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ABSTRACT

The Customs Union was determined by 1963 Ankara Agreement, detailed by 1973 Additional
Protocol and became effective in 1996 between Turkey an the EC. Since it is one of major factors
which effect Turkish economy, it has been very criticized in Turkey. The aim of the study is to
make a categorization and evaluation of these critics. Although, there have been many arguments
about this issue in Turkey, most of them have not criticize the direction. The critics are not
generally concentrated on the concept of economic integration itself, but of its modelling. In other
words, it can be said that there is a general consensus that Turkey’s economic integration with the
EU is the most rational option. There are four basic categories regarding the essence of critics
about the current CU in Turkey. The first one is critics on the source of the CU between Turkey
and the EU. The second category is constituted by the critics on the aim of the CU. The third
category of the critics on the CU are classified according to possible effects of the CU on an

economy. The fourth category of the critics on the CU is about the functioning of it.



OZET

1963 Ankara Anlasmasi ile kararlastirilan, 1973 Katma Protokol’le ayrintilar1 belirlenen ve

1 Ocak 1996 itibariyle Tiirkiye ile Avrupa Birligi arasinda tam olarak uygulamaya giren Giimriik
Birligi, Tiirkiye ekonomisine sekil veren onemli bir faktordiir. Bu nedenledir ki 6zellikle Tiirk
kamuoyunda yogun olarak tartisilmaktadir. Calismanin temel amaci bu elestirilerin
dayandirildiklar1 temellere gore kategorizasyonu ve degerlendirilmesidir. Sonug olarak, Giimriik
Birligi’ne yoneltilen elestirilerin ekonomik entegrasyona degil, ekonomik entegrasyonun modeli
izerine yogunlastig1 sdylenebilir. Bagka bir deyisle, AB ile Tiirkiye arasinda gerceklesecek bir
ekonomik birlik, Tiirkiye ekonomisi i¢in serbest ticaretten sonra en iyi segcenek olarak kabul
gormektedir denebilir. Elestiriler dort ana kategoride toplanmistir. ilk kategoriyi Giimriik
Birligi’nin dayandigi temel {izerine yapilan elestiriler olustururken, ikinci kategoriyi Giimriik
Birligi’nin amaci iizerine yapilan elestiriler olusturur. Ugiincii ve dordiincii kategoriler ise sirasiyla
Gumriik Birligi’nin Tiirkiye ekonomisi tiizerine etkileri ile Giimriik Birligi’nin isleyisinden

kaynakli aksakliklar olusmaktadir.
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1. INTRODUCTION

As Pelkmans (1997) states, any economic theory of discriminatory trade has to address the
question whether the preferential arrangement would be superior to participation in worldwide
liberalization. Given a decision to go for regionalism, a further choice is to be made between
various methods of regional trade liberalization. According to Panagariya (1996 and 1998) since
free world trade is not a realistic possibility, economic integration is seen as a move towards free
trade, despite criticism. El-Agraa (1998) defines the term of economic integration as the
discriminatory removal of all trade impediments between at least two participating countries and
the establishment of certain element of co-ordination and co-operation between them. This
definition implies elements of both free trade and protection. One of the major methods of
achieving regional trade liberalization is to create a Customs Union (CU). A CU arises when
countries join together to abolish all restrictions on trade between themselves while maintaining a
common external tariff on imports into the union. The formation of a CU certainly breaches the
principle of universal free trade because it practices discrimination against non-members.
However, it reduces trade barriers between members of the CU and generally stimulates inter-bloc
trade; it may reduce the share of trade with countries which are not in the Union. While such a
regional arrangement aid to economic integration of its members, it may be harmful for the

liberalization of trade on a global basis.

In 1948 the Netherlands, Belgium, and Luxemburg formed a CU for industrial goods. This method
of integration was extended with the foundation of the ECSC which is a CU for coal and steel
products including Benelux, France, Germany and Italy. When the EEC was established by the
Rome Treaty in 1957, the objective of creating a CU was clearly spelt out besides creating a
Common Market. As it was mentioned before, this requires free movement of goods, services,
capital and labor to exist among the member states. In order to achieve this outcome, legal barriers
restricting free trade between the members of the Community must have been removed. Beside,
while legal and governmental systems of the members need to be harmonized to allow free
movement of production factors, as well as commercial, competition, environmental and social
policies with industrial policies also require modification. Therefore, the establishment of an

effective CU and CM require a fairly high degree of economic and political integration.



Until the 1980s when the moves to create the Single European Market (SEM) began to gain
importance, the formation of a CU was the main method used by European countries for economic
integration. Therefore, the CU has been constituted a central and fundamental position in the
economic integration of the Community. The enlargement of the EC has been started firstly by
accession of the UK, Ireland and Denmark in 1973, followed by Greece in 1981, and Spain and
Portugal in 1986 and the CU of the EC became the largest regional trading bloc in the world.

Turkey has chosen to join a customs union with the European Economic Community (EEC) (the
European Community EC). This distinction sourced from new structure of the European
Integration introduced by the Maastricht Treaty in 1993.! Since the Customs Union of Turkey was
decided to make with the European Economic Community by the Ankara Agreement in 1963,
when the sides of the CU is considered the EEC or the EC should be used. The association
relationship between Turkey and the EEC started and the full membership was set as an ultimate
aim by this agreement. The Additional Protocol, signed in November 1970 and put into effect in
January 1973 specified the time schedule to abolish customs tariffs gradually between the EC and
Turkey.

Turkey started to implement trade liberalization policies in the 1980s, after an extended period of
an inward —looking development strategy. During those years, like many other countries, Turkish
economy also underwent a series of trade reforms and abandoned the fixed exchange rate regime.
With start of the CU process Turkey’s tariffs and levies manufactured products imported from the
European Union has been eliminated gradually. Trade in agricultural products, with the exception
of agro-industrial products, was excluded from the CU regime. By the agreement, Turkey would
also apply EU’s common external tariff on imports from the third parties. According to certain
point of views, the Customs Union (CU) between Turkey and the European Union (EU) is one of
the most important developments affecting the Turkish economy as a whole since the liberalization
measures launched in 1980. As in same manner, it can be determined as major step for the

modernization of the Turkish economy and its integration to the world trading system.

' According to new structure , there are three main columns namely, the European Communities (the European
Economic Community, the European Coal and Steel Community, the European Atom Energy Community ) , Common
Security and Foreign policy, Cooperation Process in Justice and Home Affairs. All of these columns are called the

European Union.



The last period of the Customs Union between Turkey and the EC started in January 1996, after
the 1/95 Decision of the Association Council had been approved by the European Parliament in
December 1995. From this day arguments about the impact of economic integration between
Turkey and the EU on the Turkish economy has started to gain importance. Questions generally
centered on the necessary changes that both sides have to do such as adoption of new rules and
regulations to make Turkish legal and economic system more harmonized with the EU economy.
They also focused on creating flexibilities around certain regulations on the part of the EU to make
transition easier for Turkey. Therefore, there were equally important issues regarding the gains and
losses of each side because of the integration of forming a customs union. There were apparent
macroeconomic impacts of such reforms in both economies. Any interaction or a movement for

further integration would also require convergence in social and political matters as well.

The aim of the study is to categorize critics on the CU between Turkey and the EC, and concerning
the issues prominent in the CU. In addition, counter arguments to these critics will be evaluated.
Arguments on Turkey’s choice between free trade and regional economic integration® will be
excluded, since there is no significant critics concerning this issue on Turkey’s agenda. It should be
noted that, since there is no any significant arguments on whether Turkey should be a member of
the EU or not, there is a consensus on Turkey’s full membership to the EU.The critics are generally
centered on the following topics; the source of the CU, the aim of the CU, the effects of the CU
and the functioning of the CU. However the CU can be seen as a different formation from the full
membership of Turkey, as it will be discussed later, the full membership of Turkey to the EU

should be considered as the ultimate aim while the critics on the CU are evaluated.

2. THE THEORETICAL ASPECTS OF INTEGRATION

? Basically there are two approaches to international trade liberalization:the international approach and the regional
approach. The international approach involves international conferences under the aegis of WTO. The purpose of these
international conferences is to reduce tarif and nontariff barriers to international trade world-wide. The regional
approach involves agreements among small numbers of nations whose purpose is to establish free trade among
themselves while maintaining barriers to trade with the rest of the world. The EU is prominent example of such

preferential trading arrangements.



2.1. Theory of Economic Integration

Term of economic integration that has attracted increasing attention since the early postwar
period, does not have clear-cut meaning. There have been different definitions with different
contents. According to Balassa (1961); economic integration can be defined as a process and as a
state of affairs. Regarded as a process, it encompasses measures designed to abolish discrimination
between economic units belonging to different national states; viewed as a state of affairs, it can be
represented by the absence of various forms of discrimination between national economies.
Furthermore, to interpret the definition, he has needed to make a distinction between cooperation
and integration The difference is qualitative as well as quantitative. Whereas cooperation includes
actions aimed at lessening discrimination, the process of economic integration comprises measures
that entail the suppression of some forms of discrimination. According to Pelkmans (1997)°
economic integration is the elimination of economic frontiers between two or more economies. On
the other hand, Tinbergen (1965) defines international economic integration as optimization of

international cooperation.

The need of becoming together in economic area, also determine the degree of economic
integration. However reasons to become economically integrated are mainly economic, there are
important arguments that denote the reasons behind some of economic integration models as
political rather than economic. According to Viner(1950)*, as an economic integration model
customs union is naturally a political phenomenon. Since its net effects on welfare can not be
estimated previously, the motive behind customs union can not be purely economic. Therefore,
Viner concluded that the political motive for a customs union is more influential than the economic
one. In addition, Bhagwati(1993) mentioned that countries which found a customs union or a free
trade area do not seek only economic interest but also political interests. Despite these arguments,
the essence of economic integration is based on both to market integration and economic policy
integration. Especially, market integration in and remains the essence of economic integration. It is
a behavioral notion indicating that activities of market participants in different regions or member

states are geared to supply -and- demand conditions in the entire Union. In a market of perfectly

? See Osman Kiigiikahmetoglu(2000),pp.4-5
* See Osman Kiigtikahmetoglu(2000),p.61



homogenous goods or services or one type of financial capital, market integration can be measured
by the degree of price convergence. Compared to market integration, policy integration is a less
precise concept. Moreover, the degree of binding and commonness may vary, from consultation
and cooperation via coordination to common policies or fully-fledged centralization. Therefore,
policy integration cannot be measured in any straightforward way. According to Molle(1997) in
the case of a customs union which will be explained below, a competition policy at the union level
is essential to prevent any action distorting fair competition. In addition, on politico-economic
grounds, a large customs union is in a better position to substantiate a trade policy towards the
outer world and to improve its terms of trade’. Therefore, customs unions are expected to shape
their strategic trade policy. Since the internal market is larger, the strategic trade policy at the level
of the union is more effective than at the national level. In addition, Kii¢ciikahmetoglu(2000) while
interdependency among the members of an economic integration rise in accordence with the level
of integration, harmonization and unification of policies on different issues such as fiscal policies

are much more required.

2.1.1. Degrees of Economic Integration

There are several possible forms of organization that allow countries to discriminate against a
selected group of countries. As stated by Kiiciikahmetoglu (2000), in the aim of classifying
different applications on different degrees of economic integration, Tinbergen developed negative
and positive integration distinction in 1954. As Tinbergen stated that negative integration denotes
the removal of discrimination in economic rules and policies under joint surveillance. In this kind
of integration instruments which can be seen as trade barriers must be totally removed and new
ones should not be set. On the other hand, positive integration refers to foundation of common
institutions, or the joint exercise. New institutions and new policies which aim to develop
integrated economies and regular markets are built among member states, where old ones must be
removed. In practice, negative integration implementation is seen easier than positive integration

implementation, however negative and positive integration can be applied together.

According to Heller(1973) the main reason that makes economic integration in the form of
different degrees or ways of organizing lies in the degree of interdependence achieved by the

member countries This complexity of economic integration, and the radically diverging degrees of

> This subject will be explained later, in customs union theory.



interdependence, has led the analysts to distinguish economic integration process into several
stages or to define different models of it. As defined by Balassa (1961) the economic integration
can take several forms that each form could be understood different degree of integration. These
are; a free trade area, a customs union, a common market, monetary union, an economic union and

complete economic integration.

2.1.1.1. Free Trade Area: In a FTA tariffs and quotas abolished for imports among participating
countries, but area members retain national tariffs against third countries. According to
Chacholiades(1990), when a group of countries forms a free trade area, a policing problem arises
namely trade deflection. This side effect arises when imports from the third country enter a high-
duty member country through a low-duty member country. To correct the problem of trade
deflection, member countries must be able to distinguish effectively between goods originating in
the free trade area and goods originating in the rest of the world. Recent FTAs among developed
countries go much further in product scope and in approximation of certain forms of economic
regulation. Nevertheless, a producer outside the area can export from a low-duty member country
to the rest of the free trade area by building just a final assembly plant in the low-duty member
country. Also Heller(1973) underlined the necessity of certificates of origin for imported goods
from rest of the world to prevent enter of imported these commodities into area via the country

with the lowest external tariff.

2.1.1.2. Customs Union: In addition to abolition of all import duties on their mutual trade in all
goods, a customs union includes suppressing discrimination for CU members in product market
and equalization of tariffs in trade with nonmembers. This means that all member countries agree
to eliminate (or lower) their respective tariff rates on imports from each other but not on imports
from the rest of the world.Therefore, trade deflection problem do not arise in a customs union.
Such reciprocal tariff reductions necessarily discriminate against imports from the rest of the
world. Viner(1950) argued that a customs union gives rise to two opposing tendencies. On the one
hand, while a customs union tends to increase competition and trade among member countries, it
also represents a movement toward freer trade. On the other hand, a customs union tends to
provide relatively more protection against trade and competition from the rest of the world, and

this represents a movement toward greater protection. According to Chacholiades(1990) because of



this nature of the customs union, the theory of customs union deals with nonoptimal situations, and

it is therefore a special case of the theory of the second best.®

2.1.1.3. Common Market: It is also a CU abolishes restrictions on factor movements such as labor
and capital. Thus, as Chacholiades(1990) stated, the common market countries abolish all trade
restirictions on their mutual trade and also establishing a common external tariff as a customs
union. ' Heller(1973) also defined a common market as economic integration form which includes
both free trade area and customs union by allowing the free movement of products and which is
more advanced since it provides the free movement of all factors of production. According to
Hitiris(1998), since common markets create a single commodity market and a single factor market
, tendency towards a single price for each commodity and a single price for each factor will be as
strong as in a unitary state. Therefore, in common markets allocation of factors of production

improves that leads to rise in welfare.

2.1.1.4. Monetary Union: This kind of economic integration model includes features of the
common market besides new features. It can be realized in two methods. The first method requires
fixed exchange rates that are determined among the members while the second method requires a
common curency of the union. Therefore, monetary policies of the members must be harmonized
in the second method.In the case of the EU, at first, the fixed exchange method was applied and

than the common currency has been realized®.

2.1.1.5. Economic Union: The fourth stage is economic union. As distinct from a common market,
it combines the suppression of restrictions on commodity and factor movements with some degree
of harmonization of national economic policies, in order to remove discrimination that was due to

disparities in these policies.

® The theory of the second best deals with suboptimal situations, that is, situations in which not all Pareto-optimum
conditions are satisfies. See Chacholiades(1990),p.227

" Heller (1973) determined free trade areas, customs unions and common markets as the most prominent forms of
economic integration among several forms

SAlso, in the case of the EU, monetary union and economic union function simultaneously.



2.1.1.6. Complete Economic Integration: The last one is total economic integration includes
unification of monetary, fiscal, social and counter cyclical policies. Moreover it consists of setting

up of a supranational authority where decisions are binding for the member states.”’

According to Kii¢iikahmetoglu (2000), forms of economic integration can be determined regarding
interdependency level that they aim. For this reason, they can be arranged in order, considering
their final interdependency levels, by starting from the simplest one towards the most complicated
one. In addition to Balassa’s classification, Kiiciikkahmetoglu defines preferential trade agreement'®
as the first form of economic integration in which participant countries provide and benefit from
lower rate of tariffs for each other’s imports than tariff rates for imports come from the rest of the
world. While the agreement’s scope can be limited in terms of variety of commodities, the tariffs

for these imported commodities are not totally removed.

2.1.2. Economic Integration between Countries At Different Economic Development
Level

From the perspective of economic development, there are three possible kinds of economic
integration; between developed-developed countries, developing-developing countries and
developed-developing countries. Since the economic integration between Turkey and the EU is an
example of asymmetric economic integration between developed- developing countries, it can be
useful to examine these kinds of economic integration forms to understand the expectations of both
Turkey and the EU in the context of the CU. The aims and results of any form of economic
integration can be different according to development level of the participant countries. As El-
Agraa(1998), mentioned while the economic integrations between developed countries generally
aim to increase in welfare and to accelerate the development, they can lead improvements such as
increase in productivity, benefiting from economies of scale, improve in terms of trade and in
competitiveness and reducing costs. On the other hand, in economic integrations between
developing countries, countries does not aim to benefit from possible static welfare gains of
economic integration, they aim to have rapid economic growth by changes in both production and

trade. However, as Hitiris(1998) stated that the rationale of integration among developing countries

? Chacholiades(1990) does not consider monetary union as a model of economic integration between common market
and economic union in regard of interdependency level. He also determines the economic union as the most complete
form of economic integration which have all features of the complete economic integration of classification above. He
gives the US as an perfect example of this ultimate model of the economic integration.

' Chacholiades(1990), called this economic integration models as “Preferential Trading Club”



is not based on the prospect of static benefits from competition-induced changes in the existing
pattern of their production. It is based on the potential dynamic effects, the expectation that
integration will foster regional markets which will shape a new developed structure of production
capable of generating a greater volume and range of trade. Therefore, the success of a regional
economic integration among developing countries must be judged in the longer term. Nevertheless,
the prospect of deriving benefits after a long period of economic sacrifice, these kind of economic
associations contain, in a sense, elements of self-destruction. In this circumstances, the economic
associaitons between developing countries rarely survive long enough to reap actual economic

benefits.

Finally, according to Panagariya(1999) in economic integrations between developed and
developing countries, the possible gains for latter one can be prevention of existing and probable
protectionist policies of participant developed countries, and it can increase its credibility which is
useful for its economic reforms. As it will be explained later, the CU between the EU and Turkey

is a type of economic integration which generates between developed and developing countries.

2.2. Theory of Customs Union

The Treaty of Rome in 1957 called for the creation of a customs union and a common market
which are clearly outlined in Article 3 of the Treaty. Today, the EU has become more advanced
economic integration in which member states have a single currency. In general, the Union has
association relationship based on a customs union or free trade agreements with candidate
countries. As a candidate country Turkey has been in a customs union with the EU since 1996.
Therefore, to understand the critics on the CU between Turkey and the EU, it is crucial to state
development of the customs union theory and the basic features of a customs union as an economic

integration model.

The scope of the customs union theory can be set, according to Lipsey (1973), as the branch deals
with the effects of geographically discriminatory changes in trade barriers. As Balassa (1961)
stated, there had been no consistent theoretical analysis of the issues involved by the theory until
1950, when the writings of Maurice Bye, Herbert Giersch and Jacob Viner appeared

simultaneously. While Viner investigated the impact of a customs union on trade flows and



distinguished between the trade creating and the trade diverting effects of a union, Maurice Bye'!
investigated the trade creation versus trade diversion issue without the Vinerian terminology. In
addition, Giersch'? emphasized the location aspects of a union. In fact, until the work of Viner in
1950, it had been supposed that constitution of a customs union would be certainly in favor of the
world trade. The rationale for this was that since free trade maximized world welfare and since
customs union formation was a move towards free trade, customs unions increased welfare even
though they did not maximize it. Nevertheless, Viner(1950) denoted that the welfare effects from
creating a customs union depend on the net impact of trade creation and of trade diversion. After
Viner’s study the major contributions were made by Meade" in 1955 and Lipsey'* in 1957.
Meade(1955)’s research emphasized the role of prices and international terms of trade for
achieving and maintaining equilibrium in international trade and payments under economic
integration agreements. He highlighted the effects of substitution in consumption. Meade also
indicated that how the formation of a customs union could alter relative prices and as a result
change consumption patterns and accordingly leaving the volume of trade among countries to vary.
Therefore, this can increase both trade expansion and trade contraction, an increase in welfare will
be possible only if there is a net increase in the volume of trade. The level of pre-union tariffs and
demand elasticity would determine the net effect on welfare. As a result, while trade creation in a
customs union is welfare improving, a trade diverting customs union may not improve welfare
depending on the factors mentioned above. Also Lipsey introduced the second best theory into the
analysis of customs union in 1957. The theory denotes that reducing tariffs on a discriminatory
basis under a regional integration arrangement does not necessarily lead to a welfare gain for
individual countries or for the world as a whole as long as the discriminatory barriers in other
countries remain unchanged. He supposed that there is a unique second best position in the
economy. Although this position is not Pareto optimal, it could be a Pareto improvement. Both
Meade and Lipsey concluded that a trade diverting customs union may increase the welfare of the
home country. According to Lipsey(1957), Viner had ignored the inter-commodity substitution in
consumption. Trade diversion does not necessarily entail a loss in welfare because of the change in
the pattern of consumption accompanied by changes in relative prices in the domestic market of
member states. Another contribution was made by Kem and Wan in 1976. According to Kemp and

Wan(1976), a customs union would always be welfare improving under specific conditions. Any

1 See, Balassa (1961)
12 See, Balassa(1961)
13 See,Meade(1955)
' See Lipsey(1957)



customs union is potentially favorable for all countries considering participation, since even if
there is loss, they can be compensated. They also offered a theoretical perspective regarding the
common external tariff towards non-members called Kemp-Wan theorem. It denotes that a
customs union can always find a common external tariff structure that would make the rest of the
world’s trade with the union just equal to its trade with home and partner countries combined
before the union. Thus, the rest of the world would not be worse off as a result of the customs
union. Accordingly, any improvement to the welfare of the member countries as a result of the

customs union would add to world welfare.

