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SAU, SosyalBilimler Enstitiisii Yiksek Lisans TezOzeti

Tezin Baslig1: Uluslararasi Maliyetlersiginda Turkiye’'nin Ticaret Avantajina
Yonelik Ampirik Analiz
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Kabul Tarihi: 07 Temmuz 2014 SayfaSayisi:viii (6nkisim)+ 83 (tez) + 2

Anabilimdali : Uluslararasi Ticaret Bilimdali: Uluslararasi Ticaret

Ulkelerin iktisadi anlamda kendi kendilerine yetenasi ve uzmankarak daha verimli tretin
yonelmesi uluslararasi ticaretin énemini giderekrmsaktadir Son otuzyilda, uluslarara
ticaret kiresel hasila diizeyinden daha hizli biyiedér. Diinya Ticaret Orgiti'nin (DT
2001 Dunya Ticaret Raporu’'na gére 1980’den bu y&ihaytzyilin baina kadadinya ticaret
yaklasik olarak dinya Uretim buydrsinden iki kat daha hizli blyurtiir. Ayrica, yiksele
piyasa ekonomileri diinya ticaretindeki paylarmgiin gectikce artirmaktadir vetoplam kir
ihracattaki paylari hemen hemen %50 dizeyingnuldir.

Gelisen ekonomiler arasinda bulunan Turkiye, 2023 iijbeyr uluslararasi ticaretteki pay,
%1.5'e ¢ikarmayi ve diinyada ilk 10 ekonomi icedsinyer almayi hedeflemektediyrica
ihracatin ithalata oraninin da 2023 yilinda %8larak gerceklgnesi planlanmaktad
Turkiye'nin ds ticareti icin gelecek planlanirkeriuglararasi maliyetlerin g6z ardi edilm
blylk sorunlari da beraberinde getirebilir. Bu yetler icinde ésimacilik maliyetleri ve emt
fiyatlar uluslararasi ticaretin belirleyicilerinadeir. Ayni zamanda doviz kurunun da bir lke
uluslararasi tiaretteki performansi acisindan 6nemli bir role gpabiduzu goérilmektedi
Tasimacilik maliyetlerinin, uluslararasemtia fiyatlarinin ve doviz kurunun lkele
uluslararasi ticaretinin temsili gigkenleri arasinda olduklari kabul edilmektedir.

Tez calsmasinin temel amaci, Turkiye'nin sdticaretinin uluslararasi maliyetler ile o
nedensellik il§kisini ortaya c¢ikarmaktirUluslararasi ticaretin haca maliyetlerinden old
emtia fiyatlari ve tama maliyetlerinin yaninda doéviz kuru da buna edrakkiresel anlamg
dis ticaretin belirleyici etkenleri olarak ele alinntaétir. Tasimacilik maliyetlerini 6lcmek ic
Balttk Kuru Yuk endeksi (BDI) referans olarak algtir. Yapilan ekonoretrik analizif
sonuclarina gére BDI verileri Uzerinden belirlendaslararasi tamacilik maliyetlerinderve
nominal efektif déviz kurundan ithalata, ulusalasaremtia fiyatlarindan ve nominafektif

doviz kurundan ihracata Granger nedensellik bulusanu

Anahtar Kelimeler: Turkiye’nin Dis Ticareti, Reel Efektif Déviz Kuru, Nomin&fekt
Doviz Kuru, Baltik Kuru Yuk Endeksi, Uluslararasmiia Fiyat Endeksi.
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Declining the idea of seHufficient countries in terms of economy and sgeeton of
countries in order to produce more efficiently #&se the importance of international trade.
the last thirtyyears, international trade has grown faster thabajloutput level. According
2001 World Trade Report of World Trade OrganizatiphVTO) world trade has be
approximately twice as fast as world productionvgto since 1980 until the start of 21
century.

Share of emerging economies have been raisingorld trade. Export share of develog
economies reached to nearly half of total expodbally. Turkey, one of the develop
countries, intends to increase the trakars in international trade to 1.5% and to be atty
10 economies in the world by 2023. Additionallypert/import ratiois planned to reach 80
in 2023.

It is possible to give problems when the internalarade costs are ignored. Transport costs
and commodity prices are two aspects to form i@tgonal trade patterns. Also, exchange
of a country has been seen as a significant fdotothe international trade performancg
country. Transport costs, international commodiiggs and exchrage rate have been accej
proxy variables of international trade of a country

The main purpose of the thesis is to find out tHatian of foreign trade of Turkey w
international costs by finding causality relatiotrsternational ommodity prices and freig
rates are two principal costs for internationati¢réBaltic Dry Index (BDI) is accepted as
indicator of transportation cost in internatiorralde for the studyBesides, exchange rate of
country is taken another determinant of foreigndearaglobally. According to resultsf
econometric analyses, international transportatiost from BDI data and nominaiffective
exchange rate are the Granger causality of imgofudkey. Besides, international commo

prices and nominal exchange rate are the Grangeality of export of Turkey.

Keywords: Foreign Trade of Turkey, Real Effective ExchangéeRNominalEffective
Exchange Rate, Baltic Dry Index, International Cowmdiity Price Index.
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INTRODUCTION

Free movements of factors of production link inggional trade and globalization
process. Intensity of international trade amongntaes has been speeding up years by
years. Additionally, countries want to decrease ghgsical trade barriers by signing

free trade agreements or commercial partnershigeaggnts.

International trade is one of the key element ef dpenness and economic growth of
countries. After mercantilist approaches, the maéonal trade structure of the world
had shifted towards liberalism. Adam Smith and DaRicardo have been accepted as
the father of international trade theories than&stheir studies in 18th and 19th

centuries.

World wars and financial crises hampered the imgonal trade flows among
countries. However, countries have intended toeia®e global trade in favor of them.
At this point new markets have been significanbescof international trade. For the
next years, the importance of developing econofaesternational trade will increase

in parallel with the volume of international trade.

Anderson and Wincoop (2004) define trade costscas@nically sensible measures
and patterns among countries and regions acrostsgGenerally, costs of international
trade are not defined under a single model. NoW092 mentions different types of
trade models instead of a particular model. Souadith Pomfret (2012) agree on the no
perfect mechanisms to measure international trade ©n the other hand, international
trade costs can be classified under some grouds asidariffs, transportation cost,

commodity cost or exchange rate cost.
Subject of Research

Turkey is one of the top 20 countries that is rahi&& in terms of Gross Domestic
Product (GDP) in the world. In addition to thisyaségic vision for 2023 includes a
prominent aspect for international trade of Turk&ythorities state that Turkey aims to
become one of the ten largest economies througheutvorld by 2023, with 25.000 $
GDP per capita and 500 billion $ export.



International trade of the country has been andlygemany scientists for years. While
the related literature is generally composed whth rielation between export or import
with real exchange rate, economic growth or forelgact investment (FDI). This study
tries to find econometric relation of internatiortiedde of Turkey for both import and
export with international trade costs. On the ottend, there is no such a study about
foreign trade of Turkey. Therefore, the study cimities to literature a new perspective

by taking international costs for foreign tradelTofkey.

There is no consensus over the international cafsteade however new elements of
international costs — international commodity psiciansportation costs and exchange
rates by excluding insurance due to low share @uards as a cost - have been

examined within study.

The first part of the study covers the historicakrnational trade developments in terms
of transactions and theories until World War Il (W)¥Second part is related with the
expansion of international trade and globalizapeniod. After that, study focuses on
the international trade costs and share of devegppiconomies in the global trade
transactions. Last part of the study tries to discahe causality relation between

international trade costs and export and import.
Importance of Research

This study reveals the relation of internationade of Turkey with international costs
in order to see the global integration and estimmat® expectations about global trade

of Turkey.

Study contributes to international trade literatwiéh a different perspective. It takes
international costs and selects directly globateraelated elements. Also, research
provides opportunity to make estimation on monthége for international trade with
the help of international trade costs. There d@nastudies about causality relations of

international cost over international trade of Tayk



Target of Research

The study tries to find the impact of internationakts on foreign trade of Turkey with
a different perspective. The literature on the ifpretrade of Turkey particularly has
been taken to measure influences of real exchatgeand export-led growth by doing

causality tests. Tested hypotheses of the stuelgsafollows:

. International transportation cost is Granger Catysébr foreign trade of
Turkey

. International commodity prices are Granger Causdtit foreign trade of
Turkey

. Real effective exchange rate is Granger Causalitjoireign trade of Turkey

. Nominal effective exchange rate is Granger Caysé#iit foreign trade of
Turkey

All of above are investigated for both export antport in terms of amount that are

seasonally adjusted.

Method of Research

The research takes monthly data from Turkish Siedis Institute for seasonally

adjusted figures of export and import. Closing gsiof indices BDI and international
commodity prices are obtained from CNBC and Uniwadions Conference on Trade
and Development (UNCTAD) Data Centers. Lastly, ékehange rate data is provided
by central bank of Turkey. The study covers thegaeirom January 2004 to December

2013 due to limitation of access to indices.

Study was carried out by Eviews 7 and study tdstscausality relation of variables

with export and import of Turkey.

Initially, natural logarithms of the data serieg &ested to find out stationary levels of
data by unit root test. Next, relationships betwegport-import and other variables are
going to be searched with the help of Toda — Yantani®Y) Granger causality test
after calculation of suitable lag criterias. Thatisinary levels of the not only import but
also export are possible after the second diffeemd the data set. Thus, cointegration

test for the data sets become impossible.



PART 1: HISTORICAL BACKGROUND AND THEORIES OF
INTERNATIONAL TRADE UNTIL WORLD WAR I

Industrial Revolution is accepted one of the mdastfor development of international
trade and globalization process all around the dvdrhis part of the study examines the
historical phases together with theories of inteomal trade after British Industrial
Revolution in order to see developments in the sper@d for both theoretical and

practical perspectives.

Countries intend to intensify international tradewis for the benefit of themselves.
Industrial Revolution in Europe altered global emmy. Also, international trade
experienced remarkable growth rates after revaluttah decreasing the costs of goods
by using new technology and cheap factors of prooiic

International trade theories have guided to stadesbtain maximum gain from trade
however in essence each trade theories contribatie® former one. Trade theories are
classified into topics by following historical ddgpment of theories according to Hill
(2011) who states international trade theoriesisrbbok “International Business” from
Absolute Advantage of Adam Smith to National Comipet Advantage of Michael
Porter. Besides, political and economic dynamicthefworld changed the structure of
international trade towards not only liberalizatluut also protectionism.

Industrial Revolution and World Wars forced cousdrio find out new trade strategies.
Also, end of Cold War expanded the impact areatrnational trade. Initially, British

Industrial Revolution accelerated the internatianatle among countries. Additionally,
basic international trade theories coincide withlusirial Revolution in the same

centuries.

