
nothing to do with a common currency. AccordingMelitz's calculations, the impact of
currency union on trade is about 0,7-1,3. Miccejrsand Ordoez (2003) have analysed the

currency union effect on trade using post-1999.dettair estimation for the Euro’s impact on



trade using different samples and different methagles range between 4 and 16 %. This
effect is statistically significant and economigaimportant, but not as spectacular as the
early Rose (2000) estimates. Furthermore, theyrime@vidence that EMU has diverted trade
of member countries away from non-member counttirefact, EMU countries seem to have

increased their trade with non EMU countries, ab aswith fellow EMU members.

Some authors show that there is little robust exadethat dollarization promotes
greater trade with the United States, especiallgragrthose countries that are the most likely
candidates for dollarization. For example, Kleid@2) considers only trade between the
United States and countries in the Western Hemigpbieice these countries are the most
likely candidates for a dollar currency union. Heirid that there is no strong evidence that
these countries, which include non-industrial caest have seen an increase in trade with the
United States as a result of dollarization. Thesalts contrast with those of Rose and his co-
authors. According to Klein (2005)he source of the difference between the resultgsin
paper and the results in the work by Rose and d¢beas is that here he focuses on samples
that may better represent the behavior of potentemhdidates for dollarizatiah He also
demonstrates that it can not be shown that theedr8tates trades more with dollarized non-
industrial countries than it does with other nodtistrialized countries.

In contrast, Klein and Shambaugh (2006) have shavarge, significant effect of a
fixed exchange rate on bilateral trade between s lw@untry and a country that pegs its
currency. They declare that the reasons for a cptotpeg are macroeconomic stability and
the provision of a nominal anchor. One of the bignedf a fixed exchange rate is that it
presumably expands trade, at least with the basetigo They find that with few controls,
pegging appears to increase trade by as much as B0%ever, these are clearly over-
estimates and when more appropriate controls ateded, the results are 40% with country
effects or 20% with country pair fixed effects. Yhiend as well that indirect pegs do not
appear to have a strong impact on trade urtlesgcome as part of an exchange rate system,
in which case they seem to have a positivgact on trade. They have not found any evidence
of trade diversion. Instead, pegged countsiesm to trade more with all other countries. But
they conclude that the impact of a fixed excharage on trade may or may not be sufficient
to offset some of theosts of fixing the exchange rate.

Some research has demonstrated that the EMU effeattra-area trade is larger if
extra-area trade is also included in the estim&tes.example, Farugee (2004) has analysed
the impact of the EMU within the Euro area and agginat the implications of the Rose study

are unclear for several reasons. First, the arsatlidi not directly include countries operating



under the EMU in the sample. Second, the sampletdes that did belong to currency areas
were mostly smaller, poorer countries. Finally, tbess-sectional analysis provides a
comparative benchmark across trading partnershilaing to an (existing) currency union
arrangement against those that do not. But the maexant issue for EMU involves the
possible change in the level of trade for membatest over time, before and after the
introduction of the single currency. Like intradeg extra-area trade has also grown faster in
relative terms when compared to other industriauntty trade flows. Consequently,
excluding extra-trade from the control group raisles estimated EMU impact on trade
between member states when measured relativede r@tween partner countries remaining
exclusively outside the euro area. This also suggésit monetary union has not had trade
diverting effects-an important issue when considgthe overall welfare implications, since
both intra- and extra-area trade have increase@ @omparative basis under the single

currency.
2. Econometric Methodology

The gravity model of international trade is onelgd most commonly used empirical
tools in international economics. The basic idehirimk the model is that international trade
between a pair of countries can be predicted asgbgioportional to their national income
and inversely proportional to the distance betwdmm. The gravity equation acquired its

name based upon a similar function describing éheefof gravity in Newtonian physics.

| use an augmented gravity model to estimate tifectsf of currency unions and
exchange rate volatility on trade. The model isgfaented” in that the standard gravity
model only includes income and distance variabiesorder to account for as many other
factors as possible, my equation adds other vasabl
The estimated regressions take the following form:
a) trade =R+ReurofsRER+3borderBsecufislanguageftime+lgsize+y
b) openness =a&aeuro+asize+atrade+uy
- The euro variable denotes a value of 1 for 1998B2@fter the Euro) and O for 1975-
1998 (before the Euro). That is, this variable kalp to find the degree of difference

of trade and openness before and after the Euro.

- The language variable is the dummy variable, wischwhen two countries share the

common language, 0 otherwise.