2.2.1.Definition of Customs Union

According to Balassa(1961) a customs union is one of the basic forms of economic integration
which must meet ,according to GATT definition, firstly, the elimination of substantially all tariffs
and other forms of trade restrictions among the participating countries and secondly, the
establishment of uniform tariffs and other regulations on foreign trade with nonparticipating
economies. Also, according to Penketh (1992) CU is an economic integration model in which
tariffs reduced to zero on intra-union trade, but on extra- union trade a Common External Tariff
(CET) is adopted. It is the CET which distinguishes a CU from a free trade area. With the latter
form of regional economics association, nation states are free to adopt their own tariff levels upon
goods imported from the rest of the world. As Heller(1973) stated in the same manner with
Penketh that the formation of a customs union involves the changing of tariff patterns between the
countries forming the union as well as between the union members and the rest of the world. By
the definition, a customs union consists of a group of countries that have abolished all tariff
barriers among themselves and apply a common external tariff to the imports from the rest of the
world. Free movement of all products is assured within the union, and thus the problem of intra-
union trade of imported commodities no longer exists. In conclusion, as Mc Donald (1999) defines,
a customs union is a regional economic integration which requires policies leading to both negative
and positive integrationls. In other words, according to Mc Donald(1999), the establishment of an
effective customs union may lead a fairly higher degree of economic integration. (Vertical

integration)

!> According to Tinbergen(1965) negative integration occurs when institutions which impede trade between member
countries are abolished and new institutions are not established. On the other hand, positive integration occurs when
existing institutions that impede trade between member countries are arranged and the new ones are established to

organize new trade conditions between members.



2.2.2. Effects of Customs Union

As Chacholiades(1990) states, the theory of customs union is not concerned with Pareto-optimum
conditions, that is, the conditions that lead to maximum welfare. The formation of a customs union
necessarily violates Pareto optimality because of the existance of tariffs. The theory of customs
union deals with non-optimal situations, and it is therefore a special case of the theory of the
second best. In other words, the best way to avoid the negative welfare effects of protection is for
all the countries of the world to adopt perfect free trade. However countries, finding progress on
that score too slow and try to adopt as a second- best strategy: a geographically limited form of free
trade as represented by a customs union. Nevertheless, as Penketh (1992) stated, participation in a
CU does not necessarily represents a freer trading regime for all participating countries. There are
two reasons for this. Firstly, it is a consequence of averaging tariff levels to calculate the CET that
some countries’ post-union tariff level (CET) will be higher than pre-union tariff levels. Secondly,
as adjustments to the CET are not made following the entry of new members, there may be cases
where a CET is significantly above pre-union tariff rates. If there are some possible cases in which
a CU could not provide freer trade than it was in pre-customs union situation, reasons of a country
for joining a customs should be examined. Any decision in favor of participation a CU depends
upon the ultimate objectives of economic policy, namely what countries are attempting to
maximize. While these objectives are shaped, possible effects of customs union in question
become the most influential factors. Therefore, effects of a customs union have been examined
since the theory was introduced. The traditional approach of customs union theory which was
developed by Viner, Meade and Lipsey examines the static effects of a customs union. It

concerned almost exclusively with the role of countries as importers.

2.2.2.1. Static Effects

Production Effect

Viner(1950) has examined the economic effects of a customs union firstly in the aspect of
production by using terms of trade creation and trade diversion. He developed these concepts of
trade creation and trade diversion that have been used to analyze whether shifts in trading patterns
lead to benefits or costs in terms of gains and losses of consumer and producer surpluses. While he
studies the production effect of a customs union, he assumes that two goods are produced, costs are

fixed, demand elasticity is zero, and supply elasticity is infinite. As stated by Lipsey (1973) by



introducing these terms, Viner showed that the argument of free trade maximizes world trade, a
customs union reduces tariffs and is therefore a movement towards free trade; customs union will
therefore increase world welfare even if it does not lead to world welfare maximum, is incorrect. If
formation of a customs union results in a shift in domestic consumption away from relatively high
cost domestic production to relatively low cost partner production or rest of the world production
or both, then trade creation is said to rise. If there is a change in trade patterns which lead to
welfare losses as a result of participating in a CU by switching from a low cost to higher cost
source of supply, there is trade diversion. When trade diversion arises, higher cost supplies from
the union partner displace lower cost supplies from the rest of the world. This switch in the source
of supply arises because although imports from the union partner are more costly than imports
from the outside the CU, these imports are not subject to the CET whereas imports from the rest of
the world are subject to the CET. When the change in surpluses of the three groups that are
consumers, producers and government are collectively considered, there is an overall loss resulting

from trade diversion.

Consumption Effect
Since prices would decrease comparatively within the union as a result of the customs union,
consumption would increase. In other words, a member country could import from another
member cheaper than before and import within the union would increase. As it is seen in the Figure
2.1, while production of member states and the third countries, whose prices remain above the new
prices in the union, is decreasing, consumption of members whose pre-union prices remain below
the pro-union prices is increasing since consumers’ purchasing power increase comparatively. As it
is represented in the Figure 2.1, lower market price in A stimulates total domestic demand, which

is satisfied by another member. This increase in import constitutes trade expansion.'®

Effects on Government Revenue
As it is obviously seen from Figure 2.1 that abolition of tariffs among members leads to reduce in
tax revenue of governments. Besides, if CET is below pre-union tariffs of a member or there is

sharp decrease in its exports, there would be decrease in government revenue of that member state.

' See, Molle(1997), p. 89



Welfare Effect

As Hitiris(1998) stated, welfare effect of a customs union is explained by consumer and producer
surpluses. The previous term refers the difference between the price intented to pay by consumer
and the price consumers actually pay. The later term refers the difference between the price
intented to sell by producers and the price producers actually sell. Because of customs union, the
price of good decreases in A, as it is seen in the Figure 2.1, and therefore consumer surplus
increases. On the otherhand , since reduce in price, producer surplus decreases. In other words, this
loss of producer surplus is the gain of consumer surplus. In addition, as it is explained above, loss
of government revenue because of customs union is also the gain of consumer surplus.
Nevertheless, this phenomenon does not mean that there is net welfare gain of A, it only
represents that there is redistribution of welfare within the country. As Viner(1950) set that a
customs union can lead increase in welfare of members and non members as well as it can lead
decrease in welfare of both. The net result regarding the welfare, depends on comparative
dominance of trade creation and trade diversion effects. If trade creation is dominant, both of
members or one of them can obtain gain in welfare but revunue of rest of the world decreased. If
trade diversion is dominant, both of two members or one of them can be subjected to welfare loss,

and non-member countries would be effected negatively.

Below, these static effects of a customs unionon a single member country and on two member
countries are explained by graphics on the basis of partial equilibrium analysis. There are Country
A (Importer country), Country B (Partner country), Country C (Rest of the world) and a single
good namely X. Basic assumptions are:

- Pure competition in commodity and factor markets

- Factors of production is fully employed

- Labor, capital and technology are given

- Factors are mobile within countries but not between countries

- Tariffs are the only form of trade restriction

- There are no transportation costs

- Trade is balanced

- Price accurately reflects the opportunity cost of product

- Fiscal and monetary operations are rule out

- There is no externalities

According to model, A and B countries will establish a customs union and apply common external

tariff (CET) to imports from Country C. CET is assumed under the tariffs that both A and B



countries applied before the CU that cause emergence of different price level in both A and B

Countries.

Figure 2.1 depicts these static effects of a customs union on a single country namely Country A
assumed as a small country which is price taker. On the Figure 2.1 Sa represents supply curve and
D4 represents demand curve of Country A for X commodity. In free trade situation,Sc represents
supply curve of Country C and Sp represents supply curve of Country B for X commodity. S¢!
represents supply curve of Country C after CU for X. It is assumed that the costs of produce X of
the countries are in order as A > B > C . In a CU situation, Pc Pr interval represents CET that is
equal to the customs tariff of A before the CU. While A applies CET to imports from C, it does not
apply any tariff to imports from B. Therfore, while price of C will be increase from OP¢ to OPr ,
price of B remains at the level of OPg . Price of A decrease from OPr to OPg after the CU. As a
result of the CU following changes emerge : Production decrese from OQ3; to OQ, in A,
consumption increase from OQ4 to OQs in A, importation increase from Q3;Qs to QQs in A ,
revenue of customs tariff ( represented by 3+5 before the CU ) disappear in A, trade creation
occurs in the amount of Q,Q3+Q4Qs in favor of B , welfare gain represented by 244 is obtained ,
trade diversion represented by Q3;Q4 occurs , welfare lost represented by 5 is obtained, producer

surplus decreased from SS;Pr to SS,Pg, consumer surplus increase from DD, Py to DD,P5 .

Figure 2.1: Production, Consumption, Welfare Effects of A Customs Union on A Single Country (CountryA)
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Figure 2.2 depicts these static effects of a customs union on two partner countries namely Country
A and Country B. Tariff applied by A before the CU is represented by PcPr interval to protect its
national industry. On the other hand, tariff applied by B to protect its industry from external
competition before the CU represented by PcPg. In addition, before the CU price in A was OPr,
production was OQ,, consumption was OQs. Importation in the amount of Q,Q3; was provided by
C before the CU. Country B was self sufficient and its price was OPg, production was OQg,
consumption was OQg. Since production was equal to consumption in B before the CU,
exportation was not made. After the CU, CET which is average of both A and B countries pre-
customs union prices, is started to apply. Therefore, price of C including CET is indicated by OPy'.
Since OPg excess OPr, in the CU situation B has comparative advantage on A. But price of C is
more than price of B after the CU. As a result of the CU following changes occur: price in A
decrease from OPt to OPy, price of B increase from OPg to OPy, production of A decrease from
0Q; to OQy, consumption of increase from OQs to OQs. Difference between production and
consumption of A indicated by Q;Q4 will be imported from B. Therefore, trade creation occurs
and represented by Q;Q,+Q3Q,. welfare increase of A because of trade creation is represented by
2+4. There is also trade diversion represented by Q,Q3; which leads welfare lost of A represented
by 5. To understand the total effect of the CU on welfare of A, amount of 2+4 and 5 should be
compared. In B as a result of the CU, production increases from OQg to OQ7;, consumption
decreases from OQg to OQs, difference between production and consumption is exported to A
which is represented by QsQ7. In other words, the gain of B because of the increase in exportation
is QsQy after the CU. Increase in producer surplus of B is 6+7+8, while decrease in consumer
surplus is 6+7 in B. As a result, the welfare gain of B is (6+7+8)-(6+7)=8. Nevertheless,
production of B increase after the CU, since this increase occurs at high prices in fact efficiency of
production decrases in amount of 9. To sum up, Country B is obviously winner of the CU since its
revenue from exportation to A is more than the sum of both consumer and produser losts. Country
C trade decrease as a result of trade diversion but change in welfare level is excluded from the

analysis since its supply curve is accepted fully elastic.



Figure 2.2: Static Effects of A CU On Two Partner Countries (Countries A and B)
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Terms of Trade Effect

It can be calculated as ratio of export price to import price (Px/Pm). Increase in terms of trade
refers to increase in welfare. As Kiiclikahmetoglu(2000) states that the effects of a CU on terms of
trade is depend on following factors; domain of the CU, bargaining power of the CU, tariff rates of
the third countries apply to the CU members, decrease in costs within the union. In fact, each of
these factors effects the price of imported goods to the union from the rest of the world. In other
words, Even each members of the CU is small country which mean price taker, if a CU can be
regarded as a big country which has big market , it can effect price of good in world market by
using CET rate. By a CET level it can also reduce the price of imported good under both domestic
price of the union and world price which the members would import good in the case of free trade.
Since domestic price remain above the import price, domestic production decrease and domestic
consumption increase. Nevertheless, decrease in import price leads rise in tariff revenue that while
some part of it payed by the domestic consumers, the rest of it payed by importer which is welfare
gain. Another way of emerging terms of trade effects of the CU is based on internal trade of the

union. Trade between members can lead welfare gain in exporter country, but can lead decrease in



welfare of importer country as a result of too much decrease in terms of trade of that country than
the sum of its welfare gain and trade creation effect. Also as set by Molle(1997), indeed importing
countries united in a customs union can enforce lower supply prices on the world market. In this
way, they may improve the terms of trade for the customs union. This is illustrated by Figure 2.3,
where D¢y represents the customs union demand curve ans Scy represents its supply curve. Py
represents the price of the rest of the world. The customs union now introduces a tariff t . That
takes the price from Pw to Pw. and domestic supply from OQ; to OQs3.As demanded falls from
0Qg to OQq, foreign suppliers are confronted with a decrease in their export volume from Q;Qg to
Q3Q4. To pervent such a considerable loss of exports, the third country producers will cut their
prices to Pw' which means they keep an export volume Q,Qs.The customs union can import much
more cheaply than before; on thre assumption of constant prices for its exports , the customs union
lands a net gain ; its welfare from improved terms of trade is rectangle KHIL, which has to be set
against the two triangles GMH and INJ. Therefore, formation of a customs union will for many

countries be a rational choice , notably for smaller countries that lack market power.

Figure 2.3: Terms of Trade Effect of A Customs Union
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Economies of Scale Effect

Since a CU leads to increase in output by extension of the market, unit cost of production will
reduce and efficiency of production will increase. If the reason of decreasing costs is extension of
production scale, this is internal economies of scale. If reduction of cost arises from improvement
of industry conditions , this is external economies of scale'”. While economies of scale effect of
customs union is considered, external economies of scale is excluded. The Figure 2.4 depicts this
effect. The approach is static'® and the analysis is based on partial equilibrium analysis .
Assumptions are: Countries A and B establish a customs union, Country C represents the rest of
the world; Countries produce a homogenous good and A and B have reducing average costs, C has
fixed cost; Cost of A and B is higher than cost of C; The domestic price of A and B depends on
cost of C and tariff rate applied to imports from C, The customs tariff of A and B is made to
measure. In the Figure 2.4, AC, and Dy represent average cost curve and demand curve of A. OPy
is the price in A before customs union.

ACjg and Dg represent average cost curve and demand curve of B. D, indicates the total demand

of A and B. OPg shows the price of B before the customs union. OPy represents the price in A and

B after the customs union.

' See, Corden(1985), p. 58
'8 Some other studies such as Penketh(1992), McDonald(1999), El-Agraa(1990), Hitiris(1998), Healey(1995),
economies of scale effect is accepted as a dynamic effect.

' See, Corden(1985), p. 58



Figure 2.4: Economies of Scale Effects of A Customs Union
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If both A and B produced before the customs union, as price of A was OP, and produced and
consumed quantity was OQ), price of B was OPp and produced and consumed quantity was OQj3.
Tariff applied by A was PAPc, tariff applied by B was PgPc.After customs union, common tariff is
PuPc which is lower than both A and B previous tariffs. Since OPy is lower than previous price in
A, production stops, consumption increase to OQ; and importation from B starts. As a result,
consumer surplus increases in amount of 1+2 in A. In other words, welfare gain of A is indicated
as 1 which sources from production effect of CU, plus 2 which sources from consumption effect of
CU. Since cost of production in B is lower than in A, after customs union while production of B
increases to OQs which represented by intersection point of ACp and Da4p, consumption increases
to OQq. The increase in production represented by 3+4 leads reduction in production cost. This
phenomenon is called as economies of scale effect of a customs union. Reduction in cost is
consists by production and consumption effects. Production effect reflects reduction of cost
because of increase in production after CU represented by 3 in the Figure 2.4. Consumption effect

reflects reduction of cost because of increase in consumption represented by 4 in the Figure 2.4.

Therefore, after CU while B can export to A at OPy which is higher than OP¢ and its production
increased in the amount of Q4Qs which means additional gain represented by 5. As a result, while

trade creation effect emerges in favor of A, cost reduction effect emerges in favor of B. Both



effects lead to welfare gain. Also Country B can benefits from economies of scale effect of the CU

and has an advantage to compete in world market.

If only A produced before the CU, after the CU while it stops the production, B starts to produce
which is called trade reversal. Therefore, A imports from B instead of C. Since cost of C is lower
than costs of B, in respect of A there is trade creation effect. In respect of B, since it stops to import
from C and start to produce at higher cost than C, there is trade supression effect. Trade suppresion

which means stoping importation and starting production at higher cost, effects welfare negatively.

If only B produced before the CU, after the CU A starts to import from B instead of C. Therefore,
the trade diversion effect occurs. In addition, since production of B increases after the CU, cost

reduction effect occurs in favor of it.

Except from the first case, for other three cases, welfare effect of economies of scale which arise
from a customs union depends on whether trade creation and cost reduction effects or trade

diversion and trade suppression effects are dominant.

If both A and B did not produce before the CU, after the CU, A imports from B instead of C and B
starts to produce in stead of import from C. Therefore trade diversion effect emerges in favor of A,

trade suppression effect emerges in favor of B after the CU.%

Effects on The Operational Costs
After formation a customs union, there would be changes in operational systems of customs such
as decrease in number of staff. These changes can lead more efficient use of sources and to reduce

operational costs of customs.

Also according to Lipsey (1973), the theory has been confined mainly to a study of the effects of
customs unions on welfare rather than on the level of economic activity or the balance of payments

or the rate of inflation. These welfare gains and losses, which are the subject of the theory may rise

% As Mc Donald(1999)set, the magnitute of the benefits from internal economies of scale is determined by the degree

of integration, the significance of transport costs, and technical relationship between cost and output.



from a number of different sources like the specialization of production according to comparative
advantage which is the basis of the classical case for the gains from trade; economies of scale;
changes in terms of trade; forced changes in efficiency due to increased foreign competition and a
change in the rate of economic growth. As he stated that while the fourth source is ruled out of
traditional theory by the assumption that production is carried out by process which are technically
efficient, the theory of customs union has been almost completely confined to an investigation of
the first source which was just evaluated above in the context of static effects of a customs union.
Also there is slight attention to the second, the third and the fifth sources. Additionally,as stated by
Penketh (1992), however the change in trade patterns induced by the creation of a CU could result
in alterations to the competitive environment, and give rise to opportunities to reap economies of
scale. These dynamic factors may well have stronger impact on members of a CU than the static
effects of trade creation and diversion. In contrary to the static effects, the dynamic effects can be

seen in the longer term.

2.2.2.2. Dynamic Effects

According to Molle(1997) the dynamic effects of a customs union occur in long term, because
firms, workers and government react to the new situation and adapt the structure of production and
the economy has emerged after a customs union had established. Therefore, in long term, a
customs union may entail an important restructuring of the economies of the member states that
bring incurring significant adaptation costs. Nevertheless, these long term benefits are considered

to outweigh by these short term costs.

Effects on Competition

One of the these dynamic effects is reducing monopoly power within the home country by
increasing the possible sources of supply. This can result in higher outputs, lower prices and the
reduction of monopoly profits. National firms have to adopt these new conditions to compete. Each
member has to specialize on production that has comparative advantage. Therefore, competitive
market will emerge and welfare will rise in long term.

As McDonald(1999) stated that increasing the competitive environment may encourage producers
to improve non-price competition factors such as the qualities of their product. This may also lead

to benefits by increasing the demand for higher quality products.



Figure 2.5: X-efficiency and Customs Union
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As it is seen in the Figure 2.5, Dyk represents the demand curve of the United Kingdom, where Sg
represents the supply curve of Germany. A UK monopolist constrained to the price P;because of
imports from G. If this increase in competition is also accompanied by innovation to improve the
non-price characteristics of this good, the demand curve shifts to DUKI. Consumer surplus is
increased from P;AB represents previous improvements in non-price factors, to P;AC represents
after improvements. The increase in UK demand is met by increased imports from G. Therefore,
imports rise from Q;-Qs3 to Q3Qs. If the UK firm responds by the reducing X-inefficiency, this
could shift the marginal cost to MC, and allow the UK firm to increase its share of the market from
Qito Q,. If the UK firm reduced X-inefficiency without any increase in the non-price
characteristics of the good, the result would be that the UK firm would increase market share and
its producer surplus. There would be no benefit in terms of increased consumer surplus. Hence,
reduction in X-inefficiency do not necessarily lead to net welfare improvements for consumers.
Only if the lowering of production costs results in lower prices will there be any benefits to

consumers.