1.1. Industrial Revolution and Fundamental Internaional Trade Theories

Last parts of eighteenth century have been seandasisive moment for economy and
international trade. Unlike mercantilist traditioh 16" and 1 centuries, international
trade had shifted towards liberalism. However, MokiQ85) and Acemoglu et. al.
(2002) consider that the origins of English IndiastrRevolution are hinged on

economic, political and social developments of ey periods. Many ideas regarding



Industrial Revolution concentrate on the interraatdérs of England or Western Europe
(Ferreira et.al, 2010: 2). Capitalist structure Exdirope was the driving force for
international trade theories that were contribugeelatly by Adam Smith and David

Ricardo in the Industrial Revolution age.

1.1.1. Infrastructure of Industrial Revolution

Mokyr (2003) assesses the Industrial Revolutioa dsving force for economic growth
of the Western world. De Vries (1994) sees IndakRievolution as the most important
monument in economic history. Rise of Italian @tgtes and technological expansion
Dutch Golden Age such as improving navigation ahgbtaiilding, defense system
against predators and streamlining communicatiod hat been given sufficient
momentum as much as Industrial Revolution (Moky®p2 28). British Industrial
Revolution has been commonly accepted as Renasssahceconomic history.
Economic changes are not often sudden or heroic asaBastille Days or Bolshevik
Revolution (Mokyr, 1999:. 2). Deregulation of marketas preliminary for
industrialization that is indispensable element foee minds and free market
(Humphries, 2013: 982). England had private lavpratect properties and developed
market which had provided suitable conditions faiustrial Revolution. The capitalist
structure of the economy in Europe was hardly fdador widespread phenomenon at
global scale without industrial revolution (Ate2008: 46). Unique causes of economic
and social transformation in Europe have been astully social scientists. Key factors
of rising capitalism in Europe are listed belowai8ord, 2008: 43-44):

* New Technology Invention of steam power and developments at Strchl
technologies enhanced productivity level dramaiic&dlew technology required
new ways of organizing work and more complex eq@pts. An owner needed
to finance not only investing larger-scale facterlgut also purchasing these

complex and expensive equipments.

» Empire: British organizational and military capabilityr@oibuted in many ways
to improvement of capitalism. Empire provided rawatemials, exotic goods and

slave markets for output of new factories.



* Government: Centralized state structure in Britain, France andlland
attracted people towards capitalism thanks to bldi@urrency, standardization
of commerce and private property rights. For exanpther states such as US
and Japan from different continents succeeded weldpment of capitalism

with the help of powerful centralized state struetu

* Resources Britain had abundant supplies for new industsash as coal and
iron. Water power of rural areas was accepted asialrfor early times of

Industrial Revolution.

Besides, Allen (2006) remarked that the high wage and cheap energy advantages of

Britain were determinants for pace of technicalngjes.

Export to GNP ratio in Britain increased from 8.48061700 to 14.6% in 1760 and to
15.7% in 1801 (O’'Rourke and Williamson, 2001: 4h tBe other hand, tariffs that are
the obstacles for international trade were draraliyiecncreased in England and process
of protectionism continued until second half offi@entury that was controversial for
expansion of free trade (Shafaeddin, 1998:3). ARtish attempts to prevent the
export of industrial technology — emigration ofisahs and machinery exports were
prohibited until 1825 and 1842 - and machinery etgpaould not blocked the new
machinery and methods expansion to North Ameriah Barope continents (Clark,
1987:142).

1.1.2. Emergence of Classical International Trade Aeories

International trade theories study of economic dag@tions among different countries
with extension and application microeconomic the®rof production and exchange
(Bowen et. al. 2012: 2). Classical foreign tradeotiies had been shaped in the early
parts of 18th century after the end of mercantiligdnsolute Advantage of Adam Smith
and Comparative Advantage of David Ricardo are d¢vuzial expressions for classical
international trade theories. They argued the to¢alefits of international free trade by
using systematic theories and scientific justifmat for global trade (Litonjua,
2010:48).



1.1.2.1. Perspective of Adam Smith for InternationaTrade

Importance of international trade for national emoic welfare and development has
been stated in the book of Adam Smi#in“Inquiry into the Nature and Causes of The
Wealth of Nations Adam Smith who was the founder of modern ecoigsrhas been
seen as the father of free market economics anabsigal expansion of trade (Stanford,
2008: 53 and Schumacher, 2012: 54). Adam Smithesspd how markets coordinate
efficiently production process and distribution gbods among people in his book
(Prechel and Harms 2007: 3). According to him, éheere two control mechanisms
that maintain social and economic order: contrarawarket and control over people.
In addition to this, control of market was minimabmpared to control of people
(Perelman, 2010: 490). Adam Smith rejected thermatgonal trade limitation of
mercantilists by showing benefits of free trade ataded that the total wealth of world
was not constant. Smith accepted that economic tgrdvad been settled during
Industrial Revolution but opposed restriction ohde and supported free trade in
foodstuffs such as corn (Wrigley, 1972: 238-240).

Beside, foreign trade analysis of Adam Smith basethe absolute differences in terms
of costs. International differences in productioosts of different countries were
described as “Absolute Advantage” by Adam Smith i(B2005: 481-482). Absolute
Advantage focuses on the production efficiency canspn of goods and invisible hand
orders the market. Therefore, large scale indisinéngland provided low labor costs
and brought effective competition to country fade (Sen, 2005: 1012). Increasing of
the quantity is due to improvement of the abilggaving of time and application of

machinery, invented by workmen (Cannan, 1961: 8).

Two countries (X - Y) and two goods (shirt - autdsite) with only one factor (labor)

of production are taken to explain Absolute AdvgetaAnother assumption is that the
unit cost of production of each goods is constddhit costs of production -shirt and
automobile- in X are 3 and 15 in terms of laborn@asely, in Y unit costs are 5 and
10. According to labor theory of value, 1 unit eft@mobile is exchanged for 5 units of
shirt in X without trade. Besides, in Y 1 unit aftamobile is exchanged for 2 units of
shirt under same conditions. That is, X has Absoltlvantage in the production of
shirt and Y has Absolute Advantage in the productibautomobile because production



of one unit (shirt for X and automobile for Y) rewmgs less labor than other country.
Smith considered that mutual gains can be possiftier these conditions thanks to a
range of barter prices (Zhang, 2008: 24-25).

Theory of Adam Smith which triggers the neocladsitade models has been
recognized as the starting point of theoretical kgemund of trade theories
(Schumacher, 2012: 64-65). Basic concern of AdamtiSmas long-run economic
development rather than allocated efficiency ofoveses. Hereby, David Ricardo
formalized comparative costs theory that was ctd@adicap for Adam Smith (Myint,
1977: 234).

In addition to this, next centuries have withesddterent international trade patterns
and theories by considering the conditions of coesit That is, international trade
among countries has been designed according totnaele theories. David Ricardo is
one of the significant international trade thearigh change the absolute advantage
theory.

1.1.2.2. Comparative Advantage Theory of David Ricgado

Comparative Advantage theory of David Ricardo eraérm the first quarter of 19th
century and contributed to modern thinking on in&ional trade theorieSPrinciples

of Political Economy and Taxation(1817), is the most famous work, suggested trade
possibility of nations that have no Absolute Advzagd over others (Bouare, 2009: 100).
This principle has changed not only the absoluieiefcy principle of Adam Smith but
also revealed that trade can be beneficial foonatithanks to specialization even if one

country has absolute productive advantage in @tlggBowen et. al., 2012:72).

Cukrowski and Fischer (2000) stated that there tewe vital contributions of the
Ricardian model. Initially, the model makes thal&agossible through the differences in
technology. Trade between two countries is detezthibny relative labor productivity
advantage for export of each country. Secondlyaiian model justifies that voluntary
trade cannot be welfare-decreasing for any padfegsade (Cukrowski and Fischer,
2000: 311).

Comparative Advantage Theory example of David Ricas the production wine and
cloth in England and Portugal (Ricardo, 1817:9@)rtiyal has Absolute Advantage



over England with low labor requirements for botbducts. 60 labor hours per unit of
wine and 80 labor hours per unit of cloth are rezpliiin Portugal. Labor hours are
respectively 120 and 100 in England per unit ofevend cloth. Specialization of
countries provides gain from trade for both partieg&ngland reduces its production of
wine by 5 units and 600 labor hours can be usegifoduction 6 additional units of
cloth. If Portugal imports these additional 6 urofscloth, she can release 540 labor
hours that rearrange the world production by produé,75 units of wine. Eventually,
total output in world trade can be profitable unitthole labor force of England

specializes in cloth production or Portugal spéxésl in wine production or both.

The Ricardian Model bases on the internationakdiffices in the productivity of labor.
After the comparison of unit labor requirement fmods, both countries trade each
other if each country exports the goods that itdamparative advantage (Krugman and
Obstfeld, 2003: 12).

Countries are better off with specialization anddé& that expand consumption
opportunity sets. That is, Comparative Advantageviples a new country consumption
opportunity set beyond its production opportunigt. sThus, citizens have access to
consume goods that would be domestically impossthfgoduce (Yarbrough, B.V. and

Yarbrough, R.M., 2000: 39).

David Ricardo agreed with Adam Smith regardingffathat were usually harmful for
trade. On the other hand, the hegemon state ofailpat Britain, imposed tariffs on
imported agricultural commodities by confirming “@oLaws” contrary to free trade
principles. Landowners dominated parliament andemgnted “Corn Laws” in 1815 to
protect themselves from shocks of agricultural cardities after the end of Napoleonic
Wars (Love and Lattimore, 2009: 26).

1.2. Integration Period of International Trade to World Economy

World trade had experienced vital periods afterusidal Revolution. The period of

1800-1913 was characterized by high rates of fare@mde and world trade growth rates
were higher than world output during these yeamn{food and Lougheed, 2002: 78).
Estevadeordal and et. al. (2003) divided worlddratbry into 3 phases by considering

literature and trends of international trade frond eof Napoleonic Wars to start of



WWII. The the historical chapters of the first {paf the study are designed according
to these phases. Table 1 provides the typical ghafserorld economy from the start of
19" century till WWII:

Table 1.Integration Phases of International Trade to Waddnomy

Phases Years Characteristics of Period
1 1820-1870 European Settlement after Napoleon
2 1870-1913 Completion of Suez Canal and Union RaBéilroad
3 1918-1939 Interwar Period and Great Depression

Source: Estevadeordal et. al., 2003: 432.

First phase is started from European settlemeat &fapoleon circa 1820 to 1870 that
years were spread of free trade ideology with desing in transport costs. Second
phase is the period between 1870 and 1913 —begimfiRirst World War- and last part

covers the interwar stage.

1.2.1. Efforts of Building Free Trade in Europe: 120 - 1870

Territorial settlement of Europe and perpetuateidiea of a'Concert of Europe”after
Napoleonic Wars is interpreted to obstruct a m&oropean war and destruction of
social order (Halperin, 2004: 5-6). Meanwhile, emminc progress between 1815 and
1830 was limited at international level. Internabtoms barriers were lowering instead
of declaring freer trade among countries. Merchants manufacturers whose political
and social powers were growing over the state anckll British state for repealing of
“Corn Laws”. In 1820 London Merchants considerealt freedom was the best way to
extent foreign trade and also for capital and itryusf country (Thomson, 1990: 160-
162).

