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I.
INTRODUCTION

In the December 2004 meeting of the European Council, the European Union (EU) decided to launch negotiations with Turkey to establish a timetable for accession. The term “negotiation” in this context refers to a phase in which the candidate country adapts and implements the EU legislation, acquis communautaire. In other words, the term “negotiation” is slightly misleading. What will actually happen is that the candidate country, i.e. Turkey, will undertake certain reforms to restructure some of her institutions to be compatible with the EU. In this context, the EU-compatible institutional structure defined as the one that satisfies the First Copenhagen Economic Criteria, i.e. those institutions that are necessary to create a market based functioning economy.

The EU and Turkey agreed that the negotiations are open ended, i.e., even if Turkey satisfies all the necessary conditions for EU membership, the EU may still have an option of not accepting her membership. The concerns of the EU countries on Turkey’s membership are aggregated under the term “EU’s absorption capacity”, which combines factors ranging from psychological ones such as the prejudices against Turkey to more rational ones such as the concerns over the Turkish economy’s development level and its size. In any case, this implies that at the end of the negotiation process, the outcome may be one of the two qualitatively very different states: Turkey may end up as a member of the EU or may not. Even the negotiation process can abruptly come to an end due to reasons, irrespective of the performance of Turkey. The natural question then arises is why Turkey should continue with the negotiation process instead of reforming the economy according to its own agenda (national reform process). Under which conditions should Turkey follow the second route? Our basic aim is to answer these questions.
We consider the EU negotiations as a process, in which the government radically changes the existing institutional structure of the economy, as opposed to an evolutionary change by the market mechanism and the government’s secondary and facilitating role in this evolutionary change. The institutional development is not “endogenous”; the government designs new institutions to replace the existing ones. That is, the government does not follow a “policy tinkering strategy” as in İyigün and Rodrik (2004). Turkey’s membership creates controversy not only in the EU countries but also in Turkey.  Since the latter affects the domestic politics, and consequently the strategies of the political parties, the major differences between the pro- and anti-EU views are delineated.

II.
THE EU REFORM PROGRAM
Consider a two sector economy. Both sectors produce the same output, but employ different technologies. The total output of the modern sector is as follows:
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where θM,,t is a generic technology variable embodying the productivity level, human capital and the institutional structure prevailing at the beginning of period t in the modern sector,  λ is the share of total labor supply employed in the modern sector and subscript M denotes the modern sector. Total labor supply is assumed to be fixed and it is normalized to L=1.  
The traditional sector, on the other hand has the following production function: 
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By construction, the technology level in the modern sector is greater than that of the traditional sector: θM,t = α θT,t where α > 1.  
We have two periods. The first one (t=1) is the reform period. The EU reform program envisages two reforms. The first reform is the modernization of the economy by the full application of the EU norms (for example environmental standards) in the production. This necessitates ceasing the production activity in the traditional sector and transferring the labor of this sector to the modern sector. This transfer can only be accomplished by raising the skill level of the labor force of the traditional sector. This requires investment in human capital. Suppose that this activity costs ‘c’ per employee transferred. It is assumed that during the transition period, workers in the traditional sector become unemployed. The second reform focuses on the labor market. Modern labor market institutions should cover all unemployed. Therefore those who are unemployed should be compensated according to “EU norms”. The unemployment benefit per unemployed is η. All of the reforms are completed in the first period and the economy starts to the second period with the modern sector only, which now also covers the transformed pre-reform traditional sector. In this simple framework, this means that λ=1 at the end of the reform process.
The traditional sector is not able to finance the financial requirements of the transformation (human capital investment and unemployment compensation). This is undertaken by the government through taxation of the modern sector in the first period. The amount of government expenditure for such a transformation is
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which is financed through the ‘reform-tax’ imposed on the modern sector:
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Under balanced budget assumption the required tax rate is 
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If Turkey joins to the EU, it is expected that the country will enjoy some extra benefits from being in the union, for example due to better access to international markets, lower transaction costs and the implied gains from trade.  Let z denote per capita extra gain from accession.
 ‘Too big to absorb’ type arguments create uncertainty regarding the Turkey’s membership to the EU. Here, it is assumed that even in the first (reform) period, there is such a probability (1-q1,EU). Note that the production-ban on the traditional sector and the taxation of the modern sector occurs at the beginning of the first period, before observing the decision of the EU. If a sudden stop realizes, there are two possibilities in front of the reformers: either switching to the domestic route and continue with the reform process, or turning back to the status-quo. For the sake of simplicity we assume that such a reversal is costless. Let the probability of choosing the domestic reform alternative be q1,D. If there is not any sudden stop, the reform process is completed in the first period, at the end of which the EU gives its final decision. The probability of receiving a ‘yes’ from the EU is q2,EU. The timing of events is shown in Table 1.