Effects on Technical Development



The second dynamic effect is efficiency gains because of technical efficiency arising from an
increase in competition. It has to be highlighted that the technical efficiency gains are by no means
automatic as a result of greater competition in integrated markets. According to Molle(1997), the
Figures 2.6 demostrates the relation between competition and technical efficieny. In Figure 2.6 ,
graph I, Sp and D, resresent supply and demand curves of Country A. While Sw represents the
world supply curve, supply of the customs union is represented by Scy. “t2” is just sufficient to
avoid any imports from the world market. “ts” is tariff operated by A before the customs union.
After creation of the customs union, the common external tariff will be set at t, level, and further
lowering of this common outer tariff to t; is envisaged. The lowering of the tariff from t; to t; will
lead to satisfaction of total demand of A by supply within the customs union. Since HLMI is equal
to KRL+MUN, as it was explained in static effects of the customs union, this union would be about
welfare-neutral. Reducing the tariff further to t; , triggering off an import quantitiy Q;Q4 from
partner country and Q4Q; from the world market, would be highly welfare creating, as the
combined areas K'RL' and M'UN' clearly outweigh the area XK'L"H'. The Figure 2.6, graph II,
represents the reaction of producers in A in long term. They accomplish savings on production
costs. Therefore, the supply curve of A will move down and the supply of the entire customs union
will drop accordingly. It is assumed that it dropped sufficiently to permit the customs union
producers to satisfy total home demand in the customs union under a tariff protection of t;. The
production and consumption effects of this drop in cost are indicated by the shift of equilibrium
point from F tol. To see the basic change in welfare effects, consider the change in cost of
production of the initial quantity from OE to OD that producers have realised under the pressure of
stronger competition. The cost reduction is equal to DEFG. This is a net positive effect and not a

redistribution effect of DEFK and a new effect of KFG.



Figure 2.6: Effects of Imporved Technical efficiency
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Effects on External Economies
Because of above effects, production efficiency and quality increase in some sectors of the member
country. Therefore, other sectors’ which take inputs from these sectors, product quality will rise

. . . . .21
and new external economies can emerge. This leads total improvement in member’s economies.

Effects on Investments

As Balassa(1961) stated, the lessening of uncertainity associated with national frontiers will
influece investment activity through its impact on investments in export industries and on foreign
investments. New foreign investments could take the form of equity or portfolio investments. The
possibility of selling on a large market and endeavour to get behind the tariff wall would provide
inducement for the establishment of plants by foreign concerns. In otherwords, a customs union

constitutes a big market than any member has. This big market motives both domestic and foreign

*! For example, Turkey by means of the agreement that was made between Turkey and the EU on the products of the
European Coal and Steel Community , can change its stripe products to flat ones and therefore it can receive
technology transfer and foreign direct investment for related sectors. Thus for these sectors, it is expected that external

economies will be emerged in long term in Turkey.



investors to make big investments. For foreign investors, direct investments into the union allow to

escape from CET.



3. THE CUSTOMS UNION BETWEEN TURKEY AND THE EC

3.1. Historical Development of The Customs Union between Turkey and The EC

From the beginning, the European integration movement has aimed a political integration of
member states. To achieve this end, economic integration of the members was seen as reasonable
starting point. As the Article 9 of the Rome Treaty states that the Community is based upon a
customs union which means that the economic integration was based on a customs union includes
free movement of goods, services, capital, labor within the union and a common external tariff for
imports from the third countries. Indeed, many of the articles of the Treaty of Rome are concerned
with establishing these four freedoms. The first step was taking to create a customs union which
creates a tariff union so as to be able to abolish all custom duties on trade between the members.
When it was completed in 1968, all customs duties and restrictions among the six founding
member states were eliminated and the common external tariff was introduced. However, in the
Article 3 of the Treaty of Rome, creation of a common market was set as an objective beside
creation of a customs union; the EU had not created a common market by the 1980’s even it was
often referred to as the common market in 1970s and 1980s. In 1987 the Single European Act was
agreed and it committed all member states to the creation of a common market by the end of 1992.
In 1993 the Single Market entered into force and really ensured the four basic freedoms. It
abolished the role of customs collecting excises/ VAT between the member states and allowed
the real customs union underlying the Community to become apparent to all. The single internal
market serves as an engine for greater harmonization in a variety of customs and non-customs
areas. It also serves as a catalyst in the strategy for economic expansion of the EU. This would not
be possible without the existence of the Customs Union and its principle of free circulation of

goods.

In this background, the association relationship between Turkey and the EC** has been established

by the Ankara Agreement (Association Agreement %) which was signed in September 1963 and

*2 Since, the CU between Turkey and the EU was decided before the Maastricht Treaty of 1993 which declared the EU
as new structure of the European Integration, the sides of the CU are reffered to as, the EC or the EEC
and Turkey.



has been put into effect in 1964. The Ankara Agreement envisaged the progressive establishment
of a customs union which would bring the parties together in economic and trade matters. By the
Additional Protocol which was signed in 1970 and come into force in 1973, time schedule and
levels for gradual realization of the CU were determined. In other words, the Additional Protocol
set out in a detailed fashion how the Customs Union would be established. The Article 9 of the
Protocol provided that on entry into force of this protocol; the Community would abolish customs
duties and charges having equivalent effect on Turkish industrial exports to the EC. Accordingly,
for Turkey by the Articles 10 and 11 of the Protocol two different lists of goods were set that
gradual removal of customs duties would be realized in accordance with them. While for industrial
sectors, in which Turkey was more competitive, tariffs were to be eliminated over a period of 12,
for other goods the tariff reductions were to be spread over 22 years. By the Article 24, the
Additional Protocol also provided that all quantitative restrictions on industrial imports into the
Community from Turkey were to be abolished. Briefly, according to the Protocol, the EEC would
abolish tariff and quantitative barriers to its imports from Turkey (with some exceptions including
fabrics) upon the entry into force of the Protocol, whereas Turkey would do the same in
accordance with a timetable. It also called for the harmonization of Turkish legislation with that of
the EU in economic matters.”* Nevertheless, in the period of 1973-1980 Turkey had to struggle
with both internal and external difficulties such as 1973 oil and 1974 Cyprus crises. In 1978,
Ecevit who was the prime minister of Turkish government, decided to freeze Turkey’s
responsibilities based on the Additional Protocol, for five years. Afterwards, this government has
been abolished and new government was established in November 1979. The new government set
the membership of Turkey to the EEC as one of the main goals. Also as Manisali(1995) stated,
beginning from January 24, 1980 strict economic measures had been applied to create stable
economy in Turkey. This new economic policy was consisted by the aims of restructuring, stable
economy and openning of the economy to external forces. These aims would help Turkey for its
membership to the EEC.Turkey changed its economic policy and gave up import substitution
model. Afterwards, its economy has been opened up to the operation of market forces. Following
this development, the relations between Turkey and the Community, which had come to a virtual
freeze after the military intervention of 12 September 1980 in Turkey, began returning to

normality.

» The EU develops association relationship with the third countries according to the Article of 238 of Rome Treaty.
This relationship can be based on a customs union or a free trade agreement.

* Furthermore, it envisaged the free movement of persons between the parties in the next 12 years.



In 1987, on the basis of Article 237 of the Rome Treaty Turkey applied for full membership. In
1990, however Turkey’s eligibility for membership was underlined on the Commission’s Opinion,
deferred the in-depth analysis of its application until the emergence of a more favorable

environment.

By the 1/95 decision of the Association Council, Turkey has completed the customs union

process with the European Community in accordance with the Association Agreement in 1996.
Therefore, the CU has been applied between Turkey and the EC for industrial and processed
agricultural products since January of 1996. As it is understood, traditional agricultural products
are outside the scope of the CU. Concerning processed agricultural products; the parties have
agreed on the establishment of a system in which Turkey would differentiate between agricultural
and industrial components of the duties applied on these products, similar to the model applied in
the Community. Therefore, with the CU agreement, while Turkey’s tariffs and levies on imports of
industrial products from the EU were eliminated, Turkey has also begun to apply the EU’s
common external tariff on imports from the third countries. As mentioned by Bekmez and Geng
(2002) by doing this, Turkey has reduced the average protection level from 10, 97% to 5, and 8%.
For agricultural goods, trade laws were modified according to GATT regulations. Another criterion
for the goods which are included by the CU is the place of origin. However, the place of origin
document is not necessary for the goods in free movement within the CU?; there are two
conditions for these goods. The first is the goods in question must enter the CU area in accordance
with the regulations which are determined by the association law. The second is that all customs

duties have to be paid and they would not be getting back in any way.

The customs union decision placed a number of obligations on Turkey, which can be summarized
like that the Turkish parliament must adopt new laws on copyright issues; import and export duties
must be removed and the tax system should be revised. In other words, because of the economic
integration Turkey have to harmonize its national regulations with the EC regulations. According
to Ozen (2002), the obligations sourced from this harmonization are classified as dyramic and

static obligations.*® The static obligations are obviously determined in the 1/95 decision of the

* In the customs union theory, since there is a common external tariff, there is no need for place of origin document.

% The terms of static and dynamic obligations should not be confused with the static and dynamic effects in CU
theory. These terms are used by the author to explain Turkey’s obligations in the context of the CU. Where the static
obligations refers to arrangements which Turkey has to adopt in the context of current customs, property rights,
competition, state aids and monopolies provisions of the EC, the dynamic obligations refers to arrangements which
will be possible to be made by Turkey in extent of the CU.



Association Council. One of the static obligations is arrangements related with the customs
provisions. Turkey is responsible to adapt many regulations of the EC in the context of customs
provisions. The second kind of static obligations sourced from property rights provisions of the
EC. Turkey is responsible to accept all regulations of the EC on this issue and apply them. Other
kind of static obligations are based on the competition provisions>’ of the EC. However
arrangements in the context of this obligation had to be made according to program determined by
the Additional Protocol, Turkey have not obeyed this program and these arrangements have been
made in the last period of the CU in accordance with 1/95 decision of the Association Council. The
last kind of static obligations are concerning the regulations of the EC on state aids and
monopolies. During the transitional period, under some conditions, Turkey would continue to give
state aids in the purpose of Turkish economy harmonization with the EC economy. Nevertheless,
in the last period of the CU, except textile and clothing sector, Turkey was given two years after
the1/95 decision would began to be in forced, as a time to adopt the EC regulations on this issue.
For textile and clothing sector Turkey was responsible to adopt the EC regulations just before the
accession of Turkey to the CU. In terms of state monopolies, Turkey was obliged to adopt the EC
regulations during the period of two years just after the CU would be in forced. In the context of
regulations, the second type of obligations of Turkey relates to dynamic obligations. These can be
defined as obligations which will make Turkey responsible to adapt some possible regulations of
the EC about the issues which can be considered in the future.” In addition to harmonization of
regulations, the CU also requires harmonization of economic policies. The success of the Turkish
government in dealing with these mandates will determine the success of the customs union.

Without harmonization of policies between Turkey and the EU, the CU cannot be succeeding.

3.2.The Stages and Institutional Base Set By The Ankara Agreement

Since the CU between Turkey and the EC is a part of the association relationship which has been
founded by the Ankara Agreement, the terms and the institutions of the Agreement must be
examined briefly to understand the institutional base of the CU. By the Ankara Agreement, while

the full membership of Turkey to the EEC is put as an ultimate political aim, achievement of the

7 The Article 12 of the CU Decision can be a good example for static obligations of Turkey in the context of
competition policy .

* In the future, since there will be arrangements in trade policy of the EU, Turkey will be responsible to adapt these
arrangements in the context of the CU. These kind of arrangements are generally between the Articles of 52 and 62 of
the CU Decision. For example, the Art 52 of the CU Decision stated that in the areas directly related with the CU,
Turkey has to harmonize its legislation with the EUs legislation such as competition policy, intellectual and property
rights. This may be extended in the future regarding improvements in the CU issues. See also Kabaalioglu(1998)
p-129



aim is depended on some technical and economic conditions for Turkey. If both sides decide that
these conditions are met, than full membership will become real.By leaning on the first Article of
the Ankara Agreement, it can be said that the sides of the CU are the EEC and Turkey. In addition,
the institutional framework of the association supports this bilateral structure. By the Ankara

Agreement, three periods were determined for gradual realization of the CU.

3.2.1. Preparatory Stage

The first is preparation period which was determined to prepare Turkish economy for a customs
union with EEC. During this period, Turkey would be given financial aids to strengthen its
industry and to be ready for transition period in which Turkey would start to reduce its tariffs on
imports from the EEC. Also Turkey needed to establish new industries which have competition
power in the EU market. Therefore, financial aid became one of the most important issues of the
association relationship. Accordingly, the Financial Protocol which was accepted by the Ankara
Agreement, aimed to facilitate integration of Turkish economy to the EU economy. In the
Financial Protocol, it was decided that the financial aid® given to Turkey would be in form of
credit not in form of donation. The preparation period was finished by the Additional Protocol

which determined the details of the transitional period.

3.2.2. Transitional Stage

The aims of the transitional period were both gradual realization of the CU and getting closer of
economic policies of Turkey and the EU. By the Additional Protocol, conditions, methods and
terms of the transitional period were designated. As it is mentioned above, reduction of Turkish
tariff on imports from the EU was subjected to two lists which offered reduction of tariffs in 12
years and in 22 years for some sensitive sectors. Nevertheless, because of some domestic political
reasons Turkey could not apply this program and had been freezing its obligations, sourced from
the Additional Protocol, between years of 1978 - 1988. In fact that however Turkey wanted to sign
the Additional Protocol insistently, it also realized that its economy was not prepared for
transitional period.”® Therefore, Turkey had risen up the customs tariffs 50% just before the
Additional Protocol. As a result, in 1988 the scope of list which offered removing of tariffs in 22

years was enlarged and started to be applied. This means that the CU would be completed in 1995

% The amount of planned financial aid given to Turkey would be 175 million ECU.

0 See Ozen(2002), pgl2-13



and the final period of the association relationship would start. Before examining the final stage, it
has to be underlined that in the Additional Protocol there are also some other provisions which
have not been applied yet such as freedom movement, state aids etc. To apply these provisions, as
different from the CU provision, the Association Council has to decide on them but it has not give

these decisions and therefore these provisions have not been applying yet.

3.2.3. The Final Stage

According to the 5™ Article of the Ankara Agreement, the last period is based on the CU and it
proposes strengthening of coordination between the economy policies of both sides®’. On 6 March
of 1995 the Association Council decided (1/95) that the CU between Turkey and the EEC would
begin to apply completely. Thus, on 1 January of 1996 the CU has began to apply completely and
the final period of the association relationship between Turkey and the EU has started. According
to Ozen (2002), the 1/95 decision of the Association Council is not an agreement. In association
law, the Additional Protocol is seen as real customs union agreement.The 1/95 decision is accepted
as a document which determines necessary arrangements to apply resolutions of the Additional
Protocol. According to the Article 3/3 of the 1/95 decision the CU area is consist of Turkish
custom area and the EEC custom area. The CU area between Turkey and the EEC is not limited by
the existed member states when the decision would start to be in force. It will be also consist of

new member states of the EEC

The Ankara Agreement proposes to establish institutions to manage the Association relationship

and to improve it towards the full membership. In this context there are five main organs.

The Association Council

The Association Council is the only decision making and the most authorized institution of the
association relationship. There are two sides namely Turkey and the EC in the Council. It is
constituted by representatives of Turkish government and the EC. Turkey and the EU have one
vote for each and decisions are taken by unanimity. The member states of the EU do not have vote
as a unique state, they have to determine a common attitude in the Council. However the
institutional structure is based on the bilateral nature of the association relationship, since the
Ankara Agreement is mixed agreement which all member states have to sign, the CU can be

evaluated as an agreement, which all member states constitute sides

31 See Ozen(2002)



of it. The Council is powered to decide on issues about the aims determined on the Ankara
Agreement and the related protocols. The sides of the Ankara Agreement are obliged to obey
decisions of the Association Council. In addition, the Council is authorized to control the
applications of its decisions and to advice accordingly. Besides, it can found committees to
investigate any issue in the extension of Association Agreement. Disputes between sides on any

issue in the extension of the association agreement can be solved in the Association Council.

The Association Committee

Another organ that was established to manage the association relation is the Association
Committee which was founded by the Association Council decision. It forms the decisions that
will be argued by the Association Council and investigates the issues which are determined by the
Association Council. It is composed by the technicians. While Turkish side is constituted by the
group with the presidency of permanent delegate assistant, the EU’s side is represented by

authorized technicians of member countries.

The Mixed Parliament Commission

The Turkey-the EU Mixed Parliament Commission was founded by the 1/65 decision of the
Association Council. There are 18 representatives of each side. The main task of the commission is
to evaluate annual reports of the Association Council and to advice about issues related with the

association relationship. It is the organ which relates Turkish Parliament with the Association.

The Customs Cooperation Committee
The last institution is Committee of Cooperation on Customs. It is technical committee which was
founded by the 2/69 decision of the Association Council. It provides technical assistance to the

Council on the issues based on the Ankara Agreement’s provisions of customs.

The EC- Turkey Customs Union Joint Committee

As it was explained above, the Council of Association is authorized to establish committes
especially to ensure the continuing cooperation necessary for the proper functioning of the
Agreement. In this regard, on the base of the Art 52 , it established EC- Turkey Customs Union
Joint Commitee which shall meet at least once a month (Art 53) and it “shall carry out an exchange
of views and in formation, formulate recommendations to the Associsiation Council and deliver

opinions with a view to ensuring the proper functioning of the CU”(Art 52). Moreover, wherever



new legislation is drawn up by the EU or Turkey in an area of relevance to the operation of the CU,

the CU Decision lays down rules on consultation and decision procedures between the parties.



4. THE 1/95 DECISION OF THE ASSOCIATION COUNCIL

4.1. The Source and The Meaning of The 1/95 Decision

The Decision of the EC-Turkey Association Council which™ is at the basis of the CU, consists in
66 articles, 16 statements and 10 annexes.The Customs Union between the European Community
and Turkey came into effect on January 1, 1996. In otherwords, the third and the final phase of the
Association which is based on a customs union has started on this date. As Kabaalioglu(1998)
stated, establishment of a customs union between Turkey and the European Union had not been
agreed on March 6, 1995. In fact, the commitment to establish a customs union was provided in the
Association Agreement, its programme, timetables and rules were established in the Additional
Protocol. Actually, it was the 1/95 decision of the Association Council taken on March 6, 1995 and
“lays down the rules for implementing the final phase of the customs union” as forseen in the

4

Ankara Agreement™. Also there are articles® of the 1/95 Decision are repetitions of the

corresponding ones in the Additional Protocol which are guided by the Treaty of Rome.™

4.2. The Content of The 1/95 Decision

The Article 3 describes the customs territory of the EC and the customs territory of Turkey as two
component of the “customs territory”’which includes industrial and processed agricultural goods
produced in the Community or Turkey and goods coming from third countries and in free
circulation in the Community or in Turkey®. Accordingly, the Article 3 of the Council Decision
1/95 puts that “Products from third countries shall be considered to be in free circulation in the
Community or in Turkey if the import formalities have been complied with and any customs duties

or charges having equivalent effect which are payable have been levied in the Community of in

2 See Neuwahl (1998) p.38

3 The Association Council Decision 1/95 received the assent of the European Parliament Nevertheless, it was believed
that the assent procedure of the European Parliament was not required as this was not a new international agreement
but simply an implementation measure of an Association Agreement already in force. See Kabaalioglu(1998),p.117

* Such as the Article 3 and the Article 4

¥ See Kabaalioglu, (1998),p.118

% See Kabaalioglu(1998), p.118



Turkey, and if they have not benefited from a total or partial reimbursement of such duties or
charges.” Therefore, the Customs Union provides the elemination of customs duties, quantitative
restrictions and measures having equvalent effect for these type of goods37 between the EC and

Turkey.

As well, the kinds of goods covered by the customs union are defined on the Article 2 of the
Decision as‘“‘products other than agricultural products”. In other words, only industrial goods may
benefit from the customs union, however the Article 24 affirms that “ the Parties’ common
objective to move towards the free movement of agricultural products”. Thus, as
Kabaalioglu(1998) set, Turkey and the Community shall progressively improve the preferential
arrangements which they grant each other for their trade in agricultural products. It has to be noted
that, processed agricultural products are defined as products contain”agricultural component” that
can be obtained by, according to Art 19, “adding together the quantities of basic agricultural
products considered to have been used for the manufacture of goods in question”. The Community
shall apply to Turkey the same specific duties that represent the ‘“agricultural component”
applicable to third countries. Turkey,too, shall apply the “agricultural component” to imports from

the Community.

Furthermore, according to Neuwahl(1999), not only does 1/95 Decision establishing the customs
union go beyond what is normally understood by a customs union, but it is also supplemented by
further measures such as declaration on the resumption of financial cooperation. In addition,
establishing a customs union also necessitates harmonizing the commercial policy of Turkey with
the ECs commercial policy besides adopting its Common Custom Tariff and all the relevant
customs legislation.”® According to Kabaalioglu(1998), this also requires adopting the autonomous
regimes and preferential agreements with third countries. Harmonization of the Turkish
commercial policy with the ECs commercial policy would be realized by negotiations which are
made on a “mutually advantageous basis” with concerned countries. Accordingly, Article 16 of the
1/95 Decision determines that Turkey would align itself “progressively with the preferential

customs regime of the Community” within five years as from January 1, 1996. According to

7 As Balasubramanyam and Togan(2001) state, since all industrial goods apart from European Coal and Steel
Community(ECSC) products are covered by the CU, in the case of these products, Turkey signed a free trade
agreement with the EU in 1996.