Adoption of capitalist structure in Europe allowtdacceleration of international trade
volume. Industrialization in several countries hadreased intensified search for
foreign markets and raw materials of supply (St@GQ7: 1). Growth of international
trade was almost same in"™L@nd 28 centuries although world GDP growth doubled
from 1.5% to 3%. Figures indicated that trade shamereased faster in #&ompared
to 20" century (O’'Rourke and Williamson, 2001: 3). Betwe®820 and 1870 the
volume of world trade increased to nine fold anddpean trade to GDP ratio reached
to more than doubled (O’Rourke et. al., 2008: Mcdrding to Bairoch’s (1976) study,
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the growth of European international trade was %4whetween 1830 - 1870, conversely
4.1% between 1870 - 1913 in current values (ad ait®audin et.al., 2008: 2).

Britain that was world largest trading economy bbde years wanted to protect
landowners from foreign competition with the helfp“Gorn Laws” while looking for
trade agreements to open foreign markets in faizas onanufacturing sector (Irvin and
O’Rourke, 2011: 8). Unilateral free trade did netisfy industrialists and in 1846
Britain adopted free trade principles by abolishiagff protection (Schonhardt, 1996:
87). British economy was converted from protectiorfree trade under the impact of
political economy (Irvin, 1989:41). In 1846, Britaexperienced harvest failure that
triggered financial panic in 1847. Rise in the praf wheat with other price indexes and
deterioration in the balance of trade were the attarization of 1847 (Dornbusch and
Frenkel, 1984: 234-235).

Political aspects of the age caused to a certai l&f discrimination in trade and sea
transportation policies between colonial powerstHe first half of the 19 century,

closed economies China and Japan had been pressuneter to open their markets to
international trade between 1840 and 1860 (WTO,7238). Furthermore, foreigners
obtained low tariffs and special rights that werdavor of British exports, from other
countries such as Persia, Thailand and Ottoman fénfippve and Lattimore, 2009: 29).

In the period of 1840-1850, Britain put out of actiall tariff preferences for colonial
supplies such as timber, sugar and other raw naigeAdditionally, Britain was willing
to give tariff autonomy that protected the intere$tBritish producers to its self-

governing colonies (Irwin, 1993: 98).

Britain’s abolishment of protection and adoptionrebberal trade policies contributed
to free trade flows in Europe. 1860 Anglo-Frenclol{@en-Chevalier) Treaty had been
seen as decision to move unilaterally freer tradge( 1991: 25). Also, there were
various customs unions and bilateral trade agremmsmch as German Zollverein,
customs union was established by Austrian statesl880, Denmark in 1853,
Switzerland in 1848 and Italy in 1860s. Anglo-Frenitade treaty was linked by
unconditional Most-Favored-Nation (MFN) and it coosted the basic principles of

the international economic system until First WoN&r (Mansfield and Milner, 1999:
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596). Figure.l shows the lines of unconditional MFMd Preferential Trade
Agreements (PTAS) signed the years between 18875:1

Hustlun Emplre

Figure 1. The ‘Mother of All Spaghetti Bowls’: The Cobden-Giadier network in 1875
Source:Lampe, 2011:645.

Afterwards 1860 treaty that was the driving forashind the extension of networks,
European countries bilaterally accepted tariff wdidun mutually and applied
unconditional MFN clause in treaties with low thiiévels especially for agricultural
products (WTO, 2007: 35; Lampe, 2011: 664).

1.2.2. Developments of World Trade Until World Warl

Integration of world markets process acceleratethduhe second half of focentury.
Krugman (1995) states that beginning of the gl@zainomy 1869 might be chosen the
year in that Suez Canal and Union Pacific railreate completed. The new transport
technologies of 19 century made it possible to be shipped commodaig®ss the
oceans and European prices of agricultural comnesdiepresented not only Western

Europe but also American, Australian and Russiatofeendowments (O’Rourke et. al.,
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2008: 9). Steamships and railroads provided staimd commodities market that
could be reached globally. Also, major economidaarg —North America and Europe-
could effectively communicate thanks to electromfrastructure of first submarine
telegraph cable under Atlantic in 1858 (Krugman93:9330). Therefore, distance
between continents became closer in terms of gages. To illustrate, wheat price gap
between Liverpool and Chicago decreased from 57t6%45.6% as well as other
products during 1870-1913 (Daudin et. al., 2008: 3)

Technological changes in Britain increased prodigtiand provided self-sustaining
economic growth. British inventors and the Europeamtinent was under the impact of
new British technology (Aldcroft and Ville, 19948Q). Western Europe and US were
main industrial powers by 1870s. In 1872, US econonertook economy of Britain in
size but yet US exports did not surpassed Britighods until 1915 (Chinn and Frankel,
2008: 1). Meanwhile, unification of Germany andylitaapid industrialization of Russia
and adoption of capitalist institutions and fread& principles to Japan economy
demonstrated the global industrialization procdss.Africa, imperial competition
among Western European power had reached hightsedre 1880 and 1910 (Sachs
and Warner, 1995: 6).

Gold standard was another significant feature af geriod for economy and trade. The
national monetary unit was defined by a given s gold. Until the end of 19
century most countries preferred bimetallic stadd@ooper et. al., 1982: 3-4). At
1879, gold standard had been become internatignallbmajor industrial economies.
Western Europe countries and US continued offig@t parities without significant
intervention until 1914 (McKinnon, 1993:3). Accandito estimation of Chernyshoff et.
al. (2009), by 1913, 48% of countries, 67% of wadDP and 70% of world trade were

accounted by gold standard countries.

The GDP growth rate per capita for entire worldwesstn 1870-1913 was the third
highest. Table 2 demonstrates the GDP growth rfatethe period between the yaers
1000 and 2001.
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Table 2.Levels of GDP per Capita for World and Main Regiat300-2001.

Annual Average Compound 1000- | 1500- | 1820- | 1870- | 1913- | 1950- | 1973-
Growth Rate 1500 | 1820 | 1870 | 1913 | 1950 | 1973 | 2001
Western Europe 0.13 0.14 0.98 1.33 0.76 405 1,88
Western Offshoots* 0.00 0.34 1.41 1.81 1.56 245 841
Japan 0.03 0.09 0.19 1.48 0.88 8.06 214
Asia (excluding Japan) 0.05 0.00 -0.10 0.42 -0.10 .912] 3.55
Latin America 0.01 0.16 -0.03 1.82 1.43 2.8 0.91
East Europe&USSR 0.04 0.10 0.68 1.18 1.40 3/49 5-0.0
Africa -0.01 | 0.00 0.35 0.57 0.92 2.00 0.19
World 0.05 0.05 0.54 1.30 0.88 2.92 14

Source: as cited in Maddison, 2005: 7.
Note: *US, Canada, Australia and New Zealand.

Sachs and Warner (1995) explained developmentsilefays in India, Russia, US and
Latin America, military innovations, medical fielélsr the welfare of global system. On
the other hand, Bismark adopted a protectionisff taolicy in 1877 that stimulated
France in 1881 and 1892. The level of protectionigs pretty high in Latin American
countries, Russia and US. Russia increased tamifi877, 1885 and 1891. In Sweden
agricultural protection was imposed again in 18B8ly as well in 1878 and 1887
(Maddison, 1995: 62; Daudin et. al., 2008: 16).

In early 1870s, Bismark declared free trade prilesi@nd low tariff levels. However,

this era was ended in 1879 with the wave of praieigm, starting with Germany and

was followed by other European countries. Nonetislaverage tariff rates remained
low until the World War | -WWI- (Sachs and Warné®95: 6). This global age of

integration was hampered by political and militanpcks at the start of the®6entury.

WWI changed the structure of whole internationairexmy.
1.2.3. International Trade at Interwar Period

During WWI international trade was suspended aedstipplier continent of the world -
Europe- could not maintain export flow. Therefgpesties of the war controlled their
internal capital markets and exchange rates tmé@avar and keep under the control of
terms of trade with neutral states (Esteves, 2@P2): Despite coming of the peace,
certain countries had difficult problems about ewaic adjustment, including Britain
and most countries went off gold standard (Kenwa@odl Lougheed, 202: 165).
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Remaining on gold became more costly after Gregir&ssion and wherefore more

than 20 countries renounced and less than tenresinsed gold standard by 1931.

Britain gradually lost its economic dominance d@emwar period. Role of Britain before

WWI had been replaced by US after WWI. Furthermbrexe trade regimes of late 19th
century turned into revolutionary regimes that waftected by state planning and
fascist principles in Soviet Union (USSR) and Ewap countries (Sachs and Warner,
1995: 10). However, world trade increased rapidlyhie period of 1924-1929. Figure 2
shows that the value index of world export betwegh0-1930.
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Figure 2. World Export Value Index between 1910-1930 (1953310
Source: United Nations Statistical Commision, 2009.
Value index of world export at 1921 nearly reachedhe level at 1913. On the other
hand, world economy growth between 1913- 1950 wss than in period 1870 - 1913.
Also, world income grew more than world trade amehuality among regions increased
(Love and Lattimore, 2009: 31).

When WWI ended, US remained the only major poweh & currency tied to gold.
Taylor and Wilson (2011) accept that after WWI, td8k the bankers role from Britain
which was lender to the world until WWI. Peggingkefy currencies ended in 1919 and
floating exchange rate regimes experienced hugelgrs. High amount of fiat money
and hyperinflation led to disaster for the econ@mé former Russian and Austrian
Empires. Besides, Germany avoided the payments Wl \Weparations with the

depreciation in 1921-1923. Thus, US intended tdegatoits producers via emergency
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tariff and permanent legislation in 1921 and 1932huker, 2003: 83). 40% of US
exports were divided among four European powerdd985: UK (21%), Germany
(9.6%), France (5.7%) and Italy (4.2) (Crucini &whn, 1996: 431).

Despite the struggles -League of Nations World Boaic Conference- in 1920s to

build advance international economic cooperationiernational trade and payment
systems had not reached to desired level (WTO, :2BQ)L Sachs and Warner (1995)
evaluated that 1929 Great Depression caused tocdlepse of terms of trade,

bankruptcies, end of capital inflows and high pcatnism in Europe and US. Trade
between countries rapidly and continuously decliftech 1929 to 1934. Economic and
financial developments in US could affect abroadabee international creditor status
of US authorized for control over many countriessifles, US stopped money lending
to abroad and withdrew short term loans. In threary 5 thousand American banks
closed down (Thomson, 1990: 683).