Table 1: The Timing of Reforms and Events in the EU Process
         YT is banned
          

          τ1>0                                            q2,EU    
 


↓
←q1,EU ;  q1,D →                      ↓

I--------------------------------------I-------------------------------------I

                                    t=1  



t=2
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II.1
Economic Efficiency of the EU Reform Process

The EU reform program should be economically efficient to be implemented. That is, in the absence of uncertainty, the present value of the total income as of the beginning of the reform period should be more than that of the no reform case: 
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where R is the interest rate factor applied to the second period and Y0 is the income obtained under the status-quo. By making use of (1) and (2), this condition can simply be expressed as 
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II.2
Political Acceptability of the EU Reform Process

To derive the political acceptability conditions we directly compare present value of the ex-ante expected per capita consumption levels of the no-reform case (the status-quo) with those of the EU-reform case.
II.2.1
Modern sector
 In the absence of uncertainty regarding the continuation of the EU process, this condition for the modern sector is given by
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where β is the time-discount factor. Using (5) this condition (call it as Mc-condition) can be rewritten as   
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Taking uncertainty into consideration, the political acceptability condition for the modern sector as of the beginning of the reform process becomes
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This condition (the Muc-condition) can further be written as
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Note that the right hand side of (11) is greater than that of (9). Hence, the uncertainty around the EU’s decision about Turkey’s membership renders the ex-ante political acceptance condition more stringent compared to the certainty case.  
II.2.2
Traditional sector
When there is no uncertainty, the political acceptability condition at the beginning of the reform process is given by
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Rewriting this condition (call Tc-condition) gives
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Once the uncertainty is considered, the ex-ante political acceptability condition becomes
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Rearranging gives the Tuc-condition as
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For any given z, the right hand side of (15) is greater than that of (13). Again, as expected the uncertainty regarding the EU decision makes the political acceptability condition more demanding (i.e. the traditional sector will demand a higher unemployment compensation to support such a program, since their expected future income is now declined). 
The inequalities (9) and (13) characterize the set of pairs on (z,
[image: image17.wmf]h

)-plane, that are efficient for both groups of people in the absence of uncertainty (when there is uncertainty (11) and (15) are relevant). Let’s call that set as the feasible set for reforms, meaning that it is possible to carry out the reforms without an a priori opposition one of the groups. In Figure 1 these conditions are plotted and feasible set for reforms is indicated.
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Figure 1. Political acceptability of the EU reform program
Notice that, the the feasible set is bounded from above by (11). Therefore for any given feasible z, there is a maximum for η. In other words, implementing the EU unemployment scheme may not be feasible, if the expected gain from the EU membership is “too low”.
II.2.3
Implications
Above results show that if it was certain that the EU says ‘no’ to Turkey either in the midst of the reform period (q1,EU=0) or with the completion of the reforms (q2,EU=0), the modern sector would try to block the EU reform process at the beginning of the first period. On the contrary, both sectors would be in favor of the EU reform program if a-priori a ‘yes’ from the EU was certain (q1,EU=1 and q2,EU=1).
There is a threshold level for the probabilities of a positive answer from the EU below which, ex-ante the reform process is not politically acceptable for each of the sectors. For plausible values of the parameters of the model, the political acceptability condition is not binding for the traditional sector, i.e. the right side of Equation (16) is for most cases negative. However, this condition is binding for the modern sector and by writing inequality (11) as an equality, one can derive this threshold level as a product of two probabilities:
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Note that the smaller the perceived gain from becoming full membership to the EU, the greater the threshold value of the product of probabilities of a ‘yes’ from the EU both at the end and during the reform process. Note further that all of the results up to now are derived with the assumption that there is not certainty regarding whether a sudden stop (q1,EU=0) will cease reform appetite of reformers. If this is not the case, i.e if a-priori it is known with certainty that q1,EU=0 implies q1,D=0, ex-ante political acceptability condition for the traditional sector can become binding.
II.2.4
Different Financing Schemes

In fact, taxing the modern sector is only one of the financing schemes that are feasible in the EU-reform strategy. Notice that this scheme is placing the whole burden of the reforms on the modern sector. One alternative may be borrowing from the modern sector.  In this case, in the second period, the traditional sector will be paying domestic debt and interest payments. The burden of the reforms will be on the traditional sector, albeit after its income increased. Since completion of reforms enables traditional sector people to enjoy higher income both due to reform effect and also due to accession effect, they may agree to such a proposal if their intertemporal welfare is higher than the status quo case. Another possible scheme may be borrowing from abroad. The country may increase her external borrowing by using her future income receipts as collateral. In this case the costs of reforms will be shared by both of the sectors and will be paid back after accession. 

Obviously a convex combination of these there financing schemes is possible.  That means an M-party (a political party that is more sensitive to the interests of the modern sector people) will try to find a policy that combines these financing schemes so as to maximize its own utility function.
 However, exceptional situations aside, a political party can not hope to win the election only by getting the votes of its core supporters. Therefore their program will reflect both their policy stance and their scope of compromise to secure necessary votes to win election.
  III.
THE NATIONAL REFORM PROGRAM
The political economy of the national reform program is completely different from the EU reform case. First of all, the externality created through the EU membership is no longer available (z=0). Second, there is no uncertainty regarding the decision of the EU. Third, the reformers may opt to a more gradual reform strategy or a partial reform program while keeping the length of the reform process intact.