* As Kabaalioglu(1998) underlined, Turkey has applied substantially the same commercial policy as the Community

in the textile sector.



Balasubramanyam and Togan(2001), since Turkey had to apply the CET and accepted all the EU
preferential agreements by 2001, it would be faced with different sets of tariff rates for different
groups of countries such as countries with which the EU has FTAs. As Balasubramanyam and
Togan(2001) stated, all group of countries have benefited from the reduction in nominal protection

rates in Turkey as a result of the CU.

In addition to harmonization of commercial policies, Turkey had to adopt customs legislation with
the Community Customs Code. As Article 28 of 1/95 Decision determines fields that Turkey had

to adopt its legislation are,

-Origin of goods

-Customs value for goods

-Introduction of goods into the territory of the customs union

-Customs declaration

-Release for free circulation

-Suspensive arrangements and customs procedures with economic impact
- Movement of goods

- Customs debt and the right of appeal.

According to Art.52 of the 1/95 the CU Decision in addition to these areas, Turkey is responsible
to adopt the EUs legislations on competition, intellectual rights and properties, and also trade
barriers for industrial goods®. As it is well known, in customs union theory fair competition
conditions are essential to avoid one or both of two parties from possible market share loss. The
competition rules of the customs union between Turkey and the EC are provided by the Articles
between 32-38 of the Decision. According to Kabaalioglu(1998) Turkey is imposed a lot of
requirements fall outside the basic customs union structure by the Decision 1/95. Requiring Turkey
to have a national competition law ( Art 39) is one of them. As stated by Laird and Halter(1999),
Turkish Competition Law based on the competition articles of the Treaty of Rome, passed in 1994
and the Competition Board which was established to be responsible for the implementation and
the enforcement of the prohibitions set out in the law, has started running three years after.
Additionaly, according to Laird and Halter(1999), the key provisions of Turkey’s competition law

are based on the EU competition law: agreements, decision, and concerted practices in restraint of

¥ See Emlak Bankas1(1996),p.18



competition; abuse of dominant position; and mergers and aquisitions*’. Therefore, arrangements
between Turkish and foreign enterprises or between foreign enterprises, even outside Turkey, may
be covered by the law.However, the Art 34 of the CU Decision states that any aid which distorts or
threatens competition by favouring certain unertakings of the production of certain goods shall, in
so far as it affects trade between the EU and Turkey , be incompatible with the proper functioning
of the CU. Aid to promote the economic development of Turkey’s less developed regions will be
allowed until 1 January 2001. Actually, it can not be denied that this kind of arrangements in
competition conditions will be useful for both national and common markets. A law and a body
administers this law, provide fair competition and so well working market. In long term, together

with other factors also this will help to attract foreign capital.

In terms of intellectual, industrial and commercial property rights the Article 31 of the Decison
1/95 is allocated. According to Kabaalioglu(1998), the CU could function properly only if *
equivalent levels of effective protection of intellectual property rights” were provided in both
constituent parts of the CU. The Parties undertook to meet the obligations set out Annex 8*! of the
Decision. In fact, it was Turkey that was going to implement all these provisions as the
Community and Member States had already adopted these texts. According to Laird and
Hartler(1999), Turkey started to make considerable reforms in its intellectual property rights
regime in 1995 by enacting laws on patents, trade marks, industrial designs, geographical
indications and copyright. All these laws were enacted as a part of harmonization of Turkish
intellectual property regime with the EU legislation on intellectual property rights and the WTO
Agreement on TRIPS. In addition, Turkey accepted a number of international conventions
governing this area such as Locarno Treaty(1968)42 and Nice Agreement (1957)43. As a result,
Turkey have been given an extensive legal framework for protection of intellectual property rights

by these reforms.

40 See Laird and Halter(1999), p.152

*I Annex 8 “On Protection of Intellectual, Industrial and Commercial Policy” which Turkey had to join, consist of four
full pages, nine articles but also listing many international conventions and agreements (all of which contain extensive
provisions), in addition to extensive national laws to be adopted, shows the dimension of the undertaking that Turkey
has entered into. See Kabaalioglu(1998), p.126

* It was signed by Turkey in 1998

* Nice Agreement which was signed by Turkey in 1996, concerns the internationalclassification of goods and services

for the purpose of the registration of marks.



4.3. Consultation and Decision Making Procedures Established By The Decision

As Neuwahl(1999) stated, while the consultation and decision making procedures of the CU
Decision are investigated, it has to be reminded that one of the characteristics of the customs union
which it shares with the Ankara Agreement, is that of the “institutional void”. The term denotes not
so much to a lack of institutional structure for the implementation of the agreements, but rather its
diplomatic or intergovernmental character which translates in practice into a lack of parliamentary

control and an absence of recourse to judicial dispute settlement.

In the Decision, the consultation and decision making procedures are between the 52-62 Articles.
As it was mentioned in chapter three, the Articles 52 and 53 establishes the Joint Commitee and
determines its working rules. The Article 54 arranges the harmonization process of Turkish
legislation with the EU legislation. In this regard, it stated that “in areas of direct relevance to the
operations of the Customs Union, and without prejudice to the other obligations deriving from
Chapters I to IV Turkish legislation shall be harmonized as far as possible with Community
legislation.” and ‘“‘areas of direct relevance to the operation of the Customs Union shall be
commercial policy and agreements with third countries comprising a commercial dimension for
industrial products, legislation on the abolition of technical barriers to trade in industrial products,
competition and industrial and intellectual property law and customs legislation. The Association
Council may decide to extend the list of areas where harmonization is to be achieved in the light of

the Association's progress.

As the Art 55 states, wherever new legislation is drafted by the European Commission in any of
these areas, the Commission shall “informally consult Turkish experts”, together with experts
from the member states. After this informal consultation the Commission will transmit its proposal
to the Council of Ministers (of the European Community). Since Turkey is not a member, the
Commission shall send copies thereof to Turkey, for information purposes. According to Art 55,
Turkey and the Community may consult each other upon mutual request, within the CU Joint
Committe before the actual decision of the Council of Ministers. The Article 56 set that regarding
these areas, “Turkey will be immediately informed within the CU Joint Committe”, “ to allow
Turkey to adopt corresponding legislation which will ensure the proper functioning of the CU”. In
addition, this article set that where there may be problems for Turkey in adopting the

corresponding legislation, the CU Joint Committe shall make every effort to find a mutually

acceptable solution in order to maintain a properly functioning customs union.



The Article 57 determines the rules for amending legislation by Turkey in an area of direct
relevance to the functioning of the CU. According to Kabaalioglu(1998), while Turkey has a right
to amend legislation concerning the CU, such a right to differ from the Community legislation
depends on the approval of the CU Joint Committe. As the Art 57 stated that “the principle of
harmonization defined in Article 54 shall not affect Turkey's right, without prejudice to its
obligations deriving from Chapters I to IV to amend legislation in areas of direct relevance to the
functioning of the Customs Union provided the Customs Union Joint Committee has concluded
that the amended legislation does not affect the proper functioning of the Customs Union or that
the procedures referred to in the paragraphs 2 to 4 of this Article have been accomplished.” It also
states that “where Turkey is contemplating new legislation in an area of direct relevance to the
functioning of the Customs Union, it shall informally seek the views of the Commission of the
European Community on the proposed legislation in question so that the Turkish legislator may
take his decision in full knowledge of the consequences for the functioning of the Customs Union.”
and “the Parties shall cooperate in good faith with a view to facilitating, at the end of the process,
the decision most appropriate for the proper functioning of the Customs Union.Once the proposed
legislation has reached a sufficiently advanced stage of drafting, consultations shall be held within
the Customs Union Joint Committee.” The Article 57 added that“If Turkey's adoption of such
legislation is likely to disrupt the proper functioning of the Customs Union, the Customs Union

Joint Committee shall endeavour to find a mutually acceptable solution.”

As it was determined in the Article 58, the parties of the CU have the right to refer to the CU Joint
Committee under some conditions; “if, at the end of the consultations undertaken under the
procedure provided for in Article 56 (2) or Article 57 (4), a mutually acceptable solution cannot be
found by the Customs Union Joint Committee and if either Party considers that discrepancies in the
legislation in question may affect the free movement of goods, deflect trade or create economic
problems on its territory, it may refer the matter to the Customs Union Joint Committee which, if
necessary, shall recommend appropriate ways of avoiding any injury which may result.The same
procedure will be followed if differences in the implementation of legislations in an area of direct
relevance to the functioning of the Customs Union, cause or threaten to cause impairment of the
free movement of goods, deflections of trade or economic problems.If discrepancies between
Community and Turkish legislation or differences in their implementation in an area of direct
relevance to the functioning of the Customs Union, cause of threaten to cause impairment of the
free movement of goods or deflections of trade and the affected Party considers that immediate

action is required, it may itself take the necessary protection measures and notify the Customs



Union Joint Committee thereof; the latter may decide whether to amend or abolish these measures.

Priority should be given to measures which least disturb the functioning of the Customs Union.”

Both of the Articles 59 and 60 arranged the procedure which involves preparation of draft
measures in areas of direct relevance to the proper functioning of the CU and consultation process.
According to Article 59; “in areas of direct relevance to the proper functioning of the Customs
Union, the Commission of the European Communities shall ensure Turkish experts are involved as
far as possible in the preparation of draft measures to be submitted subsequently to the committees
which assist the Commission of the European Communities in the exercise of its executive powers.
In this regard, when drafting proposals, the Commission of the European Communities shall
consult experts from Turkey on the same basis as it consults experts from the Member States of the
Community. Where the matter referred to the Council of the European Union is in accordance with
the procedure applying to the type of committee concerned, the Commission of the European
Communities shall transmit to the Council of the European Union the views of the Turkish
experts.” In addition, the Article 60 set that “Turkish experts shall be involved in the work of a
number of technical committees which assist the Commission of the European Communities in the
exercise of its executive powers in areas of direct relevance to the functioning of the Customs
Union where this is required to ensure the proper functioning of the Customs Union. The procedure
for such participation shall be decided by the Association Council before the entry into force of this
Decision. The list of Committees is contained in Annex 9. If it appears to the Parties that such an
involvement should be extended to other Committees, the Customs Union Joint Committee may
address the necessary recommendations to the Association Council for decisions.” As it is
understood; although Turkey cannot be directly involved by the decision making procedure, it can

join the process by the consultation process and committees.

In terms of disputes, although the Articles 61 and 62 of the CU Decision set the rules, there is no
provision in the Association Agreement whereby the Court would have automatic jurisdiction.
According to Article 61 “without prejudice to paragraphs 1 to 3 of Article 25 of the Ankara
Agreement, if the Association Council fails to settle a dispute relating to the scope or duration of
protection measures taken in accordance with Article 58 (2), safeguard measures taken in
accordance with Article 63 or rebalancing measures taken in accordance with Article 64, within six
months of the date on which this procedure was initiated, either Party may refer the dispute to
arbitration under the procedures laid down in Article 62. The arbitration award shall be binding on

the Parties to the dispute.” Also the Article 62 set the rules when a dispute is referred to arbitration



t; “If a dispute has been referred to arbitration there shall be three arbitrators. The two parties to the
dispute shall each appoint one arbitrator within 30 days. The two arbitrators so designated shall
nominate by common agreement one umpire who shall not be a national of either Party. If they
cannot agree within two months of their appointment, the umpire shall be chosen by them from
seven persons on a list established by the Association Council. The Association Council shall
establish and review this list in accordance with its rules of procedure. The arbitration tribunal shall
sit in Brussels. Unless the Parties decide otherwise, it shall adopt its rules of procedure. It shall take
its decisions by majority.” Table 4.1 summarizes the conditions and results of measures which are

mentioned in Articles 58(2), 63 and 64 of the Decision.

Nevertheless, as Neuwahl(1999) stated, since Turkey is under an obligation to bring its law into
line with Community legislation, there is a little room for both parliamentary control and for
protection of the individual. Neither the Association Agreement nor the customs union benefits
from a court system with compulsory jurisdiction of the type of the European Court of Justice. The
Article 66 states that “The provisions of this Decision, in so far as they are identical in substance to
the corresponding provisions of the Treaty establishing the European Community shall be
interpreted for the purposes of their implementation and application to products covered by the
Customs Union, in conformity with the relevant decisions of the Court of Justice of the European
Communities.”The Council may resolve the dispute by a decision which shall be binding on the
part of the Parties concerned since each party is required to take the measures necessary to comply
with such decisions. In cases, where the Association Council can not resolve the dispute, the
Council may decide to submit the dispute to the Court of Justice of the EU. The decision to submit
a case to the European Court can only be taken unanimously. In other words, although there is no
clear expression in the Article 66, it can be explained that the related decisions of the Court of
Justice of the EU with the regarding dispute can be seen as a guide, if a dispute can not be solved

by the Association Council.



Table 4.1 Summary of Protection, Safeguard and Rebalancing Measures

Protection Measures
Article 58(2)

Conditions: If there is serious damage in;

-a sector
-a region
-balance of payments

Measure:

-It must be the least harmful
for the CU

-It must only deal with
the specific problem

Result: Within 6 months The Association Council,

A) makes a decision ,
-the problem is solved
OR

-the problem is consigned to
the Court of Justice
OR

-the problem is consigned to
another judgement authority

B) does not make a decision,
-the problem consigned to arbitration
and decision will be binding for both sides

Safeguard Measures
Article 63

Conditions: If differences between

legislations or in applications of legislations

which are in areas of direct relevance to the proper
functioning of the CU

-obstruct the free circulation of goods
OR
-lead trade divergence
AND
-the effected side needs to get measure urgently

Measure: It must be the least harmful
for the CU

Result: The Joint Commitee;
A) makes a decision

B) does not make a decision and
the problem is consigned to
the Associaiton Council.

Within 6 months it;

a) makes a decision ,
- the problem is solved
OR
-the problem is consigned to
the Court of Justice
OR
-the problem is consigned to
another judgement authority
b) does not make a decision
-the problem consigned to arbitration
and decision will be binding for both sides

Rebalancing Measures
Article 64

Conditions: If one of the sides;
-takes protection measures according
to the Article 58(2)
OR
-takes safeguard measures according
to the Article 63
AND
If balance between rights and
obligations sourced from1/95 is
damaged because of these measures

Measure: It must be the least
harmful for the CU

Result: Within 6 months
The Association Council;
A) makes a decision ,
- the problem is solved
OR
- the problem is consigned to
the Court of Justice
OR
- the problem is consigned to
another judgement authority

B) does not make a decision
- the problem consigned to
arbitration and decision will be
binding for both sides



S. CRITICS ON THE CU BETWEEN TURKEY AND THE EU

In period just before and after the CU between Turkey and the EU came into effect on 1 January of
1996, arguments on it has become multiplied. In this section, these arguments are classified
regarding their sources. Although some of these arguments are not scientific, they can be seen in
many papers edited by NGOs and public institutions. In this context, the study includes some
references which consists these kind of arguments, not because of their uncertain contributions to

the customs union research but because of their impact on the public opinion.

5.1. Arguments Regarding Source of the 1/95 CU Decision

The arguments about the source of the CU between Turkey and the EU based on whether it is a
decision of the Association Council sourced from the Association Agreement or a separate
agreement. As stated by Manisal1 (1995) claims that the CU is not natural conclusion of the Ankara
Agreement. The aim of both the Ankara Agreement and the Additional Protocol was to join to the
Community under same conditions with other countries. Nevertheless, by 1991 Maastricht Treaty,
generating common foreign and security policies have been added to the EU agenda as new aims.
In other words, the community has been turned into another kind of economic integration model in
which a member would gradually transfer its power on both economic and political issues to a
supranational authority. Henceforth, it was not the same community that Turkey had wanted to be
involved in by 1963 Ankara Agreement and 1970 Additional protocol. After Maastricht Treaty,
however the Community members needed to get approval of their national parliaments on new
extended structure of the Community, Turkish government did not need to get such an approval
and signed the CU agreement on 6 of March in 1995. Since the EU is not same of the EC regarding
both its economic and political aspects, the CU which is supposedly accepted as prelude for the full

membership to the EU has to be approved by the Turkish Parliament as an independent agreement.

Also Tezel (1996) stated that the CU in question is different agreement from the one which was
determined by Ankara Agreement. In fact, because of its form which resembles an agreement more
than a decision because of going into details, it can not be perceived as a decision, it should be

evaluated as different agreement from the Association Agreement.



On the other hand, there are arguments, will be explained below, claims that since the CU is a step
forward to the full membership to the EU, and the full membership was set as main aim by Ankara
Agreement, the CU is a natural source of the Ankara Agreement. The common basis of these
arguments is that, the fact of European Integration has not been stable, it always consists of
dynamic elements. That is why it has been established by series of agreements which provide
flexibility and set only the frame to achieve the aim. Also the Association relationship between
Turkey and the European integration should have been convenient for this nature of the European
integration. Therefore, while the Association relationship has proceed and conditions for both
parties has changed, the Ankara Agreement which in nature resembles the establishing agreements
of the European integration, espacially the Treaty of Rome, has needed to be supplemented by

other law instruments like protocols.

Kabaalioglu (1999) approaches to the CU as a part of whole accession procees of Turkey to the
European integration. His argument is based on the nature of European integration established by
the Treaty of Rome which declares that “the Community shall be based upon a customs union
which shall cover all trade in goods” (Art.9). The CU between Turkey and the EC was completed
in 1996 and constituted a final phase of Turkish association before accession to the Community in
accordance with the Ankara agreement which provides “the final stage shall be based on customs
union” (Art.5) as the Treaty of Rome does.** And the Association Council Decision 1/95 « lays
down the rules for implementing the final phase of the customs union” which was foreseen in the
Ankara Agreement. In other words, the drafters of the Association Agreement between Turkey and
the EC, just like the founding fathers of the EC, based an important aspect of relations on a
customs union. To sum up, according to Kabaalioglu(1998), the commitment to establish a
customs union was provided in the Association Agreement and its program and adoption were
established in the Additional Protocol. Thus it was agreed in 1963 and detailed in 1970, not in
1995.

As Ozen (2002) mentions, the 1/95 decision of the Association Council is not an agreement. In
association law, the Additional Protocol is seen as real customs union agreement. The 1/95
decision is accepted as a document which determines necessary arrangements to apply resolutions
of the Additional Protocol. In fact, while the transitional period of the CU was realized by a

protocol, the last period was realized by a decision. This means that while to start transitional

* See Haluk Kabaalioglu (1999),pg. 114-115



period of the CU approvals of both Turkey and the EU member states were required, to start the
last period approval of both Turkey and the EU member states were not required. By elimination of
this approval process, possibility of the Greek Parliament’ veto was removed. In other words, it
was preference of Turkey to realize the last period of the CU by a decision not by an agreement
Nevertheless, although, there was no legal obligation, the EU put the 1/95 decision of the
Association Council to the vote in the European Parliament. 4

In addition to these counter arguments, it can be said that, since the Ankara Agreement was

approved by Turkish Parliament, there is no need to get Parliamentary approval for 1/95 Decision.

5.2. Arguments Regarding Aim of the CU

The aim of the CU between Turkey and the EU is another subject for the critiques. The main
argument is that, if the CU between Turkey and the EU is not a step for the aim of full
membership, it can be harmful for Turkish economy regarding its impacts. At this point, the
question gains importance which is it a step for the full membership or not? For some critics such
as Kinzer (1997), there is differentiated perception of the CU between Turkey and the EU. While
Turkey sees the CU as an important step to full membership, the EU sees it as a different process

from full membership.

As Ugur (1997) states that, the Association Agreement has two main aims namely the CU and
Turkey’s full membership to the EU. The first aim was realized on time. Nevertheless, it does not
mean that the full membership is closer than ever. The main assertion is perception of full
membership by the EU as political rather than economic phenomenon. Although importance of
economic aspects of the membership can not be denied, it depends heavily on political factors.
Since the CU can not contribute to solution of Turkey’s the political problems such as

democratization, it can not guarantee the full membership of Turkey to the EU.

In accordance with Tezel (1996) the EU has not guaranteed for the full membership in return the
CU. Moreover, as it is understood from results of the Lisbon Summit 1992 and Copenhagen

Summit 1993, the EU evaluates the CU apart from the full membership of Turkey. In this respect,

* Tn opposition to Manisali’s argument, Alkaya (1999) claimed that the CU is a natural result of the Ankara

Agreement.



the CU between Turkey and the EU has to be reevaluating by Turkey. It is not reasonable to be
included in an economic integration model in which Turkey can not join the decision making
procedure but has to adopt its decisions. Therefore, for Turkey, if the CU is not a prelude for the
full membership to the EU, other alternative economic integration models such as free trade
agreement should be discussed. As in theory, since a FTA does not include common external tariff
to the third countries and common trade and competition policies, for a country being involved by
it does not prevent to implement own national trade policy. *° Another alternative to the CU that
Oktay (1996) discuss is liberalization of country’s trade by preferential trade agreements on single
country basis as the US does. By doing so, economic privileges can be reciprocal and synchronized
between Turkey and a partner country which Turkey finds beneficial to be in preferential trade
relation. Nevertheless, if Turkey makes such agreements with developed western countries,
political pressures that are claimed to be existed in the CU context, would be still exist. Otherwise,
if Turkey makes such agreements with developing countries which have similar unstable economic
and political conditions with Turkey, the gain from this trade will be so controversial. Hence, to a
make rational choice among economic integration models, the question of the purpose of the CU is
whether integration with the EU or to get only economic gains by the means of trade off, has to be

considered.