Great Depression triggered taking measures fortgaalicies such as tariffs, import
guotas and exchange controls on foreign goods.mj#®sed the Smoot-Hawley tariff
which increased average tariff level by approxityat20% in 1930. Average ad
valorem equivalent rate of duty soared from 34.6%2.5%. This escalation was lower
than Fordney-McCumber tariff which rose up averdgaff rate 64% in 1922.
American foreign trade volume fell sharply aftere@r Depression in 1930s. Reasons
were classified for foreign demand declining intong groups such as negative effect
of Great Depression over foreign incomes, foreignntries were unable to earn dollars
from export to US and high trade restriction basielhus, Smoot-Hawley tariff was
seen as a factor for higher foreign trade barriénsoot-Hawley had been evaluated to
emergence of new measures against US, tariff isegeat other countries and no impact
on foreign countries’ tariffs that rose up due &mne domestic political reasons of US
(Irwin, 1998: 334-337). However, US needed for é¢rdiberalization and produced
Reciprocal Trade Agreements Act (RTAA) in 1934. R Aet up liberalization stage
for next half of the century (Yarbrough, B.V. andridrough, R.M., 2000: 319).

In the middle of 1931, protectionist measures heehhintensified all around the world
and world trading system collapsed after bankingjssm Germany and Central Europe.

Temin (2008) considers that 1931 crisis was a lspeet for deepening of depression
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but the structural problem was gold standard. Tlkeentan government believed that
there was no alternative except temporary closendand partial freeze of deposits

(Kopper, 2011: 221). Financial pressures expanddgfitain due to extension of trade

credits to Germany. Credit payments of Germany \reen by British banks and later

Britain —subsequently other countries with closelérties- abolished the gold standard
in spite of depreciation (Eichengreen and Irwinl@0876).

Financial flow problems in 1931 caused to cut alustrial production and international
trade that experienced the lack of credit. Theeefgtobal economic depression spread
most regions in Europe and the world (Germain, 20®08)). Table 3 summarizes

international tariff levels between 1920-1940 byiding into two groups:

Table 3.International Tariff Levels between 1920 and 1940.

Average Percent Ad Valorem Tariffs

Countries 1920-1929 1930-1940
us 13.7 16.6
Canada 13.4 15.2
France 7.1 21.0
Germany 7.2 26.1
Italy 4.5 16.8
United Kingdom (UK) 9.8 23.2
Trade-Weighted Average 9.9 19.9

Source:Crucini and Kahn, 1996: 432.

Period 1930-1940 indicated the effects of the GDegiression over the tariff levels all
around the world. Also, all countries above inceghatheir tariff levels after financial

crisis. Patrticularly, global crisis had hamperetkeiinational trade among countries.
World trade by countries dramatically decreasedraf929. According to League of
Nations total trade volume declined from 67,684.929 to 31,609 in 1937 and 27,555
in 1938 (million in old USA Gold Dollar). Table qhews that the trade distribution

among continents.
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Table 4.World Trade Comparison by Continents between ¥#81938

(inold U.S.A. gold Import Export Total Trade
dollars 000,000) 1929 | 1938 | 1929 | 1938 | 1929 | 1938
Africa 1,699 891 1,483 860 3,182 1,791
North America 5,676 | 1,567 | 6,428 | 2,389 | 12,104 | 3,956
Central America 816 376 910 403 1,726 779
South America 1,891 717 2,257 860 4,148 | 1,577
Asia 4,679 | 2,120 4,938 2,093 9,617 4,213
U.S.S.R. 453 158 475 148 1,028 306
Europe* 18,882 7,960| 15,242 6,100 34,144 14,060
Oceania 971 448 884 465 1,855 913
Total World 35,067 14,2379 32,61y 13,318 67,684 27,555

Source: League of Nations, 1940:188-189.
Note:*Excluding Spain due to civil war in July 1936.

All continents of the world could not increase thigade volumes between 1928 and
1938 for the decade. Moreover, total world tradepged by nearly 60%. Monetary
collapse generated trade protectionism and econonsis in Europe led to rise of Nazi
Party in Germany. German aggression and collapseProhe Minister of UK

Chamberlain’s Appeasement Policy sparked WWII.

On the other hand, interwar period brought outifgant contributions to international
trade theories. Especially, Heckscher and Ohiedtto explain impacts of countries’

resources in international economics.

1.2.3.1. Factor Endowment Theory of Heckscher - Oim

Comparative Advantage of a country in productiopes&ls on the lower relative prices
than in other country. Differences in prices maigioate from differences in other
factor of production except labor (Yarbrough, Band Yarbrough, R.M., 2000: 79).
Factor endowment theory based on the article oHEbkscher in 1919. Bertil Ohlin —
he was Sweden Minister of Trade during WWII- (1988)h his book “Interregional
and International Trade” supported to his formeachker's theory. Then, Paul
Samuelson (1950s) contributed to this theory amtianged to factor price equalization

which states that international trade brings alsmjutalization in relative and absolute
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returns to homogeneous factors of countries (Sadgat1998: 124). Article of Eli
Heckscher “The Effect of Foreign Trade on the [hsiiion of Income” has been seen
as the outline of modern theory of internationati&. They presented a linkage between

export and import patterns with the help of faendowments.

Heckscher-Ohlin (H-O) model contributes to Ricandimodel and implies exchange of
commodities from abundant locations to locationgerehproduction factors are scarce.
It is assumed that both economies are able to pptiwo goods and each goods needs
the use of two factors of production that are usdubth sectors.

The H-O theory clearly defines who should benefd aho should lose from free trade.
To illustrate, two countries are distinguished hhgit relative endowments of skilled and
unskilled labor. In rich country, relative wagesséflled labor is lower than in unskilled
labor abundant country -poor country- . Therefoigh countries export skilled labor
intensive commodities while poor countries expomskilled labor intensive
commodities (O’'Rourke, 2003: 3-4). Yarbrough B. afatbrough R. (2000) states that
under unrestricted trade, each country speciaiizegsource endowment due to low
autarky price of goods by giving USA and China eglanChina started to integration
process to international trade after the death abMShe concentrated on export of
labor intensive products and import land intengweducts from USA. Additionally,
the trade could be fall due to incentive of the ergrof scarce resources (Esteves, 2011:
24). In the period of interwar the instability difet financial and political conditions all
around the world obstructed the spread of intemattrade. Thus, the measurement of

the efficiency of H-O theorem was not possibletfarse years.

Trade and financial flow were lower in the interwmariod and Leontief’s input-output
studies over US economy were controversial issueH® theorem. According to

Leontief, US was not rich in terms of capital comgaawith rest of the world. His data
revealed that US exports need a higher proportidabor to capital than US imports by
using data of 1947 in 1951 (Jones, 1956-1957: d)ntief observed 1.30 to identify as
an index of comparative capital-labor intensitypneduction of competitive import and
export commodities for US (Leontief, 1956: 392) eiidnare some criticisms regarding
on Leontief Paradox. The first one was the time thase to WWII but he answered this

criticism by changing data to 1951. Two factors mlogdas another handicap with the

19



exclusion of other factors such as natural ressusted completely ignored human
capital (Salvatore, 1998: 133). Baldwin found oaing results with Leontief by using
US trade patterns for 1962. Capital-Labor intensigs found 1.27 with 1958 input
requirements by Baldwin. However, excluding natuesources and including human
capital decreased the proportion to 0.88 while &swi.04 just excluding natural
resources (Baldwin, 1971: 134). Bowen et. al. (39834ieve that H-O model is poorly
but they did not have anything better and examiédountries and 12 factors to test
H-O theorem.

1.2.3.2. Stolper - Samuelson Theorem

Trade requires at least a second industry to pedwods for exchange. In Ricardian
trade theory, labors at home gain more income kiaors abroad. With the mobility of
factors, wages are determined in a country widerlamarket. H-O theorem focused on
the abundant factor in the country for trade. Walfig F. Stolper and Paul Samuelson
(S-S) formulated a two-sector general equilibriuradel mathematically (Deardorff,
1994: 9-10). S-S estimated the movement of reanmes of factors in open economy.
According to S-S theorem, there are only two gaau$ two non-specific factors —labor
and capital- that are owned by separate groupouasdholds (Lloyd, 2000: 598). S-S
(1941) analyzed the impacts of H-O theorem ovedikibution. Their theorem can be
explained that real gain of the intensive factoedugoods increases when the relative

price of the goods rises.

Atik and Tuarker (2011) explain S-S theorem by ammyg Portugal and UK. It is
assumed that Portugal has comparative advantageprfmfucing cloth thanks to
abundant labor factor. On the other hand, UK haspawative advantage for producing
steel that is capital-intensive. Naturally, eaclurdoy will specialize in its goods of
comparative advantage. The costs of goods depetideoprices of factors. Therefore,
in Portugal demand for labor increases the labayesaAdditionally, UK high demand
will raise the price of cloth, as well. Vice — varss valid for UK steel production.
While labor income increases, the income of capéeior decreases in Portugal under
the free trade conditions.

Contrary to Ricardian model, S-S theorem believed free market reduces the real
income of scarce factor unlike abundant factor. Eleav, in Ricardian model free trade
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escalates the social welfare by providing high veafjes. S-S model provides to focus
on abundant factor of countries in order to incees=al income. On the other hand,
imperfect mobility of capital and labor and forantvar period there was a shift away
from skill-intensive manufacturing to less skillledbor for mass production in advanced
economies whereas the basic assumption of S-Setimeisrthe mobility of capital and
labor (Garst, 1999: 791-792).
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PART 2: EXPANSION OF GLOBAL TRADE AND
GLOBALIZATION

International trade had opportunity for resurgemgth international and preferential
economic arrangements for post-WWII years (Mandfiahd Milner, 1999: 598).
Another milestone for rebuilding international teadfter WWII was the end of Cold
War. Post-WWII years revealed two settlements. Gfrthem was the deterioriation of
relations due to ideological competition betweenstWand USSR and other one was
liberal democratic order as a reaction to econonvialry and political crisis during
1930s (Ikenberry, 1996: 81). Cuaresma and Rosédr2j2tbnsidered that disintegration
of USSR provided the highest contribution to ing&tional trade since 1945. Birth of
new national states obtained 0.79 % out of 1% ahasfginternational trade change
from redrawing borders since WWII. Spero and H&@10) classified international
economic system into three groups since the entf\0l: Bretton Woods system that
covered until 1971; second one is interdependeysters which prevailed from 1971 to
1989 and lastly from 1989 to present is the peraddcontemporary system of

globalization.