The RER variable denotes the mean of the real exghaate of the change in the
logarithm of the year-end bilateral exchange ratsben currencies of countries i and
J.

The border variable denotes a value of 1 if coestriand j have a common border, 0

otherwise.

The ECU variable is the dummy variable, which i§ ECU was used in at least one

country, from i and/or j.

The language variable denotes a value of 1 if g@mst and j have a common

language.
The time variable was used to de-trend the effeti® on the trade variable.

The variable size is the mean of the logarithmhaf two GDPs measured in U.S.
dollars. The trade variable is the mean of theorafi bilateral exports to domestic

GDP for the two countries.

The variable of openness is the mean of the slodnesports and exports in GDP for

the two countries.

3. Results

The results that obtained from the regressionsaden as follows:

RANDOM EFFECT:

TRADE OPENNESS
-0.39
(-8.26)
0.093 0.09
(3.23) (21.16)
1.50
(6.01y
1.51
(5.27¥
language 0.81
(2.08)**
0.03
(9.37)
-0.16 0.04
(1.61) (5.65)
0.10
(22.17)
-18.9 2.0

(-17.26)" (13.82)**+



R? = 0.47 (within effect) R=0.62 (within effect)

¥ = 1225.6%*+ y?=2353.3"
Number of obs. = 1426 Number of obs. = 1426
Number of groups = 55 Number of groups = 55

#0071 ¥F05; *0610;
| have used the data for Austria, Denmark, Germ&mngnce, the Netherlands, Italy,

Spain, Finland, Sweden, Turkey and the UK.

In this model we can see the effect of two commamencies on trade: the one is the
variable of ECU, the other is the Euro.

It is clearly seen that both the Euro and ECU dumragiables are positive and
statistically significant. That is, there is a sfgrant and positive difference between the
degree of difference of trade and openness. Meredwo countries that use the same
currency trade more, but it can be seen that theercy union effect of trade is not large.
These findings, related to the introduction of éweo and its effect on the bilateral trade of
European countries, are similar to those in Naadi$ Vicarelli (2003). That is, they are not as
large as those found in Rose (2000) and Glick anseR2002). The effect of the variable of
ECU is also positive und significant. These findirege similar to those in Berger and Nitsch
(2005), which claim that the potential trade-cregiaffects of the EMU must be viewed and
analyzed in the proper historical perspective

Frankel (2003) has observed that there are thnége gbways in which an increase in
trade among members of a group affect the advisabflopting for a common currency. The
first factor has to do with the long run determioatof growth: currency unions increase
openness and openness in turn raises real incarekét and Rose combine estimates of the
effects of a common currency on trade and the violbm effects of higher trade on GDP in
order to derive estimates of the effects of comraorrencies on GDP. Joining a currency
union with particularly important trading partnean have a large impact. The second and the
third factors have to do with the theory of optimwuarrency areas, which weighs the
advantages of fixed exchange rates versus the tdyem of floating ones. These factors
consider the advantages of a common currency frben iewpoint of exporters and
importers, and the advantages of monetary indeperdelhe last factor concerns cyclical
fluctuations. The most important advantage of ti&iexchange rates is to retain the ability to
respond to cyclical downturns and booms by meansi@ietary policy. | have also found
that the currency union has a positive and staéibyi significant effect on the degree of

openness of a particular economy.



It remains to be seen exactly how the ERM affdutsstynchronization of business cycles
across economies. Artis and Zhang (1995) havearesed the effects of the Exchange-Rate
Mechanism (ERM) of the European Monetary System $EMn the international business
cycle in terms of the linkage and synchronisatiéreyelical fluctuations among countries.
They have found that the business cycles have beaoore group-specific in the ERM
period than before. The results of their investagaprovide strong support to the hypothesis
that ERM membership has promoted a shift of busicgsle correlation to that of the anchor
country of the system. They have also noticed thatcharacter of the cycle for Germany
changed in this period and has become less-cléailbay have concluded that the linkages
of the ERM countries with the German cycle streagtd considerably in the ERM period.
They stress as well that the business cycles inmhgr countries have become more
synchronized as a result of increased internatitnagle, openness of financial markets and
global capital flows.