As Michael Lake (the EU envoy in Ankara) mentioned in Kinzer’s (1997) article “the CU created
misconceptions on both sides. The EU side felt that Turkey would be preoccupied with making it
work and not press for full membership for some time. Turkey had the misperception that the
customs union was stepping stone toward full membership in the next year or two. This led to a

drifting apart, which both sides are now determined to reverse.

The aim of Ankara Agreement is participation of Turkey as a member to the EU and the CU is a
part of this full membership process. However, the main aim of the CU is joining of Turkey to the
EU; there is no direct relationship between the full membership and the CU. As in same the same
manner with Ugur, Savas(2002) state that since full membership necessitates realization of political
criterions beside the economic ones, just complement of the CU is not enough for Turkey which is

candidate country for full membership, although it improves Turkey’s economic conditions in

% As in same manner with Tezel, Oktay (1996) argued, if the CU was not based on Turkey’ full membership intend, it
was not necessary to be involved by it because of negative effects brought about it. At that time, since it does not lead

diversion from trade liberalization goal, FT A can be evaluated instead of the CU.



comparison with the EU’s. Also it is important to motivate Turkey during the process of achieving
the full membership aim by giving approximate date for it. By doing this the EU prevent

evaluation of other alternatives to the CU by Turkey.

According to Ozen (2002), while Ankara Agreement which sets the full membership as an ultimate
political aim defines some economic provisions for achieving this aim, and also determine a CU
between community members and Turkey to realize these economic provisions. Turkey is the only
state which has a customs union with the EEC without being full member of the EU. In fact,
except form the bilateral nature of the Association Agreement when the decision making process of
the association relationship is examined, it can be said that there is one sided integration of Turkey
to the European single market. For Turkey, if it is not a part of full membership process, the CU
can not be seen as reasonable economic integration model. In other words, the CU is useful for

Turkey only as a phase of full membership.

The CU is the most extensive trade association of Turkey in the aims of both outward oriented
growth and the full membership to the EU. By its provisions, it can be seen as an economic
integration which is more advanced than a CU. In addition, by completion of the CU, Turkey
fulfilled its obligations on a large scale as a WTO member. Especially, after Turkey’s candidacy
for full membership was confirmed in 1999, the relationship between Turkey and the EU went

beyond the CU.

Confirmation of Turkey candidacy in 1999 Helsinki Summit was depended on completion of the
CU between Turkey and the EUY. By means of realized provisions of the CU which ensure
advanced association and integration than a classic CU does, Turkey became more close to the full
membership. In fact, the need of an economic association between Turkey and the EU which is
more advanced than a classic customs union is sourced from full membership aim. Due to the
association relationship has the intention of full membership of Turkey; the CU between Turkey
and the Union is founded as an advanced economic integration than a classical customs union does
regarding its extension. Hence, it is claimed that the reason of why Turkey and the EU set up such

an advanced CU is the intention of full membership of Turkey to the EU.

7 See http://www.deik.org.tr/yayinlar.asp?publications



As Neuwahl (1999) states that, the significance of the CU clearly goes beyond the economic realm,
just as Turkey has never seen the CU as an end itself. Not only does Association Council Decision
1/95 establishing the CU but it is also supplemented by further cooperation and a declaration on the
resumption of financial cooperation. Politically, these instruments form a coherent whole, fitting
into a strategy intended to bring Turkey closer to the EU. At this time of great political and
economic transformation on the Europe scene, Decision 1/95 reaffirms the significance of the
objectives of the Ankara Agreement and of its Article 28, which provides for the accession of
Turkey to the European Community as soon as the operation of the Agreement has advanced far

enough to justify full acceptance by Turkey of the obligations arising from the membership.

According to Kabaalioglu (1998), both Turkey and the Community looked for similar benefits
from the establishment of a customs union between themselves. In fact, if the final was to be
Turkey’s accession, then it was natural that the foundation of this link was going to be the
acceptance of all the basic freedoms of movement. The Additional Protocol also contained a
number of detailed provisions for the implementation of the free movement of workers, services

and capital in accordance with the Association Agreement.

As it is mentioned by Bayar (2000), the CU between Turkey and the EU is not a static integration
model which includes only economic intentions. It has also deeper meaning and purpose as full
integration of Turkey to the EU. Therefore, there can be no alternative economic integration model
which is inferior to it in terms of extension. Accordingly, as an alternative to the CU, FTA would

lead recession in relationship and cause a diversion from the aim of full membership.

The CU is the most important undertaking on the purpose of integration with both the EU and
world economies. There is no doubt that by the CU, Turkey fulfills the most of its obligations in
extension of the WTO.

5.3. Arguments Regarding Effects of the CU

As it is explained before, in theory, there are two types of possible effects of a CU on an economy.
The first is static effects, the second is dynamic effects. It can be useful to explain critics on effects

of the CU between Turkey and the EU according to this classification.



5.3.1. Arguments for Static Effects of the CU

5.3.1.1 Production Effect

As it is mentioned in chapter 2, according to traditional theory of customs union the production
effect of a customs union is explained by terms of trade diversion and trade creation which were
developed by Viner. Evaluation of Turkish foreign trade with the EU by using these terms can be

useful to understand the general situation.

Since Turkey started to apply reduction in customs tariffs and adoption of common external tariff
in the extension of the CU’s completing process in 1993, when the effects of the CU on Turkish
foreign trade are observed, indicators should be evaluated since 1993. According to Table 5.1 there
is stable increase in Turkish exports between 1993 and 2004. Also its imports increase in similar
pattern. While in 1993 exports to the EU was 7, 599 billion$, in 2004 it was 34,417 billion $. On
the other hand, while in 1993 import from the EU was 13,875 billion $, it was 45,434 billion $ in
2004.The average proportion of exports to imports between 1993 and 2000 is 66, 39 %. The first
important amount of trade deficit between Turkey and the EU was seen in 1996. The arithmetical
average of deficit between 1996 and 2004 is 8, 7 billion $. During the period of 1993 and 1995,
Turkey’s trade deficit with the third countries was 11, 05 billion $ on the average48. The share of
the EU in this deficit was 43, 25%. Also between 1996 and 2000 while average trade deficit was
19,784 billion $, the EU’s share in it was 44, 4 %. Therefore it can be said that the EU has

considerable share in Turkey’s foreign trade deficit.

* See http:/dtm.gov.tr/ab/rakamlar/ditcaret.htm



Table 5.1: Trade between Turkey and the EU (billion $)

YEARS EXP IMP BALANCE | EXP/IMP (%)
1993 7.599 13.875 | -6,2 54,8
1994 8.635 10915 | -2,28 79,1
1995 11.078 16.861 | -5,78 65,7
1996 11.549 | 23.138 | -11,589 49,9
1997 12.248 | 24.870 | -12,622 49,2
1998 13.498 | 24.075 | -10,577 56,1
1999 14.348 | 21.401 | -7,053 67,0
2000 14510 | 26.610 | -12,1 54,5
2001 16.118 18.280 | -2,162 88,2
2002 18.459 | 23.321 | -4,862 79,2
2003 24484 | 31.695 | -7,211 77,2
2004* 34417 | 45.434 | -11,017 75,8

* EU-25 Since 1May 2004
Source:DTM, DIE®

Table 5.2 indicates that increase in both value and share of exported investment goods from Turkey
to the EU is remarkable after the CU. On the other hand, while share of intermediate and consumer

goods in Turkish export decreased, value of these commodities increased.

¥ See http://dtm.gov.tr/ab/rakamlar/ditcaret.htm



Table 5.2: Turkey-EU Trade (Exports of Commodity Groups) million$

EXPORTS
YEARS | Investment Goods Intermediate Goods Consumer Goods TOTAL

Value Share Value Share Value Share (%)

(%) (%)

1994 252 2.9 2.805 32,5 5.577 64,6 8.635
1995 318 2,9 3.528 31,8 7.232 65,3 11.078
1996 396 34 3.727 32,3 7.425 64,3 11.549
1997 423 3,5 4.105 33,5 7.721 63,0 12.248
1998 489 3,6 4.612 34,2 8.397 62,2 13.498
1999 631 4.4 4.981 34,7 8.737 60,9 14.348
2000 666 4,6 5.203 35,9 8.631 59,5 14.510
2001 960 6,0 5.751 35,7 9.359 58,1 16.118
2002 1.274 6,9 5.834 31,6 11.330 61,4 18.459
2003 2.077 8,5 7.431 30,4 14.929 61,0 24.484
2004* 3.776 11 10.772 31,3 19.759 57,4 34.417

* EU-25 Since 1May 2004
Source: DTM*

In addition, Table 5.3 indicates that while value of imported investment goods increased, share of
imported investment goods from the EU to Turkey decreased. Similarly, while value of imported
intermediate goods increased, share of them in total import decreased. On the other hand, there is

significant increase in both value and share of consumer goods importation from the EU to Turkey.

%% See http://dtm.gov.tr/ab/rakamlar/istatistik%20seti%20ing.xls



Table 5.3: Turkey-EU Trade (Imports of Commodity Groups ( million$)

IMPORTS
YEARS | Investment Goods Intermediate Goods Consumer Goods TOTAL
Value Share (%) Value Share (%) Value Share (%)

1994 3.209 29,4 6.912 63,3 795 7,3 10.915
1995 4.831 28,7 10.539 62,5 1.491 8,8 16.861
1996 7.388 31,9 12.880 55,7 2.870 12,4 23.138
1997 7.327 29,5 14.009 56,3 3.535 14,2 24.870
1998 7.182 29,8 13.270 55,1 3.622 15,0 24.075
1999 6.069 28,4 11.823 55,2 3.525 16,5 21.401
2000 7.254 27,3 14.116 53,0 5.114 19,2 26.610
2001 4.317 23,6 11.168 61,1 2.595 14,2 18.280
2002 5.361 23,0 14.417 61,8 3.196 13,7 23.321
2003 6.999 22,1 19.233 60,7 5.147 16,2 31.695
2004* 10.672 23,5 26.819 59,0 7.613 16,8 45.434

* EU-25 since 1May 2004
Source: DTM’'

As Bayar (2000) determined , there may be no trade diversion regarding the first four years of the
CU. Also there is no significant change in pattern of trade between Turkey and the EU which was
the most important trade partner of Turkey both before and after the CU. In addition there is no
significant change in trade between Turkey and the third countries too. As Laird (1999) stated,
trade creation effect of the CU between Turkey and the EU is the most important features of it.2
Although, effects of the CU on Turkish economy are significant in short term, it does not mean that

Turkey will not be affected by the CU.

When the CU effects on Turkish trade are evaluated, all factors have to be taken into consideration
and the CU should be accepted as a phase of full membership.”> One of the critics on the CU
describes it as only reason for Turkish foreign trade deficit. Another critic claims that it was not
well negotiated and since it includes single-sided obligations, it can prevent entering of Turkish

firms to alternative markets. Both of the critics also exclude some factors such as conditions of the

3! See http://dtm.gov.tr/ab/rakamlar/istatistik%20seti%20ing.xls
32 See Bayar(2000),p.37
3 See Soguk(2002),p.3



global economy and starting date of the EU’s tariff reductions to Turkish exports. First of all, while
the CU effects on Turkish trade are evaluating, it has to be put that in 1971within the Association
Agreement’s extension, the EU removed most tariffs to Turkish industrial products. Also by the
1973 Additional Protocol, regarding to sector sensitivity Turkey was given 12 years and 22 years
terms for gradual tariff reduction to strengthen competitiveness within these periods. Until 1996
Turkey had been benefiting from the zero tariffs in the EU’s market. In 1996 according to the
additional protocol the CU was completed and obligations became two sided. The improvement of
trade between Turkey and the EU in favor of the EU can depend on this. Secondly, after the CU
there is no significant change in Turkish trade with the third countries. Therefore, it can be
generally claimed that no significant trade diversion effect occurred for Turkey in most sectors for
the reasons that the EU, in pre-customs union period, was the major trading partner. Besides,
devaluation of Turkish lira on 5 April of 1994 and global economic crisis in 1997 have to be

considered as external factors which could influence Turkish foreign trade.

Also it should be noted that there is an improvement in both exports and imports between Turkey
and the EU between1995-1999.>* Trade creation effect had become visible for the EU between
those years. At the beginning , it is normal that imports to Turkey from the EU has risen more fast
than its exports to the Union since low competitiveness of Turkish economy in compare with the
EU economy. But in long term, because of technology transfer and flow of information, Turkish

competitiveness will improve. Additionally, trade creation effect will be visible for Turkey.

Furthermore, according to research made by Neyapti, Taskin and Ungor (2003), the CU agreement
has positively effected on Turkey’s exports to and imports from the EU. The paper can be
differentiated from forgoing works by taking the factual evidences since the implementation of the
CU as the basis of the analysis of its impacts on Turkish trade. While they are modeling imports
and exports for the Turkish economy as suggested in the literature, they also add investigation of
their differences with regards to both the volume and behavioral aspects, separately for the EU
group of countries as well as for the CU period. They conclude that after controlling for the effects
of real exchange rate and income, both exports and imports of Turkey have been positively
affected by the CU. They also observed that political stability and good governance have been

factors that contribute to trade.

> See Uyar(2001),p.165



In addition, as it is mentioned on DPT report of 2000, if we look at the EU’s share in Turkish
foreign trade after the CU, it can be said that the volume of the EU’s trade is increasing. While in
1995, the EU’s trade share was 48, 7%, in 1999 it increased to 53, 1%. Nevertheless, in 1996 while
increase in Turkish imports from the EU was 37, 2%, increase in Turkish exports to the EU was 4,
2%. In 1997 this increase in the EU exports, caused by the CU, was slowed down and continuing
in a softer pattern. Increase in imports from the EU was

7, 5% and exports to the EU were 6, 2% in 1997. The reason of why the increase in imports from
the EU was slowing down is reduction of tariffs for the third countries exports together with the
EU’s exports in the extension of the common external tariff. Therefore importing from countries
other than the EU became attractive. In 1998 while total exports of Turkey increased 2, 4%, the
exports to the EU increased 9, 7%. Also in the same period, while total imports of Turkey
decreased 5, 4%, imports from the EU decreased 3, 1%. In 1999 despite total export of Turkey
decreased 1, 4%, exports to the EU increased 6, 2%. Also, while total imports of Turkey decreased
11, 4%, imports from the EU decreased 11%. As a result, regarding that share of the EU from
Turkey’s exports is about 50% and Turkey’s exports to the EU is in increasing pattern, it can be
said that despite the third countries competition and economic stagnation, the EU constitutes a
stable market for Turkey’s exports. Especially after the CU, this situation becomes more definite.
Due to global economic crisis while export of Turkey to the third countries is decreasing, exports
to the EU is increasing. On the basis of sectors, share of industrial productions in Turkey’s imports
from the EU is 96% and in its exports to the EU is 86%. After the CU, share of textile and
agricultural products in Turkey’s export decreased. As a result in DPT report (2000), the CU leads
to more powerful and integrated economic relation between Turkey and the EU. Therefore, Turkey

was given a chance for entering a stable and big market by privileged trade relationship with the

EU.

It should be added that regarding the CU effects on Turkey’s foreign trade, the effects of free trade
agreements between Turkey and Central and Eastern Europe countries which made in the context
of adaptation of both the common trade policy and preferential or autonomous trade regimes of the
EU have to be considered.” In fact these agreements are also beneficial in the context of Turkey’s
export oriented growth strategy. Moreover, FTA countries become important markets for Turkey
with upward trend of their economic development. Ratio of total import to total GNP of these

countries was 42,5% in 2001 which was more than two times of the world average. Among these

% Savas(2002),p.12



countries Poland (50 billion Dollar), Czech Republic, Israel and Hungary (30-35 billion Dollar) are
main importer countries.”® The Table 5.4. represents that between 1996-2004 Turkey’s annual
average of exports to these main FTA countries. Turkey’s share in total imports of FTA countries
is 1-2%"’. However this amount of share is not enough, it could be state that Turkey preserves its
market share in these countries by doing FTAs. Otherwise, Turkey mignt not compete with the EU

countries in the import market of these 13 countries.

Table 5.4: Annual Average of Turkey’s Trade between 1996-2004 in extension of FTA (Million $)

COUNTRY | EXP IMP BALANCE EXP/IMP %
Bulgaria 358,710 494,546 -135,836 68
Czech Rep. | 118,328 231,448 -113,121 66
EFTA 412,664 1,883,321 -1,470,657 | 25,6
Estonia 13,889 14,249 -360 356
Israel 713,866 417,829 296,037 169
Letonia 15,999 2,672 13,327 2961
Litvania 49,876 86,689 -36,813 59
Hungary 176,185 254,666 -78,480 84
Macedonia | 98,271 766,219 -667,948 13
Poland 328,652 257,701 70,950 199
Romania 533,596 672,618 -139,022 82
Slovakia 36,624 84,934 -48,309 57
Slovenia 67,420 65,361 2,059 109
Source:DTM

At present, Turkey is continuing to negotiate FTAs with Mediterranean countries in the extension
of Europe-Mediterranean Free Trade Area project. If it will be completed in 2010 with the result of
a new market which includes 40 countries emerges for Turkey. Also, on DPT report (2000), it is
mentioned that the free trade agreements which we have to sign in the extension of the EU
common commercial policy, lead extension of market for Turkish exports. Moreover, Harrison et

al.(1996), suggest that improved access to third country markets would be the biggest gain from

% http://www.dtm.gov.tr/ab/sta.htm
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the CU. Using a comparative static computable general equilibrium model for Turkey, they

estimate that Turkey stands to gain between 1 and 1,5 per cent of GDP annually from the CU.

5.3.1.2. Consumption Effect
The most important outcome of consumption effect of a customs union is decrease in price of
inputs and capital goods for industry beside decrease in price of consumption goods. If there is

decrease in price of inputs, industry of country in question can improve more easily.

However, the average tariff rates reduction is 5% after the CU, expected decrease in prices has not
emerged.58 Import of consumption goods, inputs and capital goods has increased especially during
the first two years of the CU and has been continuing to rise which indicates that the consumption
effect of the CU has emerged.” Unproductiveness of public sector and big amount of public dept
can be put as reasons for this manner of prices in Turkey as they were before the CU. Also,
according to DEIK web site (2004), for Turkish consumers, the CU will lead to increase in variety

of products and to decrease in prices.

In addition, the composition of imported goods is another important factor in considering the CU’s
effects. Between 1995-2000 investments goods share in Turkish imports is 29, 3%, while input’s
share is 55% and consumer goods’ share is 14, 3%. ®After the CU rise in consumer goods
importation which negatively influenced the Turkish economy, depending on several factors. First
of all, Turkey had removed the tariffs on imported inputs in 1980’s, whereas tariffs on consumer
goods were removed in 1996. Secondly, consumer loans with lower interests in last years have
motivating effect on consumption of imported goods. Thirdly, revaluation of Turkish Lira in 2000

can be responsible for the biggest increase in consumer goods importation

5.3.1.3. Terms of Trade Effect
There is no specific research available on this issue. In other words, terms of trade effect has not

been studied for Turkey.

% See Oktay(1996),p.10
% See Uyar(2001),pp.165-166
% See Soguk(2002),pp.6-8



5.3.1.4. Effects on Government Revenue

Before the CU two types of taxes had been taken for imports in Turkey. By the CU these taxes
were abolished and the common external tariff of the EU has begun to apply.®’ Because of this
arrangement, not only the government revenue would be decline but also the government spending
would rise in short term. Nevertheless, these possible effects have not emerged and due to increase
in production, government income which came from the new tax system has risen in Turkey.

Annual loss of tariff on imports is expected as 2.454 billion $°%.

5.3.1.5. Operational Costs Effect

Because of arrangements which have been required by the CU, it would be expected to decline in
operational costs in customs. But in fact, this did not emerge. According to Uyar (2001)
operational costs in Turkish customs has increased after the CU. Nevertheless, despite new
arrangement were made in accordance with new customs code, technological infrastructure has not
been completed yet When all technological requirements are met, it is assumed that operational

costs of Turkish customs will decrease.

5.3.2. Arguments for Dynamic Effects of the CU

5.3.2.1. Competition Effect

To constitute a successful customs union, equal and fair competition conditions is one of the most
crucial factors. Because of this reason, the CU necessitates harmonization of Turkish competition
policy with the EUs competition policy. If the extension of the EUs competition policy is
considered, it is not hard to estimate that Turkey has been making a lot of arrangements and will

continue to make during this harmonization process.

As a result of these arrangements, Turkish economy is improving and it is expected become an
economy which provides fair competition conditions and stability for both domestic and foreign

investments.