The partial reform strategy has the potential to create uncertainty. For example, consider a situation where only a part of the traditional sector is banned from production. Suppose that which part is forced to cease production is not known a-priori by the public. Under this situation ex-ante and ex-post political acceptability conditions of the national reform strategy will be different. However, similar set-ups are designed by various researchers and concluded that there can be reforms which, once adopted, will receive adequate political support but would have failed to carry the day ex ante” (Fernandez and Rodrik (1991, pp.1146)).

In what follows we will abstract from this uncertainty but keep the partial reform advantage of the national reform process by assuming that working hours of the traditional sector is restricted.
 This effectively means that δL of the labor force (0<δ≤1) of the traditional sector becomes unemployed due to the national reform program and subject to human capital increasing training program (investment). 

The fourth difference between the EU and national reform programs is that, in the national case the reforms should be financed by borrowing. The reason is that, if the government imposes a reform-tax as in the EU case on the modern sector in the first period, since the modern sector is not compensated in the second period (z=0) it will try to block the reform process. Notice that, in this simple framework, transformation of the traditional sector does not produce an externality for the modern sector. In other words, such a public expenditure has no benefit for the modern sector people. Therefore they will resist a reform program that is financed by the taxation of the modern sector. On the other hand, the externality that is expected to be created by the EU accession is no longer available. Therefore, there will be no addition to country’s borrowing capacity, which rules out external borrowing as an alternative. Hence, in the national reform case, the set of financing schemes is a singleton.

Under these conditions, suppose that the government introduces a compulsory saving scheme for the modern sector. In return to these savings the modern sector will receive a gross return R. This return will be financed in the second period by a tax imposed on the traditional sector. Consequently, the necessary government expenditure for the transformation of a portion of the labor force of the traditional sector to the modern sector is given by
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This is financed through the compulsory borrowing (saving) scheme:
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where γ indicates compulsory saving rate and given by 
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III.1
Economic Efficiency of the National Reform Process   
When (6) is rearranged for the national reform program the following economic efficiency condition is obtained:
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After some simple algebraic manipulation one obtains the same economic efficiency condition with the EU case (Equation 7).
III.2
Political Acceptability of the National Reform Process

In this case since by construction uncertainty is absent, we give political acceptability conditions only for the certain case. The political acceptability condition for the modern sector is


[image: image25.wmf])

(

)

(

)

1

(

1

1

M

M

M

M

R

q

g

q

b

g

q

q

b

+

+

-

£

+

.




     (21)

This further yields 
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The political acceptability condition for the traditional sector is as follows 
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Re-arranging gives

[image: image28.wmf]T

T

D

R

q

g

ab

q

ab

b

h

1

)

1

(

+

-

+

³







     (24)
where superscript ‘D’ for the domestic reform process. This condition is now more stringent than that of the EU reform process (compare with (13)).

IV. CONCLUSION
Although, “national reform” concept is used as a perfect substitute for “EU reforms” in the daily political rhetoric, in reality it is not. EU reform program is based on an agreement between Turkey and the EU and introduces some kind of rigidity due to its structured nature. However, at the same time, the prospect of joining the EU and therefore realization of extra benefits of membership broadens the spectrum of alternatives in financing reforms. The political competition among political parties, therefore, will be on the space of financing schemes.

National reform, on the other hand, is constrained in terms of its mode of financing but is flexible in terms of the “intensity of the reforms”.  In other words, national reform may target an unemployment benefit less than it is required under EU legislation and may aim at a less than full modernization of the traditional sector. The political competition among parties, is then, over the spectrum of “reform intensities”.
In this environment political parties may devise programs differing with respect to the following: i) Total amount of borrowing, ii) Its use as social security and modernization expenditures. A political party, for example, may follow the strategy of securing a certain minimum unemployment compensation for the traditional sector people and may express less interest in transforming this sector completely. The other party, on the other hand, may give priority to full transformation and may bargain for more flexible unemployment benefits. If, the reform period is fixed, then political parties are left with two policy variables, the first is the per capita unemployment benefit and the second is the interest rate that is offered to modern sector people (assuming higher interest rates help them to increase their savings).
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� In a previous paper we analyzed the feasibility of reform in a two-party policy choice game. Under certain conditions specified in the paper we showed that the game has a unique Nash equilibrium at which both parties choose not to change the status-quo (Ersel and Özatay (2007). 


� Notice that the political parties are assumed to be Wittmanian, i.e they are not only interested to be in power but also have a preference over the actual outcome of the policies followed.


� See also Wyplosz (1993) and Wei (1997).


� Capturing this uncertainty is not a problem. The reason that we do not model such an uncertainty is that we want to focus on the uncertainty surrounding the EU reform process only. 
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