| have used the definition of the business cyci ih used by Artis and Zhang (1995).
They have defined it in terms of the growth cyekpresenting cyclical movements around
the long-run growth trend of an economy. The yeddta span the period from 1975 to 2003
for a sample of 19 countries. There are Austria $\Belgium (BEL), the United Kingdom
(UK), Denmark (DEN), Finland (FIN), France (FR), any (GER), Greece (GR), Italy
(IT), the Netherlands (NET), Hungary (HUN), PolafrOL), Portugal (POR), Ireland (IR),
Malta (MAL), Romania (ROM), Spain (SP), Sweden (SWWyirkey (TUR) and the United
Kingdom (UK). | have used the Hodrick- Prescott JHiRer to de-trend the data (Hodrick
and Prescott, 1997). The HP Filter is a smoothirgthod that is widely used among
macroeconomists to obtain a smooth estimate ofathg-term trend component of a series.
Technically, the HP filter is a two-sided linealtdr that computes the smoothed series by

minimizing the variance, subject to a penalty dwistrains the second difference.
T 5 T-1 5
2 (=) + A2 (5. —8) — (8 —S4))
t=1 t=2

The first part measures the fitness and the seadmeasure of the smoothness. Ravn
and Uhlig (2002) sefl 100 for annual data; 1,600 for quarterly data; @Q@,#r monthly data.
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HAUS HBEL HDEN HFINHFR HGER HGR HHUN

HAUS 1 087 053-065 043 091 -006 -0.74
HBEL 1 063-025 0.20 059 041 -0.33
HDEN 1 0.15 0.20 0.32 0.13 -0.09
HFIN 1-048 -087 054 0.95
HFR 1 060 -0.28 -0.52
HGER 1 -041 -0.95
HGR 1 0.65
HHUN 1
HIR

HIT

HMAL

HNET

HPOL

HPOR

HROM

HSP

HSW

HTUR

HUK

Correlations of the Business cycles of main esomies
HROMHSP HSW HTUR

HIR HIT HMAL HNET HPOL

031 087 099 095 0.26
0.73 061 082 0.97 0.70
040 049 049 0.60 044
0.36 -0.72 -0.69 -044 041
-0.35 0.79 034 0.21 -0.30
-0.11 094 092 0.74 -0.15
0.87 -0.32 -0.15 0.22 0.91
0.36 -0.82 -0.79 -0.52 042
1 -009 026 059 0.98

1 0.83 0.69 -0.09

1 093 0.19

1 0.54

1

HPOR

0.97
0.91
0.64
-0.49
0.44
0.83
0.02
-0.63
0.39
0.84
0.95
0.94
0.34
1

-0.99
-0.84
-0.41
0.72
-0.36
-0.91
0.09
0.78
-0.29
-0.82
-0.99
-0.93
-0.22
-0.94
1

0.42 0.75
0.74 0.95
0.46 0.65
0.18 -0.09
0.26 -0.09
0.11 0.42
0.81 0.50
0.20 -0.17
0.78 0.83
0.28 0.40
0.29 0.73
0.58 0.92
0.83 0.80
0.51 0.78
-0.34 -0.73
1 0.68

1

-0.10
-0.55
-0.23
-0.48
0.51
0.31
-0.90
-0.52
-0.97
0.32
-0.06
-0.40
-0.95
-0.18
0.10
-0.68
-0.69
1

HUK

-0.03
0.17
0.34
0.31
0.49

-0.13
0.51
0.34
0.22
0.18

-0.18
0.02
0.37
0.03
0.16
0.70
0.09

-0.15



It is can be clearly seen that the cycles in Aastielgium, the Netherlands, France, Italy and
Malta have become more synchronised with the Geryele. The correlations are moreover
comparatively high. And there are no doubts abdwat beneficial consequences of the
adoption of the common currency from the view of gtructural characteristics of these
economies. It is interesting to note that the bessrcycles of Portugal have also become more
synchronised with the German ones and the cycléleofirst group of countries. But in the
case of Sweden, the cycles of Sweden are more ymshd with the cycles of the first
countries and less synchronized with German cydleese countries are considered to be in
the second group. In the third group are Finlanelhi@ark and Spain and in the fourth group
are Turkey, Greece, Ireland and the UK. The redualtsTurkey vis-a-vis Germany and the

other countries imply that Euro adoption can batietly costly for Turkey.
Appendix
The Foreign Trade Relationship between Turkey andie European Union

The main findings of the OCA theory show that whesuntries have different
economic structures, they are likely to face asymmahocks. Much of the literature on
Optimum Currency Areas focuses on the countrieshvhave relatively advanced bilateral
trade relationships. Such countries are prime idaes for a currency area. On this score, |

want to analyze the foreign trade relationship leetwTurkey and the European Union.