According to DPT report (2000) the textile and clothing industry is one of the most important

sectors for exportation of Turkey. In 1998 the sector’s share in total export of Turkey was 39% and

o1 See Uyar(2001),pp.174-177
62 See Bayar (2000)



its share in total employment was 21%. Total share of the EU in textile and clothing sector’s
exportation is 60%. After the CU, expected increase in sector exports to the EU does not emerge
because of economic stagnation which has sourced from adaptation to the Maastricht criteria’s. In
extension of the CU, removing of direct subventions for the sector and in sufficiency of new
subventions cause difficulties for competition power of it. Also by the extension of free trade
agreements with third countries in the context of the CU, Turkey obtains privileged trade regime
which provides equal competition conditions for its firms. Nevertheless, increase in imports to

Turkey can lead losing domestic market share of domestic firms in short term

As in same manner with DPT, another critic on the CU is that loosing of domestic market share by
domestic firms due to their low competitiveness in compare with the EU’s firms.®> Also it is not
proper to consider the CU effects on Turkish economy without evaluation of its effects on
production process, quality infrastructure and competition power. There are some sectors which
were negatively affected by the CU since they do not have competition capacity with the EU firms
in terms of quality and technology. Also this could lead an amount of unemployment in those
sectors in short term but in long term, some of these firms will adapt new competition conditions
and by technological transfer they will increase their productiveness and efficiency. At the same
time, there will be other firms which are negatively affected by new competition conditions and
can not compensate their deficiencies. Therefore, they will have to turn towards other sectors
which have comparative advantage or withdraw from the market. Certainly, there is increasing
unemployment in Turkey because of some reasons. The CU can be one of them or can accelerate it
but in long term, since advantages of the CU such as big market, technology transfer and FDI,
Turkish industry will grow and unemployment in Turkey will decrease. Furthermore, the existing

labor will become more qualified.

Also as it is mentioned on DEIK web site (2004) one of the benefits of Turkey brought about the
CU is that domestic firms are pushed to increase their products quality and productivity to compete
with the EU’s firms. In consequence, domestic firms become more equipped and competitive in

long term.

% See Soguk(2002),pp.7-9



5.3.2.2. Effects on Investments

Flow of foreign capital has not come as expected after the CU. Especially, the EU’s share of FDI to
Turkey have not increased. As Table 5.5 indicates that there is no so much difference between the
number of FDI before and after the CU which was completed in 1 January 1996. This phenomenon
can depend on special conditions of Turkey such as instable economical and political environment,
high inflation rate. In the same direction, Bayar(2000) state in his empirical study which is
conducted as general equlibrium model based on imperfect competition that economic and political
unstability can effect flow of FDI negatively. It can also depend on the EUs fund system. Since
Turkey is not a full member of the EU, it can not benefit from some important structural funds of
the EU such as European Social Fund. Therefore, Turkey can not make structural reforms as
quickly as other European countries did. As a result, foreign capital becomes abstainer to invest in

such a country which has not completed the reforms that are to be eligible for the EU.

On the other hand , as Bayar (2000) stated that in long term, because of the arrangements in
extension of the CU, Turkey’s credibility in international financial markets will rise. Therefore,
Turkey will become more attractive for foreign capital. This will also lead to increase in
employment. Moreover, by the CU with reforms and adaptations it brought, Turkey and the EU
relationship and association is advanced. In generally speaking, the CU by providing more
powerful and stable economy to Turkey will increase Turkey’s competitiveness within the global

economy.

As it is mentioned before, dynamic effects of a customs union which are more important than
static effects can be seen in long term. However, Turkey has utilized its advantages since the
Additional Protocol of 1973; it is still early to evaluate the dynamic effects of the CU between

Turkey and the EU because of some structural problems of Turkey.



Table 5.5: FDI Permits in Turkey(Million Dollar)

YEARS AMOUNT OF CAPITAL NUMBER OF PERMITS
1993 2,125 1120
1994 1,484 1089
1995 2,938 1225
1996 3,837 1178
1997 1,678 1340
1998 1,646 1224
1999 1,700 1019
2000 3,474 1082
2001 2,726 1233
2002 2,243 1355
2003 1,208 659

Source: DPT*

5.4. Arguments Regarding Functioning of the CU

As mentioned in DPT report (2000) the reforms in trade policy, competition policy, intellectual
property rights and technical issues which are necessitated by 1/95 Association Council decision
brings a new understanding and discipline to the Turkish market. By means of these new

arrangements cooperation between bureaucracy and private sector increases in Turkey.

According to Manisali (2002), the EU has not fulfilled some of its obligations in extension of the
CU. One of them is based on the Art 36 of the Additional Protocol which is providing free
movement of labor between Turkey and the EU during the period of 1976-1986. However, it has
removed the provision of free movement of labor. The EU has not run the fourth financial protocol
between Turkey and the EU, and has continuing to apply quotas on imports from Turkish textile
products. In addition, the EU has applied some anti-dumping closures in last years to Turkey. The
EU has provided tariff reductions which Turkey was given in the context of the CU to other
countries without a customs union agreement. Manisali also states that despite the association
relationship, in the extent of the fourth Financial Protocol agreed in 1981 Turkey have not received

the aid in amount of 600 million ECU yet. Hence, Turkey is only candidate country which

% See http://www.ekutup.dpt.gov.tr/yabancis.htm



completes the CU without any financial aid. In addition, since Turkey is not full member of the
EU, it can not benefit from regional and sector funds. Therefore, the aids in the context of the
financial protocols become more important for Turkey. As in the same manner with Tezel,
Manisali (1995) underlines possible damages of being involved by the CU while being outside of
the decision making process for Turkey. According to Manisali the Customs Union has two main
bases. The first, abolition of customs and generate single market among members. The second is,
creating common customs and trade policies. In broader sense, the last one can lead to move

together in foreign policy and security issues.

Under these conditions, for Turkey involving by the CU without full membership to the EU means
to become dependent on the EU and lose the economic sovereignty. According to him, the main
factor which make Turkey dependent to the EU is that since Turkey is not a full member of the EU,
it is not included by the European Union institutions such as the Parliament, the Council and the
Commission, but it is obliged to apply policies of the CU and foreign trade which are made by
these institutions. According to Manisali (2002), especially the preferential trade agreements of the
EU with the third countries are in favor of Turkey because Turkey has become an open market for
these countries. He pointed out one example that Turkey has not been directly benefited from the
preferential trade agreements of the EU with the North Africa countries especially with Tunisia
which will give advantages to Turkey in the market. Therefore, CU and full membership must be
realized at the same time or CU should be completed after full membership as in Greece example.
In fact, it is more proper to realize both the CU and the full membership at the same time as other
candidate countries did. Nevertheless, it is not the case for Turkey. Turkey is unique candidate
country which completed the CU before the full membership; even there is no any expression that
determines the CU as a factor of full membership on the CU agreement. Also there are benefits of
the EU to keep Turkey outside the Union. One of them is that since Turkey is not a member, it can
not receive financial aids as much as a member, to harmonize its economy with the EU. Another
benefit is without full membership Turkey can not use the right of free movement of labor®. And
the last benefit is that since Turkey has one of the most crowded populations among the EU
members, it would be one of the major members in the European Union Commission. Another
problem mentioned by Manisali (1995) is about the Article 66 of 1/95 the CU Decision. According

to him, this article can cause troubles for Turkey under some conditions, since Turkeys problems

% Even Turkey has been given benefiting from the free movement of labor by the Additional Protocol, it can not use

this without a decision of the Associaiton Council.



on its commercial policy can be discussed and solved by the Court of Justice of the EU in which

Turkey is not directly represented.

According to Ozen (2002) there are provisions of both Ankara agreement and the Additional
Protocol that the EU has to dedicate financial sources to Turkey in extent of them. Financial aids to
Turkey are one of them. The EU has had the aim of supporting Turkey during integration period by
financial aids. Nevertheless, he underlines like Manisali, an adequate aid could not be realized
since the Ankara Agreement. The EU has provided 750 million ECU in extent of three financial
protocols but the amount of 600 million ECU in the extent of the fourth financial protocol has not
be released yet because of Greece’s veto. Also, after the CU promised aid in amount of 2, 5 billion
ECU has not come. Total amount of financial aid that Turkey has benefited since 1964 is 2 billion
ECU. It is not enough in comparison with Turkey’s economic capacity. The CU gives opportunity
to the EU to make use of all means of Turkish domestic market at present. But in full membership
situation the EU has to spend much more money than it has gained from Turkish market because of
possible aids to Turkey in extent of structural funds. Furthermore, as stated by Tezel (1996) the CU
creates both winning and losing sectors in short and long terms. Nevertheless, there is no

mechanism to aid these sectors that loose.

There is a critic that in any case, promised aid in extent of the Fourth Financial Protocol is not
enough.66 Besides, if Greece veto would be removed, there would be another obstacle. The EU is
accused to be dishonest. The aid in question has not been released since 1981. On Oktay’s study, it
is also mentioned that Turkey’s obligation to adopt free trade agreements between the EU and the
third countries can be harmful for Turkey. These agreements are made regarding existing interest
of both sides but not Turkey’s interests. In the same manner ilhan states that, obligation of
adaptation to all free trade agreements of the EU makes Turkey unconditionally dependent to the
EU. It is also consider that provisions of these agreements have not to be against Turkey’s
interests. Another critic is made on one of Turkey’s obligation that trade agreements which are

between Turkey and a third country must not effect the CU provisions.

Another issue for the critics is mentioned by Mercenier and Yeldan(1997). According to them, in a
general equilibrium exercise, characterize the net impact of the CU as undesirable for Turkey. In

addition, Bekmez and Geng (2002) stated that there would be some difficulties during transition

% See Oktay(1996)pp.25



period and after Turkey’s full membership to the EU. One of them is that in countries which are
experiencing insufficient domestic savings pool, foreign capital must fund the investments.
Nevertheless, it is difficult to be attractive for foreign capital if there is current account balance
deficit. To solve this problem, these countries like Turkey can offer higher interest rates or tax
breaks or a combination thereof. However, while EU is progressing towards a common monetary
policy for its members, it is also expecting from candidate countries to be compatible with the
current member’s economic standings. By doing this, EU is taking away one policy instrument
from candidate countries to correct economic problems. Other difficulty sourced from economic
harmonization. Regarding welfare effect of the CU, there can be two different results depending on
the interpretation of harmonization. In Turkey’s understanding of harmonization, tariffs are
reduced to zero but certain import surcharges are still allowed on EU products. On the other hand,
according to the EU interpretation of harmonization, both tariffs and import surcharges are reduced
to zero. If Turkey’s interpretation is followed, harmonization of tariffs is welfare enhancing but if
EU’s interpretation is followed, it is welfare reducing. When Turkey will become a member of the
EU that is the final aim and the CU is a part of this process, another impact can be sourced from
emergence of single price in both EU and Turkey for same products. For authors, the exclusive role
of determining the welfare effects of harmonization will be vested in the price system. Also it may
be a concern to policy makers in situations where price system fails to distribute works the benefits

of the integration perfectly across all participants of the market activity in both Turkey and the EU.

Furthermore, authors study counterfactual equilibrium analyses for a range of policy scenarios
which are Customs Union with the EU, full membership to the EU, full membership plus
replacement tax and free trade. It can be useful to examine the final aim of Turkey which existed
CU is a phase of it, in comparison with current situation and alternatives. In the first scenario, it is
assumed that obligations of both Turkey and the EU are full filled. Import tariff rates on EU
manufactured goods are reduced completely and no change is made on agricultural and service
sector. Import tariffs on non-EU goods are reduced by 25% in the agricultural sector and 40% in
both manufacturing and service sectors. As it is seen in Table 5.3 and Table 5.4 the Turkish
economy experiences a 2% decrease in GDP under CU scenario. In addition, 99% of tariff
revenues and 63% of fund revenue from EU are lost. Also 25% of tariff revenues from the ROW
(Rest of the world) and 61% of the fund revenues from ROW are lost. While private consumption
increases 1, 6%, private savings increase 0, 5%. Regarding trade volume between Turkey and the
EU under the CU scenario, Turkish exports to the EU increase by 11%, however Turkish imports

from the EU increase by 5, 9%. Since CET requires to decrease import taxes on the third countries



for Turkey, exports and imports from the ROW increased by 2, 2%. Unfortunately, 12% of interest
payments of government will occur under this scenario. The full membership scenario considers
Turkey’s full accession into EU. This scenario requires complete elimination of tariffs on EU
goods for all sectors. However, only 50% of tariffs will be reduced on non-EU goods. The EU will
compensate the Turkish government for a portion of losses because of reduction in tariffs rates of
EU imports. Under this scenario GDP decrease 2, 7%. Public consumption also decreases 26, 4%
while private consumption increase 1, and 9%. Furthermore, public savings decrease 2, 7% while

private savings increase 0, and 5% as in the first scenario.

Table 5.6: Economic Indicators of the Turkish Economy under Policy Scenarios

Policy Scenarios (% change)

BaseYear cu Full Full Free

Values(Billion TL) Membership | membership+Tax | Trade
GDP 390,796,6 -2,1 -2,7 -2,8 -3,4
Public

43,127,6 -20,7 -26,4 -16,5 -33,5
Consumption
Private

262,140,5 1,6 1,9 -1,2 2,5
Consumption
Public Savings 13,692,7 -2,1 -2,7 -2,8 -3,4
Private Savings 76,141 1 0,5 0,5 -9,2 0,7
Public Investment 34,228.8 0 0 0 0
Private Investment | 68,458,6 2,3 2,7 1 3,6
Exports to the EU 24,706,6 11 13,7 3,6 15,2
Export to the ROW | 27,457,4 2,2 3,5 -4,2 5,6
Imports from EU 34,392,8 5,9 14,6 1,8 9,4
Import form ROW 48,095,3 2,2 -1,5 -4.1 4
Exchange

2630 11,6 14,4 13 18,7
rate(TL/$)

Source: Bekmez and Geng (2002)



In terms of trade, this gives the second best results after Free Trade that is 13,7% increase in

exports to the EU and 3,5% increase in exports to ROW.

It has to be point out that while exports to ROW is increasing, import from ROW is decreasing by
1, 5% because of trade diversion. Regarding imports from the EU, this scenario gives the best
result by 14, 6% increase. Government revenue also decreases under this scenario as in other

scenarios due to the elimination of tariffs and tariff related taxes on imports

Full membership plus replacement tax scenario analyses the impacts of full membership with the
assumption of an increase in the domestic indirect tax rate. Government losses due to tariffs
reduction are compensated with an indirect tax rate. As different from other scenarios, under this
private consumption decrease 1, 2% while public consumption decrease 16, 5%. Furthermore,
private savings increase under all scenarios except this one. In terms of trade exports to the EU
increase only 3, 6% and exports to ROW decrease 4, 2%. Turkish imports from the EU increase by
1, 8%. For imports from ROW there is 4, 1% decrease in this scenario since trade diversion.
Indirect taxes also increase 22, 8% as different from other scenarios: This means that indirect taxes
should be increased by 22, 8% to compensate for the losses due to tariff reduction. So it can be

called a “compensation tax rate”.

Under free trade scenario, it is assumed that Turkey will remove all tariffs. The biggest amount of
GDP decrease will be experienced under this scenario by 3, 4%. Also the most dramatic decrease
in public consumption will emerge by 33, 5%. Private consumption increase 2, 5%. As it is
expected, the most dramatic increases will be experienced under this scenario regarding imports

and exports except imports from the EU. Increase in this is the second best by 9, 4%.

As it is seen on Table 5.7 government revenue also decreased under all scenarios because of the
elimination of tariffs and tariff related taxes on imports. Also government savings decrease under

all scenarios.

The comparison of revenue, consumption savings and investment changes in government and
private sectors indicates that the economic crisis in the Turkish economy is the result of the
unbalanced structure of the government sector. Therefore, cutting public expenditures is a good

policy to eliminate the negative impact of the public sector on the economy.



As a result, it can be said that, Turkey’s accession into the EU will have a trade creating impact
between EU and Turkey under all scenarios. Despite a slight increase in the wage rate elimination
of tariff and tariff related taxes will decrease the domestic price level. The lower price level and
changes in the exchange rate in favor of EU cause on increase in exports between the EU and
Turkey. According to Bekmez and Geng¢ full membership appears to be the most beneficial

scenario for the Turkish economy.

Table 5.7: Government Income and Expense Balance under Different Policy Scenarios

Policy Scenarios (% change)

Base Year Values cu Full Full Free

(Billion TL) Membership | Membership+Tax | Trade
Incomes:
Indirect Taxes | 20,525,805 -0,85 -1,03 22,8 -1,44
Corporate

5,093,022 0,55 0,57 -1,14 0,8
Taxes
Income Taxes | 26,486,100 0,5 0,54 -0,82 0,71
Tariff Income:
From EU 582,002 -99,11 | - -
From ROW 515,501 -24,97 | -40,08 -40,53
Factor

13,462,894 -2,04 -2,69 -2,76 -3,4
Incomes
Expenses:
Consumption 43,127,656 -20,64 | -26,46 -14,37 )

33,55

Transfers 16,980,748 0 0 0 0
Interest

9,023,531 11,99 13,91 13,59 19,04
Payments
Savings 13,692,731 -2,04 -2,68 -2,75 -3,39
Investment 34,228,780 0 0 0 0

Source: Bekmez and Geng (2002)



V. CONCLUSION

Rapid increase in the number of regional economic integrations and undeniable success of the
European Integration has augmented the arguments on the aims and the effects of the regional
economic integrations especially in last two decades. In this context, it is intensively argued that
regional economic integrations are obstacle for free trade or they constitute a phase of process
towards free trade. While these theoretical disputes continue, there is a fact that joining into a
regional integration becomes more preferred way among countries. Despite the political reasons
behind this phenomenon differ according to regions and the countries in question; there is a

common economic reason that is increase in welfare.

Under these conditions, Turkey has also designated its direction towards the European Integration
since 1960’s. Although, there have been many arguments about this issue in Turkey, most of them
have not criticize the direction. The critics are generally on the way and the degree of economic
integration. In other words, it can be said that there is a general consensus that, Turkey’s economic
integration with the EU is the most rational choice. Since, Turkey has founded an association
relationship with the EU on the basis of a customs union; critics are especially intense on it. The
aim of this study is to categorize and evaluate these critics. There are four basic categories

regarding the essence of critics.

The subject of the first category is the source of the CU between Turkey and the EU. As a main
argument about the legal base of the CU, it is argued that the CU can not be grounded on the
Association Agreement (Ankara Agreement). Two different reasons can be demonstrated to
support this. The first reason is that since the scope of European Integration had been widened and
accordingly its structure had changed in the period of between 1963 Ankara Agreement and 1995
the CU decision, the CU which was decided to found by the Association Agreement was not
natural result of it. Another reason is based on the content of 1/95 CU decision. Because of its
comprehensive content as a decision, the 1/95 CU decision of the Association Council must be
regarded as a separate agreement from the Ankara Agreement. Accordingly, it can be claimed that
since the decision consists important obligations which can affect both economic and political
independence of Turkey, and the CU decision must have been re-evaluated as a separate agreement

and it must have been put to the vote in the Turkish Parliament. Although, these two resons are



based on true grounds regarding the historical process of the association relationship, it will be
incorrect to come to such a result. The founding agreements of the EU such as the Rome Treaty in
1957, do not state certain rules but determine a frame for the achivement of the aim. Accordingly,
the Ankara Agreement which establishes the association relationship on the base of the customs
union, also determines a frame to achieve its aim. Like founding agreements of the EU, it does not
set details and certain rules so that it provides flexible political and economic environment in
accordence with the dynamic nature of the whole European Integration process. It must be very
well known that from the beginning, the European integration has both enlarged and deepened.
While it has deepened, a supranational authority has begun to emerge and the members have
transferred some part of their sovereignty to this high authority. These important developments in
the Community can only arise in a flexible environment provided by these founding agreements of
the EU. As a candidate for full membership, Turkey had to accept this dynamic nature of the
European Integration and to fulfill its commitments sourced from both the Ankara Agreement and
the Additional Protocol as a part of full membership process. Otherwise it would be described as
an unreliable side of the association relationship and this would be harmful for full membership
process that started in 1963. Rejection of the 1/95 decision of the Association Council sourced
from the Ankara Agreement would be understood as rejection of the main principles and the soul
of European integration. By the decision of 1/95 of the Association Council, the CU had to be
completed. In addition, altough the 1/95 Customs Union decision of the Association Council
resembles an agreement by its contents, it is a decision by its legal forms. Since the frame of
Turkeys obligations regarding the CU, have been decided in the Ankara Agreement which was
approved by the Turkish Parliament and the Additional Protocol, there is no legal base for put the
CU decision to the vote in Turkish Parliament. Therefore it must be perceived as a decision of the
Association Council which is one of the major institutions of the association relationship. Today,
the CU between Turkey and the EU has been completed. Therefore, there is no functional meaning
to argue above issues. However, it can be useful to examine these arguments to understand the

source and the reason of critics on the CU, which is in force.