Growth rates of trade that were averagely 2-3%yéars after 1950s till start of 2000s
has been used for the evidence of globalized wertshomy (Yi, 2003: 90). Jacks et. al.
(2011) evaluate the period of 1950-2000 as resuomgesf world trade. Increased
economic integration and interactions indicatedlideg tariff levels. Bowen et. al.
(2012) state that spread of globalization depemdthe stable reduction in tariff levels
after 1950s. Restoration of world trade system ties one main target of Bretton
Woods institutions and US was aware of the glotzld system as a necessary public
goods (Baldwin and Martin, 1999: 28). Bretton Wodgstem of 1950s tried to
maintain single dynamic structure for global systdoe to uncontrolled capital and
destruction of war in Europe and Japan (Dooleyakt.2004: 307). Terborgh (2003)
assessed Bretton Woods system as contributiontéonational trade system during
1950s and 1960s. He found out that Bretton Woodscgmtion accelerated trade
between countries. Additionally, Mansfield and Mif{(1999) evaluated the period after
WWII as the growth of regionalism that opened toesjions for promoting

protectionism within multilateral trade system.
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The world witnessed an influential oil shock in 087 OPEC (Organization of
Petroleum Exporting Countries) crisis rapidly irased the transport costs which have
been seen as one of the significant aspects fdraplwade by Hummels (2007) and
Jacks et. al. (2011). US and UK had followed loosmetary policy through the period
1969-1973. Decision of OPEC to raise oil prices Anab decision for oil embargo to
West changed the cost of inputs. The 1970s and s19&@ problems about the
economic restructuring and social rearrangementrv@ya 1995: 145). However,
Rasmussen and Roitman (2011) indicate that oiepritave close relation with welfare
times for the global economy. According to them 2Bfgreases in oil prices led to a
loss over real Gross Domestic Product (GDP) sposad 2-3 years with less than 0,5%

in oil importing countries.

After WWII, structural and military changes had gueed new trade policies. US acted
as a part of forming anti-Soviet alliance to sopraconomic and political stability of
allies (Horowitz, 2004: 138). Nonetheless, effatLhina for adopting global market
after 1978 and collapse of Soviets prepared switabhditions for embracing Adam
Smith as never before by whole world (Sachs, 1999: Trade policies became vital
for global domination and trade has critical meiaiker than conquest in the post-Cold

War era for international control (Koshy, 1999:.16)

Bretton Woods system considered that having aestablld economy as a management
problem for dominant powers especially for US. ddependence era shifted the
responsibility of the world from US to wealthiertioas, such as Western Europe and
Japan. Contemporary globalization period genefallybeen related political issues and
transition period after Cold War (Spero and Habtl@ 10).

2.1. Developments at International Trade after WWIlUntil The End of Cold-War

Based on historical data of trade and tariff leWetsmain trading countries, the period
1871-2000 proves that the existence of a long-nwerse relationship between tariffs
barriers and trade (Nenci, 2011: 1828). Howevemntoes considered move to
openness rather than isolated and situation tutoegrisoners’ dilemma that the
possible strategy never leads to best choice withhutual cooperation. Defections over
the cooperative equilibrium about the tariff ratgs influential leader countries may
affect tariff rates in the followers (Clemens, 2068-31).
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United Nations wanted to keep peace and improvédvemonomic development in less
advanced areas of the world. Therefore, new gléibahcial institutions have been
designed after the middle 1940s under the effettrofed States and United Kingdom.
Representatives of countries were symbolized byryH&yexter White and John

Maynard Keynes (Solimano and Watts, 2005: 25). U& @K discussions over trade
policy began at the start of 1940 and continuedhBwmuntries reached a short-lived
agreement “Washington Principles” in 1943. HoweWd®, pursued trade liberalization
and UK reluctantly supported US for an internatlor@nference post-WWII

(Dominguez, 1993: 357). Reductions of tariffs aedtrictions for international trade
were not as vital as restoring monetary stabilingd dull employment. Therefore,

International Monetary Fund (IMF) and Internatiorzdnk for Reconstruction and
Development (IBRD) that is the original institutiaf World Bank, were formalized

after Bretton Woods Conference. As a result, irdgomal trade was stayed in the
second place however after the draft charter arih@tional Trade Organization (ITO)

US opened negotiations for reaching a multilatageeement (Irwin, 1993: 4-5).

UN agency ITO Charter agreed in 1948 but certainnttes refused to ratify.
Meanwhile, countries intended to reduce and binstaus tariffs and 45.000 tariff
concessions went into effect by 1948 via “ProtooblProvisional Application”. 23
countries (Appendix 1) were founders of General eggnent on Tariffs and Trade
(GATT) that became sole multilateral instrumengtwern international trade until the
World Trade Organization establishment (Love anttitomre, 2009: 79; Hasguler and
Uludag, 2010: 143). Mission of GATT is to regulate a cadeonduct for global trade.
Nondiscrimination among trading partners as MFNuség no export subsidies or
quantitative restriction and reductions in old ffarto compensate for introduction of
new tariffs were three pillar of GATT (DominguezZ99B: 369). These governments
(GATT, 1986: 1):

“Recognizing that their relations in the field ehtle and economic endeavor should be
conducted with a view to raising standards of lyirnsuring full employment and a
large and steadily growing volume of real incomel affective demand, developing the
full use of the resources of the world and expagdhe production and exchange of
goods,
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Being desirous of contributing to these objectibgs entering into reciprocal and
mutually advantageous arrangements directed testhstantial reduction of tariffs and
other barriers to trade and to the elimination ofsaiminatory treatment in

international commerce”

The GATT plan in 1953 called 30% weighted averagguction over three years in
tariffs that were divided into groups such as raatarials, food, semi-processed goods
and industrial goods. GATT lost its momentum after difficulties Torquay round —
next round was hold after 5 years- in 1950-1951.0Adanuary 1952, 32 contracting
parties of GATT dominated over 80% of world trattevin, 1993: 10-11).

At the end of WWII, industrial dominant power was that produced nearly 60% of
global output of manufactures in 1950. During tB&0ds and 1960s European and Japan
economies were rebuilt and several countries becanwgal for aggregate world output
and trade in manufacturing (Branson et. al., 198RB-185). Pace of globalization for
post-WWII period was accelerated by multilateraleggnents and GATT was the one
of them. Nevertheless, regionalism trend in Westeanope by European Economic
Community (EEC) has been accepted as a remarkefbttapment for Europe with the
Rome treaty in 1957 to achieve European integrdtivata, 2002: 21 and Dinan, 2005:
3).

By 1950, economic cooperation in Europe rapidlyeased as widely as from Iceland
to Turkey with various organizations and institngso European Recovery Programme
(ERP) was the main task of Organization for Europaonomic Cooperation (OEEC)
by distributing US aid. After the end of ERP, OEHEIped to facilitate trade,
payments, mutual confidence and common interesngmaoembers. Some members -
Great Britain, Sweden, Norway, Switzerland, Austi@enmark and Portugal were
called outer seven - except EEC countries - Frawbest Germany, lItaly, Belgium,
Netherland, Luxemburg were called inner six - off@Eformed a European Free Trade
Association (EFTA) in 1960 (Thomson, 1990: 891-892)

Aitken (1973) assessed the Gross Trade CreatioiC)@Tfect of EEC and EFTA for
their integration periods. GTC refers to increagestrade among members of a
community, irrespective of whether substitution fdomestic production or non-
member exports (Balassa, 1967: 5). For 1967, GTé&tefvas nearly 9.2 billion $ and

25



1.3 billion $ for EEC and EFTA. That is, both commities had cumulative growth in
GTC that provided greater for EEC than EFTA (Aitké873: 891). GATT has played
vital role to limit discriminatory blocs and manageeraction among PTAs which
would have been more discussable issue under gened of GATT (Mansfield and
Milner, 1999: 620). Irwin (1993) considered Kennedynd negotiations of 1964-1967
was major advance against tariffs and GATT fuldilliés obligations for architecting

post-WWII economic order.

Actually, during the thirty five years after WWIUS had grown slower than Europe,
Japan and less developed countries in terms of @tlcapita and aggregate for real
GDP and industrial output. Therefore, the capagtgwth of competitors of US
required real depreciation of dollar in order t@fxdrade and current account balances.
On the other hand, instead of gradual real deprenian the late of 1960s there was
small real appreciation for contributing to growitigde imbalance. When Bretton
Woods system broke down, a remarkable real depiaciaf the dollar was realized
during 1970s to restore trade balance among indlustiates (Branson, et. al., 1980:
185-186).

Rapid increases in oil prices of the early 1970¢ #880s that collapsed next years —
crude oil price averages of 1982 was 31.55% and 198s 14.64% (IOGA, 2014).
Nevertheless, the nominal price of a barrel cruidlénoreased dramatically by 300 %
from 2.7$ in 1973 to 11.2$ in 1974 (Backus and @iy2000: 190). Baldwin (2009)
mentions that 1974-1975 oil shock recession dropgledal trade and growth rate
decreased to — 11%. Although there was negativeacinpf trade shock, growth
continued to be robust after OPEC oil crisis (Bdgt2001: 145). Grimwade (2000)
believes that development of market economies donlab expansion after WWII
provided faster and more stable economic growtm thay other period with the
exceptions of oil crises in 1973-1974 and 1979-1980

In November 1975, heads of major monetary powers tmalecide new monetary
system. Instead of gold, Special Drawing Rights RSP were established as the
principal reserve asset of international monetaistesn. Also, despite the problems

about the credibility of dollar, it maintained tordinant currency role (Spero and Hart,
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2010: 26-29). Dominance of US was felt not onlyvatld trade but also international
political system due to bipolar structure of the'ldo

Parties of Cold-War were rapidly expanded negaiietiin the early parts of 1970s for
some reasons. Seyom Brown (1977) arrays key isshat were constructive
developments for détente years. Stabilization abpean status quo, expansion of East-
West trade relations and limitation of China hadrbadmitted for in favor of Soviets
(Gasiorowski and Polachek, 1982: 710).

The crucial year for détente was 1979 that chantbeddynamics of the world with
global developments such as Camp David Peace Trskgnic Revolution in Iran and
the invasion of Afghanistan by Soviets. Aggressagtudes of Soviets forced US to
end the economic relations and détente with So¢@&sro and Hart, 2010: 383).

2.2. End of Cold War and Hegemony of Liberal WorldTrade

Barbieri (1996) discourses four statements reggrdmtrade — conflict relationship that
have been identified by many theorists. The firs¢ ¢ the liberal argument that trade
promotes peace, second one is neo Marxists vietvsgimametrical ties may promote
peace, third statement that trade increases coafiit last one is that trade is irrelevant
to conflict. Barbieri found that economic ties haae important impact on conflicts.
Positive trade expectations by 1972-73, had sutigstampact on ability of two super

powers from the rivalry and conflict toward a peé&epeland, 2007: 25).

The end of Cold War signified the collapse of tlmnmunist system into expanding
Western order. Intensification of interdependentea@und the world especially for
Soviets, unchained the communist system. Thabst-@old War contributed positively
to continuation economic globalization in the ldleworld (Ikenberry, 1996: 90-91).
Meanwhile, area of Council for Mutual Economic Astance (CMEA) was planned to
be self-sufficient by Soviet planners, thus statesl high trade levels among the
republics instead of outside world and these caestbegan to sign new agreements
when they gained more and more power as an untgtes($Villiamson, 1992: 7-10).