European countries, especially those in the Européaon, are the largest importers
of Turkish goods. In 2000, exports to the EU (l&gahed 14.5 billion dollars, but its share in
total exports fell to 52.2 percent. Although at #rel of 2004 exports to the EU (15) have
reached 32.5 billion dollars, its share in totgb@nts decreased to 51.6 percent. In 2004, the
EU has enlarged to include 10 new members. Howdwekey's export to these countries is
much lower than to the original 15 members. Culyethey have approximately a 3% share
in total Turkish exports.

It follows that European Countries, especially Fpg@an Union Members, have an
important share in Turkey's imports. They are ire thrst rank largely due to their
geographical proximity to Turkey and their level e€onomic development. Due to its
imports of crude oil and natural gas from CIS caest this region is ranked second in
Turkish imports. The Middle East countries ar¢hind place in Turkey’s imports because of
the imports of crude oil, and North America is oufth place as a result of the high-level
trade relationship with the USA.



Briefly, in comparison with the 1980s, Turkey'sdain trade has developed greatly in
terms of quantity and quality. This is as a resefitboth domestic developments and
international developments. Turkey aims to makes tievelopment sustainable and to
diversify her exports and imports both in termgebgraphy and sector by implementing new

strategies.

As a consequence it can be said that Turkey hataavely good trade relationship
with the countries of the European Union. Frankel Rose (1997, 1998) have argued that the
more one country trades with others, the more kigbfrelated will be their business cycles,
and, therefore these countries should form a cayrenion. Because this situation is found in

Turkey, it can be counted as a positive aspediefelationship between the EU and Turkey.

Tabelle Fehler! Kein Text mit angegebener Formatvorlag®imkument:1: Exports by Countries

Exporte nach Landergruppen (in $ millionen)
2000 |2001 | 2002 | 2003 | 2004| 2005 2006 2007
EU (27) 15664 | 17 546| 20 415 27 394 34399 41 365934 |60 394
GERMANY 5179 | 5366| 5869 748% 8745 9455 9 6869
E)el:p'i'TEU)EUROPEAN COUNTRIES| 1 g54| 2005| 2607 3362 36581 5855 7962843
EFTA 324 316/ 409 538 657| 821 | 1189 1323
CIS 1649 | 1978 2279 29633 956/5057 | 6993| 10088
RUSSLAND 644 924| 1172 136818592377 | 3238 4727
NORTH AMERICAN COUNTRIES 3309 | 3297| 3596 39735174|5276 | 5439 4541
USA 3135| 3126 3356 375248324911 (5061|4171
OECD 19 585 | 21 307| 24 498 31920 42648 47 B25481|65 674
AFRICA 1373| 1521 1697| 2131 2963|3631 | 4566| 5976
NEAR AND MIDDLE EASTERN 2573 | 3261 3440| 4465 72381018411 316|15 081
TOTAL 27 775| 31 334| 36 059| 47 253| 63 121[73 476(85 535107 272

Quelle: www. tuik.gov.tr (Turkish Statistical Inktie)

Tabelle Fehler! Kein Text mit angegebener Formatvorlag®okument:2: Importe der Turkei nach
Landergruppen
Importe der Tirkei nach Landergruppen (in $ millicam)

2000 2001 2002 2003 2004 2005| 2006 2007

EU (27) 28527 | 19823 | 25689| 35140 48108 52696 (A9 /58 612
GERMANY 7198 | 5335 7042 9453| 12516 13684 14 76B540
OTHER EUROPEAN COUNTRIES| o0 | 5793 | 7487 | 10347 15757 20386 o 634 253
(exept EU)
EFTA 1156 | 1481 | 2512 | 3396 | 3890| 4440 452277%
CIS 4167 | 3390 | 3421 | 3741| 5066| 5823 693603D
RUSSLAND 3911 | 3261 | 3099 | 3496 | 4697| 5376 6261166

NORTH AMERICAN COUNTRIES 5693 | 4630 5 555 7777 12886 17253 23373263




USA 3887 | 3436 | 3892 | 5451 | 9027| 12 907 17 8PB508
OECD 36821 | 447 34154 | 45545| 62309 69593 77 B1B5IL
AFRICA 2714 | 2819 2 696 3338 | 478l| 6047  740578%
NEAR AND MIDDLE EASTERN 3373 |[3016 3186 4455 5139| 7967 10568 4126
TOTAL 54503 | 41399 | 51554| 69340 9754D 116138 576170 063

Quelle:www.tuik.gov.tr (Turkish Statistical Institute)
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