The second category of critics on the CU, is constituted by the critics on the aim of the CU.
According to the basic argument the critics in this category are based on, realization of the CU
does not guarantee the full membership of Turkey to the EU. Therefore, it is argued that the
ultimate aim of the CU was not the full membership of Turkey to the EU. As it is stated in
reasoning of this argument that the CU is an economic integration model but the full membership

to the EU has both political and the economic aspects. The Ankara Agreement has two main



objects namely; realization of a customs union between Turkey and the EU and the full
membership of Turkey to the EU. The full membership was foreseen through gradual realization of
the CU and further economic integration based on the formers. Although, the full membership
includes the CU in theory, realization of the CU can not directly lead to full membership since the
CU has economic aspects rather than political aspects of the association relationship. In this
respect, the object of full membership stipulates some political provisions but realization of the CU
meets only economic provisions. Additionaly, the attitude of the EU especially in 1992 Lisbon
Summit and 1993 Copenhagen Summit has also supported this irrelevancy of the CU with the full
membership. Also establishment of the CU by other candidates to the EU after realization of full
membership can be seen as another reason that supports the argument. Indeed, Turkey is unique
candidate which had completed the CU before the full membership. Therefore, Turkey’s way in
comparision with other candidates, can be evaluated as a different way. Besides these reasons,
absence of open expression that determines the realization of the CU is a step to membership in
1/95 Decision of the Association Council, leads to the argument that the aim of the CU is not the
realization of the full membership. It is also argued that, the CU does not aim full membership in
terms of political integration, but it brings some obligations for Turkey which are political. In
particular, including Turkey in scope of economic decisions made by the EU decision making
organs but excluding it from the decision making process of the EU make Turkey unconditionally
dependent to the EU in both political and economic issues. Therefore both economic and political
interests of Turkey can be damaged. Because of this reason, supporters of this argument claims that
Turkey should look for another economic integration model with the EU. The most favored
alternative to the CU is free trade area (FTA). The second favored alternative is a preferential trade
agreement (PTA). In both methods of the economic integration, while Turkey is not dependent in
economic and especially political aspects, it can also benefit from the gains of special trade
conditions provided by these economic integration models with the EU. As a result, according to
the argument, for Turkey the direction of economic integration is right but the way is wrong. At
this point, it should be highlighted that while the Ankara Agreement sets the full membership as an
ultimate aim, it also sets some economic provisions for full membership and determines a customs
union between sides to realize these economic provisions. In other words, the CU is the way for the
realization of economic provisions required by the full membership. Nevertheless, despite the CU
is a phase of the full membership, realization of it can not directly lead to the membership.
However this does not mean that the there is no any relation between the membership and the CU.
It is the major component of full membership to the EU. Also there is positive affect of 1/95 CU

Decision in confirmation of Turkeys candidacy to the EU in 1999 Helsinki Summit. Moreover, the



need of such a widened customs union in terms of its content and reforms required, is based on the
aim of further integration than economic integration. By means of realized provisions of the CU
which ensure advanced association and integration than a classic CU modelling does, Turkey
became more close to the full membership in terms of both economic and political aspects. The
1/95 decision of the Association Council declares not only the last phase of the CU but also the
resumption of financial cooperation. In this way, the decision establishes not only the CU but also
provides a platform for advanced cooperation between two sides in the future. It also reaffirms the
significance of objectives of the Ankara Agreement beside the Article 28 of the agreement which
provides for the accession of Turkey to the EC as soon as the operation of the Agreement has
advanced far enough to justify full membership. Because of all these reasons, Turkey should
continue on the way of CU which also provides fulfillment of its obligations originating from the
WTO membership. While Turkey evaluates the alternative regional economic integration models,
it should be taken in to account that a FTA can lead recession in relations with the EU and may
cause a diversion from the aim of full membership which can be seen as the best choice for Turkey
under these global economic and political conditions. Also while benefits of PTAs option are
evaluated, the position of countries which these agreements are made should be considered. If such
an agreement is made with a developed country, almost same pressures like in the CU situation
will be experienced by Turkey. If a PTA is made with a developing country, the gains from this
trade will be so controversial. However, this study excludes the subjects of full membership of
Turkey to the EU, while the CU is explained, it must be considered in the scope of full
membership. It could not be regarded as a different goal from the main goal which is the full

membership of Turkey to the EU.

The third category of the critics on the CU are classified according to possible effects of the CU on
an economy. In customs union theory, there are two basic kinds of effects called the static effects
and the dynamic effects. In terms of static effects of the CU between Turkey and the EU, two main
critics on production effects of the CU should be evaluated. As it is claimed that the EU has a big
share in Turkey’s foreign trade deficit in between 1993 -2000. Moreover, since the CU was not
well negotiated, it includes provisions that cause single-sided obligations for Turkey. Because of
these provisions such as exclusion of Turkey from the decision making process in international
trade issues like Free Trade Agreements that EU negotiates with the third countries but including it
in the scope of these decisions, the CU can prevent entering of Turkish firms to alternative
markets. At this point, it must be noted that the EU had removed its tariffs on Turkish industrial

products exports in 1971, there was no significant trade creation effect in favor of Turkey after



1996. But on the other hand, since Turkey has abolished its tariffs on the EU industrial exports in
1996, trade creation effect of the CU has been significant in favor of the EU just after 1995. And
also the economic crisis in 1997 has to be taken into consideration while the foreign trade of
Turkey is evaluated as an external factor. Moreover, when lower competition power of domestic
firms compare to the EU’ firms is considered, it is also normal that trade creation effect has
emerged in favor of the EU. In long term, because of technology transfer and flow of information,
Turkish competitiveness will improve. While the competition power of the domestic firms will
increase, it can be argued that Turkish firms share in the EU market will increase. In fact, the EU
has always been the major trade partner of Turkey even before the CU. Regarding the CU effects
on Turkey’s foreign trade with the third countries, the effects of free trade agreements between
Turkey and Central and Eastern Europe countries which were concluded in the context of
adaptation of both the common trade policy and preferential or autonomous trade regimes of the
EU have to be considered in scope of free trade.These agreements are beneficial in the context of
Turkey’s export oriented growth strategy. FTA countries will become important markets for
Turkey with upward trend of their economic development. Moreover, since the common external
tariff (CET) which is applied to the third countries is below the prior tariffs of Turkey, importation
from the third countries also becomes more attractive than ever and as a result the sharp increase in
the EU imports to Turkey has been slowing down in some degree. This factor also causes reduction
of trade diversion effect. It should be noted that while there is an increasing pattern of the EU
imports to Turkey, there is also increasing pattern of Turkish exports to the EU because of entering

big and stable market.

Another static effect of the CU is consumption effect. There are two significant arguments.
Despite the reduction of average tariff rate was 5% in Turkey, expected decrease in prices has not
emerged. However the prices have not reduced after the CU, import of consumer goods from the
EU has risen. It must be highlighted that import of inputs and capital goods have increased after the
CU which means that by providing proper conditions for the importation of investment goods, the
CU encourage the domestic investments. Also increase in imports of consumer goods just after
1996 can be explained by removing of tariffs on this type of goods has been made in 1996 while
tariffs on investment goods had been removed in 1980s. In addition, unproductiveness of public
sector and big amount of public dept can be seen as a reason as to why prices which has not
decreased after the CU. It must be pointed out that the CU will lead to decrease in prices and
increase in variety of goods in long term, since it provides proper conditions for production of

good quality with less costs. Moreover, increase in importation of consumer goods can be caused



by two factors which are consumer loans given in lower interest rates and the revaluation of TL in

2000.

Regarding of terms of trade effect, there is no specific research available and critics on this issue.

In other words, terms of trade effect has not been studied extensively for Turkey.

In terms of the dynamic effects of the CU, the first possible effect is competition effect. Regarding
the competition effect it can be stated that there are sectors which have been negatively affected by
the CU such as textile and clothing industry, which is one of the leading sector of Turkish
exportation. For this sector, especially removing of direct subsidies in the extention of reforms
required by the CU, cause difficulties in terms of competitive power. As it is claimed that a general
increase in import from the EU after the CU can lead to losing market share of domestic firms. As
a result there has been unemployment in the short term. On the other hand, as a result of these
arrangements which have been made in extention of Turkish competition policy harmonization
with the EU competition policy, Turkish market will improve and it will provide fair competition
conditions and stability for both foreign and domestic investors. As it is mentioned before, also by
the extension of PTAs in the context of the EU trade policy, Turkey will obtain privileged trade
regime which provides equal competition conditions for its firms in foreign markets. By means of
transfer of technology and flow of information from the EU, Turkish firms will raise their
competition power and increase their productions in the long term. Therefore unemployment which
would emerge in short term will decrease. Regarding the effects of the CU on the foreign
investments, there is one argument that foreign direct investments have not come in the amounts as
expected. Despite, this statement is correct in the short term, it does not mean that the CU failed.
There are significant reasons for this phenomenon which are based on the structural problems of
Turkish political and economic environment such as high inflation and instable political
environment. Additionaly, since Turkey is not a full member, it could not benefit from structural
funds of the EU to recover and to harmonize its economy, therefore the required structural reforms
could not be made on time. By the reforms and arrangements in the context of the CU, Turkey will

become attractive for foreign capital in long term.

The dynamic effects of the CU will emerge in the long term, while the static effects of it can be
seen in the short term. Therefore it is early to get consequences of dynamic effects of the CU
especially before the completition of structural reforms in Turkish economy. It should be

considered that Turkish economy suffered for a long time due to macroeconomic instability.



Although, the static effects of the CU have not emerged generally in favor of Turkey, there are
valid reasons for this which can not be attiributed solely to the CU. In addition, as it is explained
in the second chapter, developing countries rationale to establish an economic integration with
other developing countries is to obtain a new developed structure of production capable of
generating a greater volume and range of trade. But unfortunately, this type of economic
associations generally does not survive long enough to reap actual economic benefits because after
a long period of economic sacrifice, they contain elements of self-destruction. Turkey is obviously
a developing country and beside the additional reasons, its rationale to enter the CU with
developed countries do not differ much more than a developing country which in an economic
integration with developing countries. Therefore, if Turkey does not want to get frustrating results
that some developing countries get at past, it has to wait for the positive outcomes resulting from
painful structural reforms. In other words, although Turkey has not seen static effects of the CU in

favor of it in the short term, there are reasons waiting for much more important dynamic effects.

The fourth category of the critics on the CU is about the functioning of it. As it is stated that the
Fourth Financial Protocol has not been operational yet because of the Greek veto. The promised
aid for realization of the CU in amount of 2, 5 billion ECU have not been received by Turkey yet.
This issue is widely critizied in both side of the dispute on the CU. But it must be noted that the
reasons behind this phenomenon is political rather than economic. As it is well known, some
disagreements between Turkey and Greece in international politics issues have significant effects
on the Greek veto of the Foruth Financial Protocol. Despite the fact that insufficient financial
support cause difficulties for Turkey in the process of structural reforms which have been made in
extention of the CU, as a candidate Turkey will receive significan amount of financial aid in the
extent of structural funds.. In other words, in full membership situation the EU has to spend much
more money than it has gained from Turkish market at present because of possible aids to Turkey
in extent of structural funds. Another argument states that free movement of labor which has been
determined by the Additional Protocol, has not applied yet and will not be applied in determined
time. As discussed in the case of Greek veto on the Fourth Financial Protocol, this issue is
criticized widely in Turkish public. In addition, reduction in Turkish exportations of textile and
clothing industry to the EU has continued after the CU. Moreover, some tariff reductions which
have been granted to Turkey, are provided by the EU to the third countries which are not included
in the CU. Besides, the need of mechanism to aid sectors which are the looser of the CU is
increasing. These three phenomenons constitute the main factors which supports to other options of

Turkey as economic integration models such as FTA and PTA. As it was mentioned before,



adoption of existing PTAs between the third countries and the EU can be harmful for Turkish
economic interest, since these agreements have not been made by taking account Turkeys interest.
Beside this, Turkey has also guaranteed that its possible trade agreements with a third country will
not be in contradiction to the CU provisions. In other words, according to the argument, Turkey
has delivered some part of economic sovereignty to the decision making system of the EU where

she is not represented.

At this point, however, it must be considered that provisions of these agreements have not been
formulated against Turkey’s interests. Also, these agreements give advantages for Turkey which
adopts export oriented growth model. Furthermore, Turkey is not completely excluded from the
decision making procees. While the EU’s organs make a decision in scope of the CU, they consult
to the committee of Turkish experts in related issues. As Bekmez and Geng(2002) stated, the EU is
taking away one policy instrument from candidate countries to correct economic problems by
taking away possibility of offering higher interest rates or tax breaks or a combination thereof to
attract the foreign capital. However, by the reforms in trade policy, competition policy, intellectual
property rights and technical issues which are necessitated by 1/95 Association Council Decision
brings a new understanding and discipline to the Turkish market. By means of these new
arrangements cooperation between bureaucracy and private sector increased in Turkey. In
conclusion, it can be argued that most of the critics which may be justifiable for both sides of the
dispute on the CU, are intense on the functioning of the CU. This phenomenon originates from the
special position of Turkey which is outside the EU but inside the CU. As it was mentioned in the
fourth chapter, the full membership is the best option for Turkey. When it will realized, most of

these critics will drop.
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RELATED ARTICLES OF THE AGREEMENT ESTABLISHING AN ASSOCIATION
BETWEEN THE EUROPEAN ECONOMIC COMMUNITY AND TURKEY
(Signed at Ankara, September 1, 1963)

TITLE I

PRINCIPLES

Article 1

By this Agreement an Association is established between the European Economic Community and

Turkey.

Article 2

The aim of this Agreement is to promote the continuous and balanced strengthening of trade and
economic relations between the Parties, while taking full account of the need to ensure an
accelerated development of the Turkish economy and to improve the level of employment and

living conditions of the Turkish people.

In order to attain the objectives set out in paragraph 1, a customs union shall be progressively

established in accordance with Article 3, 4 and 5

Association shall comprise:

- a preparatory stage;

- a transitional stage;

- a final stage.

Article 3

During the preparatory stage Turkey shall, with aid from the Community, strengthen its economy

so as to enable it to fulfil the obligations which will devolve upon it during the transitional and



final stages.

The detailed rules for this preparatory stage in particular those for aid from the Community, are set

out in the Provisional Protocol and in the Financial Protocol to this Agreement.

The preparatory stage shall last five years, unless it should be extended in accordance with the

conditions laid down in the Provisional Protocol.

The change-over to the transitional stage shall be effected in accordance with Article 1 of the

Provisional Protocol.

Article 4

During the transitional stage the Contracting Parties shall, on the basis of mutual and balanced

obligations:

- establish progressively a customs union between Turkey and the Community;

- align the economic policies of Turkey and the Community more closely in order to ensure the

proper functioning of the Association and the progress of the joint measures which this requires.

This stage shall last not more than twelve years, subject to such exceptions as many be made by
mutual agreement. The exceptions must not impede the final establishment of the customs union

within a reasonable period.

Article 5

The final stage shall be based on the customs union and shall entail closer coordination of the

economic policies of the Contracting Parties.

Article 28

As soon as the operation of this Agreement has advanced far enough to justify envisaging full
acceptance by Turkey of the obligations arising out of the Treaty establishing the Community, the

Contracting Parties shall examine the possibility of the accession of Turkey to the Community.



APPENDIX B

RELATED ARTICLES OF THE ADDITIONAL PROTOCOL



RELATED ARTICLES OF THE ADDITIONAL PROTOCOL

Article 9
On the entry into force of this Protocol, the Community shall abolish customs duties and charges

having equivalent effect on imports from Turkey.

Article 10
For each product, the basic duty on which Turkey is to apply the successive reductions shall be

the duty actually applied in respect of the Community at the date of signature of this Protocol.

The timetable for the reductions to be effected by Turkey shall be as follows: the first reduction
shall be made on the entry into force of this Protocol. The second and third shall be applied three
years and five years later. The fourth and subsequent reductions shall be made each year in such
a way that the final reduction is made at the end of the transitional stage.

Each reduction shall be made by lowering the basic duty on each product by 10 %.

Article 11

Notwithstanding Article 10 (2) and (3), Turkey shall progressively abolish, over a period of
twenty-two years, in accordance with the following timetable, the basic duties in respect of the
Community on the products listed in Annex 3: a reduction of 5 % on each duty shall be made on
the entry into force of this Protocol. Three further reductions, each of 5 %, shall be made three,
six and ten years later.

Eight further reductions, each of 10 %, shall be made twelve, thirteen, fifteen, seventeen,
eighteen, twenty, twenty-one and twenty-two years respectively after the entry into force of this
Protocol.

Article 24

The Community shall, on the entry into force of this Protocol, abolish all quantitative
restrictions on imports from Turkey. This liberalization shall be consolidated in respect of

Turkey



APPENDIX C

RELATED ARTICLE OF DECISION No 1/95 OF THE EC-TURKEY ASSOCIATION

COUNCIL of 22



RELATED ARTICLE OF DECISION No 1/95 OF THE EC-TURKEY ASSOCIATION

COUNCIL of 22 December 1995 on implementing the final phase of the Customs Union
(96/142/EC)

Article 2

This Chapter shall apply to products other than agricultural products as defined in Article 11 of the
Association Agreement. The special provisions relating to agricultural products are set out in

Chapter II of this Decision.

Article 3

This Chapter shall apply to goods:

-produced in the Community or Turkey, including those wholly or partially obtained or produced
from products coming from third countries which are in free circulation in the Community or in

Turkey,

-coming from third countries and in free circulation in the Community or in Turkey.

Products from third countries shall be considered to be in free circulation in the Community or in
Turkey if the import formalities have been complied with and any customs duties or charges
having equivalent effect which are payable have been levied in the Community or in Turkey, and if

they have not benefited from a total or partial reimbursement of such duties or charges.

The customs territory of the Customs Union shall comprise:

-the customs territory of the Community as defined in Article 3 of Council Regulation (EEC) No
2913/92 of 12 October 1992 establishing the Community Customs Code (1),

-the customs territory of Turkey.



This Chapter shall also apply to goods obtained or produced in the Community or in Turkey, in the
manufacture of which products coming from third countries and not in free circulation either in the

Community or in Turkey were used.

These provisions shall, however, apply to those goods only if the import formalities have been
complied with and any customs duties or charges having equivalent effect payable on third-country

products used in their manufacture have been levied in the exporting State.

If the exporting State does not apply the provisions of the second subparagraph of paragraph 4, the
goods referred to in the first subparagraph of paragraph 4 shall not be considered to be in free
circulation and the importing State shall therefore apply the customs legislation applying to goods

from third countries.

The Customs Cooperation Committee set up by Decision No 2/69 of the Association Council shall
determine the methods of administrative cooperation to be used in implementing paragraphs 1, 2

and 4.

Article 4

Import or export customs duties and charges having equivalent effect shall be wholly abolished
between the Community and Turkey on the date of entry into force of this Decision. The
Community and Turkey shall refrain from introducing any new customs duties on imports or
exports or any charges having equivalent effect from that date. These provisions shall also apply to
customs duties of a fiscal nature.

Article 12

From the date of entry into force of this Decision, Turkey shall, in relation to countries which are
not members of the Community, apply provisions and implementing measures which are
substantially similar to those of the Community's commercial policy set out in the following

Regulations:

-Council Regulation (EC) No 3285/94 (3) common rules for imports),

-Council Regulation (EC) No 519/94 (4) (common rules for imports from certain third countries),



-Council Regulation (EC) No 520/94 (5) (Community procedure for administering quantitative
quotas (implementing provisions: Commission Regulation (EC) No 738/94 (6),

-Council Regulations (EC) No 3283/94 (7) and (EC) No 3284/94 (8) (protection against dumped

and subsidized imports),

-Council Regulation (EC) No 3286/94 (9) (Community procedures in the field of the common

commercial policy),

-Council Regulation (EEC) No 2603/69 (10) (establishing common rules for exports),

-Council Decision 93/112/EEC (11) (officially supported export credits),

-Council Regulation (EC) No 3036/94 (12) (outward processing arrangements for textiles and

clothing),

-Council Regulation (EC) No 3030/93 (13) (textile imports under common rules),

-Council Regulation (EC) No 517/94 (14) (textile imports under autonomous arrangements),

-Council Regulation (EC) No 3951/92 (15) (textile imports from Taiwan).

In conformity with the requirements of Article XXIV of the GATT Turkey will apply as from the
entry into force of this Decision, substantially the same commercial policy as the Community in
the textile sector including the agreements or arrangements on trade in textile and clothing. The
Community will make available to Turkey the cooperation necessary for this objective to be

reached.

Until Turkey has concluded these arrangements, the present system of certificates of origin for the
exports of textile and clothing from Turkey into the Community will remain in force and such
products not originating from Turkey will remain subject to the application of the Communities

commercial policy in relation to the third countries in question.

The provisions of this Decision shall not constitute a hindrance to the implementation by the
Community and Japan of their Arrangement relating to trade in motor vehicles, mentioned in the
Annex to the Agreement on safeguards attached to the Agreement setting up the World Trade

Organization.



Before the entry into force of this Decision, Turkey and the Community will define the modalities

of cooperation in order to prevent the circumvention of the said Arrangement.

In the absence of such modalities, the Community reserves the right to take, in respect of imports
into its territory, any measure rendered necessary by the application of the said Arrangement.

Article 16

With a view to harmonizing its commercial policy with that of the Community, Turkey shall align
itself progressively with the preferential customs regime of the Community within five years as
from the date of entry into force of this Decision. This alignment will concern both the autonomous
regimes and preferential agreements with third countries. To this end, Turkey will take the
necessary measures and negotiate agreements on mutually advantageous basis with the countries

concerned. The Association Council shall periodically review the progress made.

In each of the cases referred to in paragraph 1 the granting of these tariff preferences shall be
conditional on complicance with provisions relating to the origin of products identical to those

governing the granting of such preferences by the Community.