By the 1990s, almost whole world settled down fundatal elements of the market
economy. Successor states of Soviets maintainedemaeforms including private

ownership, such as convertible currencies for imggonal trade, shared standards for
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trade transactions —there were more than 120 menmddeWorld Trade Organization
(WTO)- and market based transactions (Sachs, 198%: Border delays for trade
liberalization were crucial trade of Russia andeotbx-Soviet Union countries. Jensen
et. al. (2007) estimate that Russia will gain up2#0 of the value of Russian

consumption in the long run after WTO accessionA@gust 2012- of Russia.

Imbalances between price of goods in post-Sovatestand other countries boosted
external trade that became the only source ofdareurrency inflow at the first years
of new states. Also, import met the domestic den@andonsumer goods due to internal
industrial decline (Idrisov and Taganov, 2013). ttme first half of the 1990s,
Commonwealth of Independent States (CIS) have eshtthsign bilateral and regional
trade agreements (Appendix 2) with each other. hrew@&umbarello (2005) states that
many CIS PTAs remained just on paper because @ralereasons. Coverage of the
agreements was limited and excluded sensitive gadds, lack of regional institutions
caused to confliction of interests and trade dispuietween countries sometimes and
delayed or blocked the implementation of some ageges. Costs of rules were usually
higher than benefits of preferential tariff reginamd absence of harmonization

suspended trade agreements.

Aftermath of political disintegration countries hadtended to make systematic
economic reforms. However, larger countries sucRussia and Ukraine did not easily
achieve economic integration wholly due to distafioen one point to another (Linn,

2004: 8). Free market system would introduce neppkes for export to western

markets. Hamilton and Winters (1992) considers lifb@ralization of Eastern Europe
and Soviets could rise up the exports and impdrtd®A by 20% and 11%, UK by

13% and 14% and West Germany by 24%.

Essen hosted 1994 December Summit of European UREON to expand borders of
union to eastwards by cooperating six former conistucountries: Bulgaria, Czech
Republic, Slovakia, Hungary, Poland and Romaniadike@hally, Europe Agreements
was signed these six countries between 1991 an8l ih9&der to gradual liberalization
of mutual trade of goods (Martin, 1995). Countiiesame a member of EU one by one
at 2004 and 2007. Additionally, remaining Balkaratss of Albania, Bosnia-

Herzegovina and Kosovo are recognized by EU asnpiatemembers and European
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Neighborhood Policy (ENP) wants to attain the depilg deeper political and

economic relations with 10 southern Mediterranelath @ eastern periphery countries
that are Armenia, Azerbaijan, Belarus, Georgia, ddoh and Ukraine (Archick and

Morelli, 2014: 13).

On the other hand, Russia struggled with signitideatal problems in the post-Soviet
era at 1990s. Chinese 1978 reforms expanded traldeng of China in ten years.
Market reform decomposed China from Soviet Uniod &ast Europe countries that
waited to collapse of Soviets. Therefore, beginmnd 990s China recorded positive
growth rate contrary to Russia and other formeri€&ogountries thanks to market

reforms. Table 5 demonstrates the annual growtlooitries in relevant years.

Table 5. Annual Growth of China, Russia and East Europeam@ies between 1986-1992.

(%) Average 1986-89 1990 1991 1992
China 8,7 4,1 7,7 12,8
Russia 2,4 -2,0 -9,0 -19,0

Bulgaria 5,2 -11,6 -22,7 -7,9
Czechoslovakia 1,6 -3,0 -15,5 -5,0
Hungary 1,4 -4,0 -10,5 -4,6
Poland 2,7 -11,4 -1,7 1,5
Romania -0,9 -7,1 -13,4 -10,2

Source: Cited in Sachs et. al., 1994: 103.

Rules of integration process worked for former 8bnion countries. Annual growth
rates in the early 1990s were negative. Aslund 1®2lieves that Russia would not
benefit from slower price and foreign trade libez@ion and monetary expansion.
Initial period of broad integration for Russia wias1995. Later, Russia fragmented in
1996 and 1997 but became re-integrated by 1998niss to international trade
undermined internal economic stability (BekowitddpeJong, 2003: 557).

Ex-Soviets had experienced a new period after 19B0erefore, integration of these
economies took some years such as China after f&fé8ns. Meanwhile, Western
countries increased relations with former Soviets only in political but also trade

relations.
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2.3. International Trade Theories after WWII

International trade theories after WWII has becanwre product oriented contrary to
other theories that focus on countries. Thereforernational trade theories of that
period analyze the foreign trade of countries edtef former general principles of

international trade theories.

Although there are some other theories that cautilto international trade Product
Life Cycle Theory of Vernon, New Trade Theory ofugman and Competitive
Advantage of Nations Theory of Porter are threal viternational trade theories of the

period.

2.3.1. International Trade and Product Life Cycle

The paper of Product Life Cycle theory of VernonlB66 deals with neglected issues
by main stream of trade theory after the failuréietkscher-Ohlin theory. Trade theory
of Vernon puts emphasis on the timing of innovatitwe effects of scale economies and
the roles on ignorance and ambiguity in terms gbaots of trade patterns (Vernon,
1966: 190). The model presents that many produdtewf a trade cycle. Initially
exporter country loses its markets and finally Ime@n importer of the product.

Vernon (1966) takes non-communist countries afterVWII for explaining patterns of
international trade and foreign direct investmeRDIj in manufactured goods.
According to product cycle process technology amddpction are transferred to

developing countries thanks to FDI (Yamazawa, 1236).

Grosse and Behrman (1992) criticize theory reggrdon failing to focus on
distinguishing features of business operations gdifferent nations. Nevertheless,
they are aware that international product cycl®emhés probably first for movement of

production overseas.

US market was studied by Vernon because of offecadain unique opportunities.
Many products pursue four phases that give cedaies for businessmen (Wells, 1968:
2):

- Phase 1: US export power

- Phase 2: Foreign production start

- Phase 3: Competition of foreign production in exmpoarkets
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- Phase 4: Starts import competition

Predicting the product trade performance and pifodin the stages are in favor of
managers for next steps in future. Consumers ofmdsket have higher average income
than in any national market except a few such agdftuand US market is characterized
by high unit labor cost and high capital. So, gmeeeurs in US recognize the
opportunities with high income levels or high ulaibor costs. For example, high labor
costs provide the early development of fork-lifttdk and automatic control system
(Vernon, 1966: 192-193).

Product Life Cycle Theory helps to internationainganies in designing adaptable and
global production for strategies of export and clii@evestment. Beside, local firm can

decide priorities on product for import substitatiand potential export (Ayal, 1981.:

92).

Vernon separates countries and stages of prodtecthnee groups. Countries are US,
other advanced countries and less developed cesntBtages of product are new
product, maturing product and standardized prodeumt.US, production is higher than
consumption until the early stages of standardipeaduct. The largest export is
occurred in maturing stage. The export is posdiniether advanced countries merely
early stages of standardized product level. USadiner advanced countries have ability
for production but less developed countries haygodpnity for production in maturing
and export the product just the end of standardmeduct stage. Capital costs are high
in less developed countries which require basidifigetions (Vernon, 1966: 199-206).

The theory of Vernon ignored some important detsilsh as not including of Weak
demanded products in US to the model. Also, tédifriers impact the competition of
foreign production. Therefore, no simple model eaplain the behavior of all products
in global trade ideally (Wells, 1968: 5).

2.3.2. New Trade Theory

2008 Nobel Memorial Prize Award in Economics hagrbelecided to award Paul
Krugman for his analysis of trade patterns andtlonaof economic activity (Nobel
Prize, 2008). The traditional trade theories expthat international trade occurs due to

comparative advantages of countries. In 1970s enm®oof scale concept decreased

31



the average cost of goods and all features ofnatemal trade could not be explained
by factor endowment or other comparative advantagged theories (Neary, 2009:
219).

New Trade Theory (NTT) was developed by Helpmamngfman and Lancaster in the
late of 1970s and early of 1980s. The NTT startth whe studies of Krugman and
Lancaster which shows the impacts of product difidation, monopolistic competition
and economies of scale on troubles of internatitrzale (Helpman, 1981: 305-306).
The theory has been designed on three major fHutsyatio of trade to GDP has
increased, trade has become the activity amongsindlized countries and generally
intra-industry trade has been concentrated amodgstnalized countries (Bergoeing
and Kehoe, 2001: 1).

Krugman (1979) mentions that consumers are abpedafer many brands and spread of
products all around the world is not logical dueettbonomies of scale. That is, NTT
takes increasing returns and imperfect competitioarkets unlike traditional
international trade theories in terms of constatums to scale and perfect competition
market. In addition to this, the basic featuret@ NTT, that is why it is called new, is
the possibility for formulation of internationalatte theory (Akkoyunlu, 1996: 71).
Helpman and Krugman (1985) identify four basic watgs show inability of
conventional trade theories. According to themditranal trade policies experienced
apparent failure to define the volume of trade,dbmposition of trade, the volume and
role of intrafirm trade and foreign direct investmh@nd the welfare impacts of trade

liberalization.

The rise of NTT was motivated by rising the relatigignificance of similar trade
among advanced countries. Similar countries hatle kkomparative advantage over
each other and thus their trade is dominated g-intlustry trade due to economies of
scale (Krugman, 2008: 338). In real world similauwtries trade similar goods instead
of different countries specialization in differegbods. Increasing returns to scale
increase the possibility of exchange goods withilaimfactor content and give
advantage to large-scale production (Donaldson] 201

The comparative advantage based models preserebsimption of constant returns
to scale. That is, change in output level of arugtd, directly relates with the inputs.
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On the other hand, in practice many industrieschezacterized by scale economies that
is also called increasing returns and thus prododbecomes more efficient. Doubling
the inputs of an industry will be more than douinlereasing in production under the

economies of scale (Krugman and Obstfeld, 2003).120

New trade models cooperate with neoclassical ecasonn terms of market
imperfection, strategic behavior and new induste@nomics, new growth theory and
political economy arguments (Deraniyagala and F2@€)1: 812). There is a natural
alliance between NTT and the view of technologiclahnge which is a key driving
force for international specialization. Additiongllproduct cycle model examines the

impacts of continuous product innovation (Krugmbe96: 7).

Traditionally, trade models have given a certairscdption of trade in goods.
Nevertheless, NTT reveals the existence of multiplguilibriums by focusing

specialization and trade and concentrating on resoallocation rather than goods
production (Krugman, 1985: 43).

Trade can result from increasing returns or ecoreraf scale with lower unit cost and
larger output. Economies of scale provide incentivecountries for specializing and
trading among similar countries (Krugman and Oldtf@003: 155). The another

important international trade theory is the ContpatiAdvantage of Nations of Porter.

2.3.3. Porter's Competitive Advantage of Nations

The book Competitive Advantage of Nations (CAN)wasathe line of international
economics and gives new, constructive and actienables to government and
companies in order to follow competitiveness anasperity. Porter (1990a) considers
that there is an inevitable bilateral dependendevden state and business in national

productivity.

Porter investigated why nations gain competitiveaatlage in certain industries and
implications for strategy of companies and natioeednomies that were ten trading
nations - Denmark, Germany, ltaly, Japan, Koreag&pore, Sweden, Switzerland, UK
and US - including world industrial powers. Pordefined the industry as successful if
it has competitive advantage relative to the blsiaj competitors. He studied the most

famous and important sectors such as autos andicderh Germany, semi-conductors
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and VCRs of Japan, Swiss banking, Italian footvesat textile and so on. Additionally,
Porter added relatively obscure but competitive & paradoxes industries by
excluding highly dependent industries on natursbueces (Porter, 1990b: 74).

According to Porter, competitiveness depends odymtivity which sets the sustainable
standard of living with the combination of domesdind foreign companies in national
economy. Therefore, nations compete with each otbeform most productive
conditions for firms by performing interrelated esl of public and private sectors.
Macroeconomic competitiveness is not enough foh hpgpductivity. Microeconomic
capability of the economy and sophistication ofalocompetition improvement are

other factors of productivity (Porter, 2009: 5-7).

Porter used concepts of strategic management ier aal reformulate theories of
international trade, direct investment and econameielopment. Success of industries,
in the analysis of Porter, depends on firms rathan nations. Sustainable competitive
advantage was closely related with upgrading ofr@ss with the help of innovation

and investment in advanced factors of productiomi(G 1991: 536-539).

Smit (2010) emphasizes that Porter's analysis @xmauntry oriented advantages to
determine the international competitiveness of $iroontrary to sectoral composition
explanation of traditional and new trade theor@&N theory is criticized due to failure
to recognize the significance of price competittomd the exchange rate in determining
international trade (Davies and Ellis, 2000: 1193).

2.3.4. Other New International Trade Theories

International trade theories are not limited jugplained ones above. There are some
other trade theories that explain the internatidredle among countries after WWII.
The study of Brunstam Linder (1961) focuses on ghmeilarities in preferences for
countries and thus intra-industry trade becomesiplesamong countries. The other
theory about the international trade belongs tonBog1967) who examines the
technological gap between countries and its impiactgorld trade. Another one is the
study of the Keesing and Kenen (1967) about thigedidiabor. In essence, the theory of
Kessing and Kenen has guided to skilled labor teedhat affect the specialization of

countries.
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Linder (1961) considers that more similar demarfdsvo countries reveal the potential
to make trade between countries. Linder triesxjgaen the intra-industry trade with

representative demand (Bayraktutan, 2003: 181pnhecper capita level is the proxy
for similar preferences of consumers in differeourtries. Besides, Francois and
Kaplan (1996) find out that income distributionaa important element in order to
determine aggregate expenditure pattern accordirtbeir results. In addition to this,

Helpman (1981) emphasizes that in early 1970s theas a negative correlation
between difference in income per capita and imdstry trade in mutual volume of

trade for OECD countries.

Posner (1961) studies international trade and e¢bbnblogical gaps of the countries.
Technical changes and comparative advantage ofcthmtry lead to export of
innovative goods initially to world market. On thther hand, imitation of the products
by other countries after a learning period caueesnport of innovative country from
imitated countries (Posner, 1961: 331). Thereftne, advantages of the innovator

become meaningless when the product is imitated.

The studies of Keesing and Kenen have been accaptdw precursor for skilled labor
theory (Bayraktutan, 2003: 180). Keesing (1967digtsi on correlation between the
intensity of Research & Development and export grarince of advanced countries
like US. That is, prosperous countries in termsskifled labors, produce the capital

intensive products with specialization.
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PART 3: DEVELOPING ECONOMIES AND COSTS OF
INTERNATIONAL TRADE

Openness to trade has been a crucial element $taisable growth of countries. Trade
reforms in 1980s and 1990s across developing desntwere driving force to
integration in world economies (Harrison and T&@f)5: 133).

Last decades of JDcentury intensified tendencies about market friretonomic
policies of developing countries. This situatiod k® conversion of formerly planned
socialist and communist economies towards capitatisat helped to participation of
these countries in international trade (Jensen,3:18B5). According to World
Development Reports the most pessimistic scenariarfnual per capita growth rate in
the developing countries for the period 1982-1995 &.7% (Easterly, 2001: 136).

Cost of goods is the basic determination to makeceh Thus, international trade costs
are crucial for the volume of the internationatieabf countries. Anderson and Wincoop
(2004) emphasize that trade costs are inclusioallofosts incurred to obtain goods
such as transportation costs, information costsenay cost, distribution cost and so
on. On the other hand, international trade costsalalepend on a particular model and
therefore there are different types of trade mo@dtsvy, 2009: 4). Also, Sourdin and
Pomfret (2012) mention that there are no perfecdhaeisms to measure trade costs due

to no agreed definition over trade costs.

3.1. Participation of Developing Economies to Interational Trade

Between 1980 and 2011 share of developing countrie®rld trade continuously rose.
Their share in export increased from 34 % to 47rib ia import increased from 29 %
to 42 %. Particularly Asia has been leader in wtnddle for other developing countries
(WTO, 2013: 45).

In addition to this, developing countries improteit trade facilities. Although US and
EU account over 60 % of world service exports, sataeeloping countries —India,
China and Brazil- have grown well over 15 % eveearyfor decade (Borchert et. al.,
2013: 163).
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Also, more interdependence and advances in techypdbecome closer buyers and
sellers all around the world. Therefore, developiogntries in merchandise trade for
both export and import growths generally are pesiji. Table 6 demonstrates the list of

merchandise traders list as of 2012;

Table 6.Leading Exporters and Importers of Merchandisel@ria 2012.

Annual Annual
Rank Exporter Share | Change| Rank Importer Share | Change

(%) (%)
1 China 11.2 8 1 us 12.6 3
2 us 8.4 5 2 China 9.8 4
3 Germany 7.7 -5 3 Germany 6.3 -7
4 Japan 4.4 -3 4 Japan 4.8 4
5 Netherlands 3.6 -2 5 UK 3.7 1
6 France 3.1 -5 6 France 3.6 -6
7 South Korea 3.0 -1 7 Netherlands 3.2 -1

. Hong Kong,

8 Russia 29 1 8 C%ina 9 3.0 8
9 Italy 2.7 -4 9 South Korea 2.8 -1
10 Hong Kong, China 2.7 8 10 India 2.6 5
11 UK 2.6 -7 11 Italy 2.6 -13
12 Canada 2.5 1 12 Canada 2.6 2
13 Belgium 2.4 -6 13 Belgium 2.3 -7
14 Singapore 2.2 0 14 Mexico 2.0 5
15 Saudi Arabia 2.1 6 15 Singapore 2.0 4
16 Mexico 2.0 6 16 Russia 1.8 4
17 Chinese Taipei 1.6 -2 17 Spain 1.8 -12
18 | United Arab Emirates 1.6 5 18 Chinese Taipei 15 -4
19 India 1.6 -3 19 Australia 14 7
20 Spain 1.6 -5 20 Thailand 1.3 8

Source: WTO, 2013: 33.

China has been seen as the biggest beneficiaripbélgation by adding 3.9 trillion $

to world GDP, giving new jobs to 180 million peo@ead saving around 375 million
people out of poverty. The contributions of Chimgua to adding a country more than
twice size of Scotland to world economy every yeaeating new jobs more than total
labor force of Australia or completely melting awpgverty from combination of

Ethiopia, Tanzania, Somalia and Zambia (Kunnagéi3: 51).

Global trade had suffered from economic downturi2@7-2009 financial crisis that

was the most severe one since the Great Depre@Siaessens et. al., 2010: 269). On
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the other hand, trade flows among countries pdatityu for developing Asia seem
linearly increasing trend in the long run. To itiade, according to PwC (2011), top air
and sea freight bilateral trade pairs in 2009 aridré expectations in 2030 have some
differences in terms of global trade volumes ao@4. In last decades, China became a
global actor and main customer of US. Table 7 seferthe top bilateral trade pairs in
terms of air and sea freight in 2009 and expectatad PwC in 2030:

Table 7.Top 10 Countries for Air and Sea Freight Bilataredde Comparison 2009-2030 ($

mil)
Bilateral Trade Pairs in 2009 Bilateral Trade Pairsin 2030
Rank Countries Trade Value| Rank Countries Trade Value
1 China usS 290.960 1 China usS 594.741
2 China Japan 207.677| 2 China Japan 336.183
3 Japan usS 146.523| 3 China Korea 281.140
4 China Korea 140.342 | 4 China India 263.063
5 | Germany usS 118.773 5 China Germany 201.382
6 | Germany UK 113.209 6 Japan us 189.785
7 China Germany 102.171| 7 China | Singapore 178.291
8 UK us 97.624 8 China Indonesia 169.356
9 Japan Korea 69.008 9 Germany usS 167.467
10 UK Netherlands 68.062 10 China Malaysia 162.376

Source: PwC, 2011: 4-5.

Developing countries are expected to increase #gtares visibly in 2030 for air and
freight bilateral trade pairs. Hegemony of Chinanérnational trade is an undeniable
fact. In 2009, China was the side of 4 out of t@pbilateral trade pairs for air and sea
freights. However, it will rise up in 2030 — basmu estimations - from 4 to 8 out of top

10 pairs.

On the other hand, Turkey that is frequently désctias a crucial country whereby
geopolitical and geostrategic position does no¢akto account for the future plans of
air and sea freight analysis. In the last decatleskey has experienced major changes
in many fields. The current target is being on¢heften largest economies of the world
by 2023. Therefore, trade and industrial structofe Turkey should outperform
Netherlands, South Korea, Russia, Indonesia andd2afGros and Selguki, 2013: 2).
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Turkish growth experience since 2002 depends osuwuaption and investment driven
with the help of the capital inflows. Also, risitigend of price of oil and raw materials
deteriorated current account balance due to highoimshare of raw materials and
intermediate goods. Meanwhile, Chinese accessioWT® in December 2001 gave

opportunity to Turkey for importing cheaper produ@zmen and Yilmaz, 2009: 2-3).

Since 1970s, approximately two-thirds of the wagstzpulation have become a part of
world economy by increasing integration into therldotrade system (Milner and

Kubota, 2005: 107-108). Declining of trade barriensd inclusion of developing

economies to the world trade market led to shiffnogn severe protection to free trade.
Argentina, Brazil, Chile, Korea and Turkey are soafieghe successful liberalization

cases (Dornbursch, 1992: 69).

3.2. International Costs of International Trade

Initially, international trade costs have close atieinship with transaction and
transportation costs. Different economical phenaseafter Industrial Revolution has

changed the perception towards trade costs.

The period between 1800s and WWI had a unique fole developments in
transportation and communication. The extensiomadvays and telegraph network
promoted economic integration and movement of g@dasks et. al., 2010: 128). Jacks
et. al. (2011) find out the average level of tradset measure fell by 33% from 1870s to
WWI and it decreased by 16% in the years from 1&&ftrary to the interwar period

increase by 13%.