Where, during the period referred to in paragraph 1, Turkey maintains a tariff policy different from
that of the Community, goods imported from third countries into the Community and released for
free circulation with preferential treatment by reason of their country of origin or of exportation
shall be subject to the payment of a compensatory levy if they are imported into Turkey, in the

following circumstances:

-they have been imported from countries to which the same preferential tariff treatment is not

granted by Turkey, and

-they can be identified as imported from these countries, and

-the duty to be paid in Turkey is at least five percentage points higher than that applicable in the

Community, and

-an important distortion of traffic related to these goods has been observed.



-The Customs Union Joint Committee shall establish the list of the goods to which the

compensatory levy applies, as well as the amount of this levy.

Article 19

The agricultural component applicable to goods imported into Turkey shall be obtained by adding
together the quantities of basic agricultural products considered to have been used for the
manufacture of the goods in question multiplied by the basic amount corresponding to each of

these basic agricultural products as defined in paragraph 3.

The basic agricultural products to be taken into account are listed in Annex 2.

The quantities of basic agricultural products to be taken into account are set out in Annex 3.

In the case of goods classified under the nomenclature codes for which reference is made in Annex
3 to Annex 4, the amounts of the agricultural component to be taken into account are set out in

Annex 4.

The basic amount corresponding to each basic agricultural product is the amount of the charge
applicable on import into Turkey of the agricultural product originating in a non-preferential third
country during the reference period applicable to agricultural products. The basic amounts are set

out in Annex 5.

Article 24

The Association Council hereby reaffirms the Parties' common objective to move towards the free
movement of agricultural products between themselves as provided for in Articles 32 to 35 of the

Additional Protocol.

The Association Council notes that an additional period is required to put in place the conditions

necessary to achieve free movement of these products

Article 28



On the date of entry into force of this Decision, Turkey shall adopt provisions in the following
fields, based on Council Regulation (EEC) No 2913/92 of 12 October 1992 establishing the
Community Customs Code and Commission Regulation (EEC) No 2454/93 of 2 July 1993 (16)

laying down the implementing provisions thereof:

-origin of goods;

-customs value of goods;

-introduction of goods into the territory of the Customs Union;

-customs declaration;

-release for free circulation;

-suspensive arrangements and customs procedures with economic impact;

-movement of goods;

-customs debt;

-right of appeal.

Turkey shall take the measures necessary to implement, on the date of entry into force of this

Decision, provisions based on:

-Council Regulation (EEC) No 3842/86 of 1 December 1986 laying down measures to prohibit the
release for free circulation of counterfeit goods (17) and Commission Regulation (EEC) No

3077/87 of 14 October 1987 laying down the implementing measures thereof (18);

-Council Regulation (EEC) No 918/83 of 28 March 1983 setting up a Community system of reliefs
from customs duties (19) and Commission Regulations (EEC) No 2287/83, (EEC) No 2288/83,
(EEC) No 2289/83 and (EEC) No 2290/83 of 29 July 1983 laying down the implementing

measures thereof (20);

-Council Regulation (EEC) No 616/78 on proof of origin for certain textile products falling within
Chapter 51 or Chapters 53 to 62 of the Common Customs Tariff and imported into the Community,

and on conditions for the acceptance of such proof (21).



The Customs Cooperation Committee shall lay down the appropriate measures to implement

paragraphs 1 and 2.

Article 31

The Parties confirm the importance they attach to ensuring adequate and effective protection and

enforcement of intellectual, industrial and commercial property rights.

The Parties recognize that the Customs Union can function properly only if equivalent levels of
effective protection of intellectual property rights are provided in both constituent parts of the

Customs Union. Accordingly, they undertake to meet the obligations set out in Annex 8.

SECTION II

Competition

A. Competition rules of the Customs Union

Article 32

The following shall be prohibited as incompatible with the proper functioning of the Customs
Union, in so far as they may affect trade between the Community and Turkey: all agreements
between undertakings, decisions by associations of undertakings and concerted practices which
have as their object or effect the prevention, restriction or distortion of competition, and in

particular those which:

-directly or indirectly fix purchase or selling prices or any other trading conditions;

-limit or control production, markets, technical development or investment;

-share markets or sources of supply;

-apply dissimilar conditions to equivalent transactions with other trading parties, thereby placing

them at a competitive disadvantage;



-make the conclusion of contracts subject to acceptance by the other parties of supplementary
obligations which, by their nature or according to commercial usage, have no connection with the

subject of such contracts.

-Any agreements or decisions prohibited pursuant to this Article shall automatically be void.

The provisions of paragraph 1 may, however, be declared inapplicable in the case of:

-any agreement or category of agreements between undertakings,

-any decision or category of decisions by associations of undertakings,

-any concerted practice or category of concerted practices which contributes to improving the
production or distribution of goods or to promoting technical or economic progress, which

allowing consumers a fair share of the resulting benefit, and which does not:

-impose on the undertakings concerned restrictions which are not indispensable to the attainment to

these objectives;

-afford such undertakings the possibility of eliminating competition in respect of a substantial part

of the products in question.

Article 33

Any abuse by one or more undertakings of a dominant position in the territories of the Community
and/or of Turkey as a whole or in a substantial part thereof shall be prohibited as incompatible with
the proper functioning of the Customs Union, in so far as it may affect trade between the

Community and Turkey.

Such abuse may, in particular, consist in:

-directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions;

-limiting production, markets or technical development to the prejudice of consumers;

-applying dissimilar conditions to equivalent transactions with other trading parties, thereby

placing them at a competitive disadvantage;



-making the conclusion of contracts subject to acceptance by the other parties of supplementary
obligations which, by their nature or according to commercial usage, have no connection with the

subject of such contracts.

Article 34

Any aid granted by Member States of the Community or by Turkey through State resources in any
form whatsoever which distorts or threatens to distort competition by favouring certain
undertakings or the production of certain goods shall, in so far as it affects trade between the

Community and Turkey, be incompatible with the proper functioning of the Customs Union.

The following shall be compatible with the functioning of the Customs Union:

-aid having a social character, granted to individual consumers, provided that such aid is granted

without discrimination related to the origin of the products concerned;

-aid to make good the damage caused by natural disasters or exceptional occurrences;

-aid granted to the economy of certain areas of the Federal Republic of Germany affected by the
division of Germany, in so far as such aid is required in order to compensate for the economic

disadvantages caused by that division;

-for a period of five years from the entry into force of this Decision, aid to promote economic
development of Turkey's less developed regions, provided that such aid does not adversely affect
trading conditions between the Community and Turkey to an extent contrary to the common

interest.

The following may be considered to be compatible with the functioning of the Customs Union:

-in conformity with Article 43 (2) of the Additional Protocol, aid to promote the economic
development of areas where the standard of living is abnormally low or where there is serious

underemployment;

-aid to promote the execution of an important project of common European interest or to remedy a

serious disturbance in the economy of a Member State of the Community or of Turkey;



-for a period of five years after the entry into force of this Decision, in conformity with Article 43
(2) of the Additional Protocol, aids aiming at accomplishing structural adjustment necessitated by
the establishement of the Customs Union. The Association Council shall review the application of

that clause after the aforesaid period.

-aid to facilitate the development of certain economic activities or of certain economic areas, where
such aid does not adversely affect trading conditions between the Community and Turkey to an

extent contrary to the common interest;

-aid to promote culture and heritage conservation where such aid does not adversely affect trading

conditions between the Community and Turkey to an extent contrary to the common interest;

-such other categories of aid as may be specified by the Association Council.

Article 35

Any practices contrary to Articles 32, 33 and 34 shall be assessed on the basis of criteria arising
from the application of the rules of Articles 85, 86 and 92 of the Treaty establishing the European

Community and its secondary legislation.

Article 36

The Parties shall exchange information, taking into account the limitations imposed by the

requirements of professional and business secrecy.

Article 37

The Association Council shall, within two years following the entry into force of the Customs
Union, adopt by Decision the necessary rules for the implementation of Articles 32, 33 and 34 and
related parts of Article 35. These rules shall be based upon those already existing in the

Community and shall inter alia specify the role of each competition authority.

Until these rules are adopted,

-the authorities of the Community or Turkey shall rule on the admissibility of agreements,
decisions and concerted practices and on abuse of a dominant position in accordance with Articles

32 and 33;



-the provisions of the GATT Subsidies Code shall be applied as the rules for the implementation of
Article 34.

Article 38

If the Community or Turkey considers that a particular practice is incompatible with the terms of

Articles 32, 33 or 34, and

-1s not adequately dealt with under the implementing rules referred to in Article 37, or

-in the absence of such rules, and if such practice causes or threatens to cause serious prejudice to
the interest of the other Party or material injury to its domestic industry, it may take appropriate
measures after consultation within the Joint Customs Union Committee or after 45 working days
following referral for such consultation. Priority shall be given to such measures that will least

disturb the functioning of the Customs Union.

In the case of practices incompatible with Article 34, such appropriate measures may, where the
General Agreement on Tariffs and Trade applies thereto, only be adopted in conformity with the
procedures and under the conditions laid down by the General Agreement on Tariffs and Trade and
any other relevant instrument negotiated under its auspices which are applicable between the

Parties.

Approximation of legislation

Article 39

With a view to achieving the economic integration sought by the Customs Union, Turkey shall
ensure that its legislation in the field of competition rules is made compatible with that of the

European Community, and is applied effectively.

To comply with the obligations of paragraph 1, Turkey shall

-.before the entry into force of the Customs Union, adopt a law which shall prohibit behaviours of
undertakings under the conditions laid down in Articles 85 and 86 of the EC Treaty. It shall also
ensure that, within one year after the entry into force of the Customs Union, the principles
contained in block exemption Regulations in force in the Community, as well as in the case-law

developed by EC authorities, shall be applied in Turkey. The Community shall inform Turkey as



soon as possible of any procedure related to the adoption, abolition, or modification of block
exemption Regulations by the EC after the entry into force of the Customs Union. After such

information has been given, Turkey shall have one year to adapt its legislation, if necessary;

-before the entry into force of the Customs Union, establish a competition authority which shall

apply these rules and principles effectively;

-before the entry into force of this Decision, adapt all its aids granted to the textile and clothing
sector to the rules laid down in the relevant Community frameworks and guidelines under Articles
92 and 93 of the EC Treaty. Turkey shall inform the Community of all its aid schemes to this
sector as adapted in accordance with these frameworks and guidelines. The Community shall
inform Turkey as soon as possible of any procedure related to the adoption, abolition or
modification of such frameworks and guidelines by the Community after the entry into force of the
Customs Union. After such information as been given, Turkey shall have one year to adopt its

legislation;

-within two years after the entry into force of this Decision, adapt all aid schemes other than those
granted to the textile and clothing sector to the rules laid down in Community frameworks and
guidelines under Articles 92 and 93 of the EC Treaty. The Community shall inform Turkey as soon
as possible of any procedure related to the adoption, abolition or modification of such frameworks
and guidelines by the Community. After such information has been given, Turkey shall have one

year to adapt its legislation;

-within two years after the entry into force of the Customs Union, inform the Community of all aid
schemes in force in Turkey as adapted in accordance with point (d). If a new scheme is to be

adopted, Turkey shall inform the Community as soon as possible of the content of such scheme;

-notify the Community in advance of any individual aid to be granted to an enterprise or a group of
enterprises that would be notifiable under Community frameworks or guidelines had it been
granted by a Member State, or of individual aid awards outside of Community frameworks or
guidelines above an amount of ECU 12 million and which would have been notified under EC law

had it been granted by a Member State.

Regarding individual aids granted by Member States and subject to the analysis by the
Commission, on the basis of Article 93 of the EC Treaty, Turkey will be informed on the same

basis as the Member States.



The Community and Turkey shall communicate to each other all amendments to their laws
concerning restrictive practices by undertakings. They shall also inform each other of the cases

when these laws have been applied.

In relation to information supplied under paragraph 2, points (c), (e) and (f), the Community shall
have the right to raise objections against an aid granted by Turkey which it would have deemed
unlawful under EC law had it been granted by a Member State. If Turkey does not agree with the
Community's opinion, and if the case is not resolved within 30 days, the Community and Turkey

shall each have the right to refer the case to arbitration.

Turkey shall have the right to raise objections and seize the Association Council against an aid
granted by a Member State which it deems to be unlawful under EC law. If the case is not resolved
by the Association Council within three months, the Association Council may decide to refer the

case to the Court of Justice of the European Communities.

Article 40

The Community shall inform Turkey as soon as possible of the adoption of any Decision under

Articles 85, 86 and 92 of the EC Treaty which might affect Turkey's interests.

Turkey shall be entitled to ask information about any specific case decided by the Community

under Articles 85, 86 and 92 of the EC Treaty.

CHAPTER V

INSTITUTIONAL PROVISIONS

SECTION 1
The EC-Turkey Customs Union Joint Committee



Article 52

In accordance with Article 24 of the Association Agreement, an EC-Turkey Customs Union Joint
Committee is hereby established. The Committee shall carry out exchange of views and
information, formulate recommendations to the Association Council and deliver opinions with a

view to ensuring the proper functioning of the Customs Union.

The Parties shall consult within the Committee on any point relating to the implementation of this

Decision which gives rise to a difficulty for either of them.

The Customs Union Joint Committee shall adopt its rules of procedure.

Article 53

The Customs Union Joint Committee shall consist of representatives of the Parties.

The office of Chairman of the Customs Union Joint Committee shall be held alternately, for a
period of six months, by the representative of the Community, i.e. the European Commission, and

the representative of Turkey.

In order to carry out its duties, the Customs Union Joint Committee shall meet, as a general rule, at
least once a month. It shall also meet on the initiative of its Chairman or at the request of one of the

Parties in accordance with its rules of procedure.

The Customs Union Joint Committee may decide to establish any subcommittee or working party
to assist it in carrying out its duties. The Customs Union Joint Committee shall lay down the
composition and rules of operation of such subcommittees or working parties in its rules of
procedure. Their duties shall be determined by the Customs Union Joint Committee in each

individual case.

SECTION 11



Consultation and decision procedures

Article 54

In areas of direct relevance to the operations of the Customs Union, and without prejudice to the
other obligations deriving from Chapters I to IV Turkish legislation shall be harmonized as far as

possible with Community legislation.

Areas of direct relevance to the operation of the Customs Union shall be commercial policy and
agreements with third countries comprising a commercial dimension for industrial products,
legislation on the abolition of technical barriers to trade in industrial products, competition and

industrial and intellectual property law and customs legislation.

The Association Council may decide to extend the list of areas where harmonization is to be

achieved in the light of the Association's progress.

The procedural rules provided for the Articles 55 to 60 shall apply for the purposes of this Article.

Article 55

Wherever new legislation is drawn up by the Commission of the European Communities in an area
of direct relevance to the operation of the Customs Union and the Commission of the European
Communities consults experts from Member States of the Community, it shall also informally

consult Turkish experts.

When transmitting its proposal to the Council of the European Union, the Commission of the

European Communities shall send copies thereof to Turkey.

During the phase preceding the decision of the Council of the European Union, the Parties shall, at

the request of either of them, consult each other again within the Customs Union Joint Committee.

The Parties shall cooperate in good faith during the information and consultation phase with a view
to facilitating, at the end of the process, the decision most appropriate for the proper functioning of

the Customs Union.



Article 56

Where it adopts legislation in an area of direct relevance to the functioning of the Customs Union
as defined in Article 54 (2), the Community shall immediately inform Turkey thereof within the
Customs Union Joint Committee to allow Turkey to adopt corresponding legislation which will

ensure the proper functioning of the Customs Union.

Where there is a problem for Turkey in adopting the corresponding legislation, the Customs Union
Joint Committee shall make every effort to find a mutually acceptable solution maintaining the

proper functioning of the Customs Union.

Article 57

The principle of harmonization defined in Article 54 shall not affect Turkey's right, without
prejudice to its obligations deriving from Chapters I to IV to amend legislation in areas of direct
relevance to the functioning of the Customs Union provided the Customs Union Joint Committee
has concluded that the amended legislation does not affect the proper functioning of the Customs
Union or that the procedures referred to in the paragraphs 2 to 4 of this Article have been

accomplished.

Where Turkey is contemplating new legislation in an area of direct relevance to the functioning of
the Customs Union, it shall informally seek the views of the Commission of the European
Communities on the proposed legislation in question so that the Turkish legislator may take his

decision in full knowledge of the consequences for the functioning of the Customs Union.

The Parties shall cooperate in good faith with a view to facilitating, at the end of the process, the

decision most appropriate for the proper functioning of the Customs Union.

Once the proposed legislation has reached a sufficiently advanced stage of drafting, consultations

shall be held within the Customs Union Joint Committee.

Where Turkey adopts legislation in an area of direct relevance to the functioning of the Customs

Union, it shall forthwith inform the Community within the Customs Union Joint Committee.



If Turkey's adoption of such legislation is likely to disrupt the proper functioning of the Customs

Union, the Customs Union Joint Committee shall endeavour to find a mutually acceptable solution.

Article 58

If, at the end of the consultations undertaken under the procedure provided for in Article 56 (2) or
Article 57 (4), a mutually acceptable solution cannot be found by the Customs Union Joint
Committee and if either Party considers that discrepancies in the legislation in question may affect
the free movement of goods, deflect trade or create economic problems on its territory, it may refer
the matter to the Customs Union Joint Committee which, if necessary, shall recommend

appropriate ways of avoiding any injury which may result.

The same procedure will be followed if differences in the implementation of legislations in an area
of direct relevance to the functioning of the Customs Union, cause or threaten to cause impairment

of the free movement of goods, deflections of trade or economic problems.

If discrepancies between Community and Turkish legislation or differences in their implementation
in an area of direct relevance to the functioning of the Customs Union, cause of threaten to cause
impairment of the free movement of goods or deflections of trade and the affected Party considers
that immediate action is required, it may itself take the necessary protection measures and notify
the Customs Union Joint Committee thereof; the latter may decide whether to amend or abolish
these measures. Priority should be given to measures which least disturb the functioning of the

Customs Union.

Article 59

In areas of direct relevance to the proper functioning of the Customs Union, the Commission of the
European Communities shall ensure Turkish experts are involved as far as possible in the
preparation of draft measures to be submitted subsequently to the committees which assist the
Commission of the European Communities in the exercise of its executive powers. In this regard,
when drafting proposals, the Commission of the European Communities shall consult experts from
Turkey on the same basis as it consults experts from the Member States of the Community. Where

the matter referred to the Council of the European Union is in accordance with the procedure



applying to the type of committee concerned, the Commission of the European Communities shall

transmit to the Council of the European Union the views of the Turkish experts.

Article 60

Turkish experts shall be involved in the work of a number of technical committees which assist the
Commission of the European Communities in the exercise of its executive powers in areas of direct
relevance to the functioning of the Customs Union where this is required to ensure the proper
functioning of the Customs Union. The procedure for such participation shall be decided by the
Association Council before the entry into force of this Decision. The list of Committees is
contained in Annex 9. If it appears to the Parties that such an involvement should be extended to
other Committees, the Customs Union Joint Committee may address the necessary

recommendations to the Association Council for decisions.

SECTION III

Settlement of disputes

Article 61

Without prejudice to paragraphs 1 to 3 of Article 25 of the Ankara Agreement, if the Association
Council fails to settle a dispute relating to the scope or duration of protection measures taken in
accordance with Article 58 (2), safeguard measures taken in accordance with Article 63 or
rebalancing measures taken in accordance with Article 64, within six months of the date on which
this procedure was initiated, either Party may refer the dispute to arbitration under the procedures

laid down in Article 62. The arbitration award shall be binding on the Parties to the dispute.

Article 62

If a dispute has been referred to arbitration there shall be three arbitrators.

The two parties to the dispute shall each appoint one arbitrator within 30 days.



The two arbitrators so designated shall nominate by common agreement one umpire who shall not
be a national of either Party. If they cannot agree within two months of their appointment, the
umpire shall be chosen by them from seven persons on a list established by the Association
Council. The Association Council shall establish and review this list in accordance with its rules of

procedure.

The arbitration tribunal shall sit in Brussels. Unless the Parties decide otherwise, it shall adopt its

rules of procedure. It shall take its decisions by majority.

Article 64

If a safeguard or protection measure taken by a Party creates an imbalance between the rights and
obligations under this Decision, the other Party may take rebalancing measures in respect of that
Party. Priority shall be given to such measures as will least disturb the functioning of the Customs

Union.

The procedures provided for in Article 63 shall apply.

CHAPTER VI

GENERAL AND FINAL PROVISIONS

Entry into force

Article 65

This Decision shall enter into force on 31 December 1995.

During the year 1995, progress in the implementation of this Decision shall be examined regularly

within the Association Committee, which will report to the Association Council.

Before the end of October 1995 the two Parties shall consider within the Association Council
whether the provisions of this Decision for the proper functioning of the Customs Union are

fulfilled.



On the basis of the report(s) of the Association Committee, if Turkey on one side or the
Community and its Member States on the other side considers that the provisions referred to in
paragraph 3 have not been met, this Party can notify to the Association Council its decision to ask
for a postponement of the date referred to in paragraph 1. In such a case this date is deferred to 1

July 1996.

In this case paragraphs 2 to 4 shall apply mutatis mutandis.

The Association Council may take other appropriate decisions.

Interpretation

Article 66

The provisions of this Decision, in so far as they are identical in substance to the corresponding
provisions of the Treaty establishing the European Community shall be interpreted for the purposes
of their implementation and application to products covered by the Customs Union, in conformity

with the relevant decisions of the Court of Justice of the European Communities.