Sourdin and Pomfret (2012) believe that the reduactn trade costs provides trade
facilitation which is an increasingly important fdsilateral and regional trade
agreements. Components of trade costs cover a widge from transportation to
language barriers of countries. That is, measuremieimternational trade costs varies
among countries (Novy, 2009: 19). However, there some commonly accepted
concepts for measuring of international trade clilststransportation. Empirical studies
over the transport costs across countries revesdl 0% reduction in transport costs
increases the volume of trade by more than 20%t{iMer and Nowak, 2007: 412).
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Intensification of global trade networks leads toeegence of new actors that is called
emerging economies. Free movements of productiontiitns make meaningless the
borders of countries. Therefore, international cames take into account the efficiency
and effectiveness of production to gain more moregpulation of the world is

expected to reach 9.2 billion and number of megeils also increase from 22 to
between 60 and 100 until 2050 that is the worlcdobes more international day by day
in terms of global trade. (World Energy Council, 120 7). Increasing trend of world

population and development of countries requireamatensified international trade

ties. Transportation is crucial for movement of gedrom a country to another.

Transport costs directly relate with models in dgreisystems and Jong et. al. (2013)
imply that full freight models cover from econonactivities to assignment of vehicles
in all supply chain structure. Study of Berthebomd Freund (2008) show that distance
related trade costs have remained same for mangrseand high initial trade costs of
goods, such as tariff and transportation, give muamgortance to distance sensibility.
However, insurance can be an aspect under thecswbjmternational costs of trade but

the share of insurance for the price of goodsvsdad it is not calculated by monthly.

A change in costs of inputs also can shift the upprve. Higher input prices will
attract to produce less and lead to shift supptyeto the left (Begg et. al., 1994: 38-
39). Therefore, global commodity prices affect timernational trade volume
throughout the world. Sugden (2009) considers thegrnational commodity prices
volatility challenges economic management in Asmal &acific and causes to high
inflation and prices that threat growth. Low growthate is able to decrease the
international trade volume of the country. In aiditto this, the relation of exchange
rate and international trade has been acceptedsagndicant issue by scientists for
many years. Hooper and Kohlhagen (1978), Cushm@83j1 Grauwe (1988), Viaene
and Vries (1992), Tenreyro (2007) are some of tidma study regarding the impact of
exchange rate volatility and risks over internagiotrade. Moreover, Anderson and
Wincoop (2004) define the exchange rate as onectasggenternational trade costs.
Meanwhile, the costs of international trade havenynaimensions along with

transportation, international commaodity prices ardhange rates.
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3.2.1. Transportation of International Trade

The age of Industrial Revolution had triggered théding of new road networks by
considering primarily administrative and militargncerns (Thomson, 1990:160-161).
However, concerns of states shifted to economier@sts with the development of
global trade. For the models of Adam Smith and BaRicardo assumed that
transportation costs between and within countrreszaro. This situation reveals the

requirement of transportation costs to internatitrzae models.

Improvements in infrastructure of transportatiorstegns provide the facilitation of

movements and high living standards for people whih help of new and cheaper
technologies. Roads, railways, ports and airpamdsige economic and social benefits
by linking producers to international markets. Efere, reliable and competitive priced
freight transport deliver trading goods on advaetag terms (Carruthers, 2013: 2).
Investments of infrastructure contribute to workemational and domestic markets of
countries and also for decreasing costs and inagasoductivity for economic growth

(Kustepeli et. al. 2008: 2-3). According to Behar areh¥bles (2010) and WTO (2013),
transportation costs are one of the many factorshwtiraw trade directions, patterns
and volume of trade. Rodrigue et. al. (2013) mmetithat share of transport cost

accounts 10% of the total cost of a product.

Empirical studies of Baier and Bergstrand (2001 Blummels (2007) accept that the
one possible explanation for the rise of intermelotrade is the decreasing of
transportation costs at international level sucbeaslopment of jet aircraft engines and
use of containerization since WWII. Declining thests of transportation does not
spread equally for different types of goods. FiXegight rate per shipment will
constitute bigger share of the low-quality goodEer An increase in transportation
costs will increase the transportation price shafreéotal cost for low quality goods
rather than high quality one. This situation shgtsantity of the high quality products
export. On the contrary, reduction in transportatiost will be likely increase the share
of low quality goods in international trade (WT@13: 180). Therefore, decreasing of
transportation cost is for the benefit of low gtyajoods producers such as China.

Declining of uncertainty regarding arrival timetodded goods thanks to improvements
in transportation contributed positively over therld trade for last years (Liu and Xin,
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2011: 161). High transportation costs have been aseobstacles to the movement of
goods and services. Economic importance of tratspon costs are classified into
three groups (Hummels, 2007: 135):

* itis responsive to the value of the transportealdgo
* it isresponsive to other barriers of trade sagtariffs,

« the extent to that transportation costs changévelprices

Also, WTO (2013) trade report implies that tarifits all around the world with the help
of the negotiations of GATT and WTO, cause to loweerage tariff barriers than
transportation costs, today. Thus, the transportatiosts gain more importance than

tariff rates for global trade calculations.

Naturally, countries take notice of the transpawstaicosts according to the features of
country. Moreover, the possible determinants ofigpartation costs include product
characteristics, geography, infrastructure, macda@npetition, technological change,
trade facilitation and fuel costs (WTO, 2013: 183).

If the cost of air freight declines relative to deansportation costs, it may facilitate
more trade in time for sensitive goods. On the mothend, sea transportation is
necessarily required for majority of internatiot@de transactions (Hummels, 1999: 2-
3). Arpita Mukherjee believes that transport is fi@art of economic growth and trade
especially in developing countries which dependirternational trade (OECD/ITP,
2009: 60).

Transportation is not only a means of overcomingggaphical distances to
international trade but also a service which isléchby sea transportation companies,
airlines and varieties of surface based modes gBu010: 106). In the first half of the
19" century, using steam power to railways has bediadc&ransport revolution that
was able to solve transport problems of heavy imdiss(Klemann and Schenk, 2013:
826-827). Hummels (1999) mentions that the ratioCtfF/FOB is in tendency to
decreasing linearly by using IMF trade statisticsf 1.10 in end of 1940s to 1.01 in
1990s. In the another study of Hummels (2007) waidée index of air revenue per ton-
kilometer decreased from 1250 in 1955 to 100 in0200
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Different freight transportations - truck, rail, t@a pipeline and air - reveal competitive
and cooperative freight transportation service$ wach mode that provides advantages
and disadvantages in terms of price, speed, rétiglaccessibility, security and safety.
Also, shippers make efforts to use each mode ferr tinterests by choosing freight
transportation services to support their supplyircghand distribution networks (Brogan
et. al., 2013: 7).

Importance of maritime in transportation modes wteinational trade is vital for
movement of goods and spread of globalization. @lsleaborne trade has expanded
averagely by 3.1% per annum since 1970 and appaiglyn80 per cent by volume and
70 per cent by value of global trade are carrieduph sea in 2011 (UNCTAD, 2012:
44). To illustrate, sea transportation was 75% oflavbiggest economy, US, in terms

of international merchandise trade volume (EPAAQ01

In spite of development of other transportation emdthe proportion of sea
transportation is very high. As a result of thisigtion, Hummels (2006) mentions that
it is possible to write the value of imports valuedluding sea transportation costs at
the point of delivery as p*q = (p+f)q, where ql® tquantity shipped, p is the price, fis
the sea transportation cost per quantity and phesdelivery price that covers sea
transportation costs. Therefore, the cost of saasportation generally is used for
transportation calculations at international traéls.well, North (1968) attributes the
growth of maritime transportation efficiency to tiee of piracy and development of
markets and international trade between 1600-1Bb@ssence, sea transportation and

international trade has mutual linear relationhia light of the studies.

3.2.2. Sea Transportation on the International Tra@

The volume of international trade at any given tidepends on movement costs of
goods among markets due to international costs asctransport and trade barriers.
Massive trade growth for years has not been indiffeto technological, organizational
and institutional transformation of transportatgystems. The first important change is
the invention of sea transportation container irb69Containerization has saved
transportation costs, reduced in cargo handlingreased cargo transshipment and
increases the carrying capacity of ships (Humnigl89: 6; Clark et. al., 2004: 423). In
addition to this, emergence of larger and deepetspeear by year, development of
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loading and unloading facilities, construction efshore storage installations, efficient
transport solutions and completely new types opsltiut transportation costs (Ekberg
and Lange, 2014: 105).

As of 18" century, ships of Europe were mostly from Northwers Europe and France.

Table 8 shows the descriptions of the ships atdbatury.

Table 8. Descriptive Statistics of the Ship Sizes in Peti¢tir02-1717) and Period Il (1777-

1801).
Period | Period Il
Shipsizein Tons
N Mean Median N Mean Median
Northern Europe* 275 108 80 1779 138 124
Southern Europe** 184 93 70 339 110 90
All 459 102 80 2118 133 120

Source: Lottum and Zanden, 2014: 4.
*: Refers to all countries north of Southern Nethedks.
** . Refers to France, Italy, Spain and Portugal.

Northern Europe forced the sea transportation heggnaround the world thanks to
Industrial Revolution. Europeans organized effiethe international networks of sea
transportation and global trade with economic ghowitottum and Zanden (2014)

discover that the human capital is an influentaitér for productivity and performance
in the sea transportation industry. Hence, skillabr force provided productive sea
transportation sector to Netherland and later Gigatain in order to dominate

international markets. In addition to this, in Bpean market, road (door to door) and
maritime (bimodal transport) transport compete eattier for short distances at some
destinations (Martinez and Nowak, 2007: 412).

Promotions of EU for implementation of short semsportation aim to reduce the share
of road goods transport and positive environmegrftdct as well as first transport
alternative. Also, maritime transportation shouddte into account the economies of
scale in ships and port productivity (Sauri, 2068). Clark et. al. (2004) find that the
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improvement of port efficiency from 25to 75" percentiles decreases the sea
transportation costs more than 12% which is chaslgdar different years.

The cost of exporting goods depends on selectedoparigin country. If the cargo is
not loaded at the efficient one, the transport eadit be increase (Wilmsmeier and
Zarzoso, 2010: 106). In 2012, approximately 9.2idpil tons of goods were loaded
throughout the world ports. Dry-cargo shipment oted the lion share that was nearly
70%. Growing Asian demand for two major bulks -irand coal- out of five -other
three are grain, bauxite/alumina and phosphate-rtazk to expansion of dry-bulk
shipment. Even if Europe provide skilled labor ®to sea transportation sector, Asia
still dominated as the basic loading and unloadagion. However, Africa is becoming
more attractive with high potential for maritimanisport and seaborne trade. Although,
Europe remains the biggest trade partner of Afri@laina has overtaken US as called
largest single trade partner (UNCTAD, 2013: 7-9pf seaborne trade by regions as
of 2012 is indicated Figure 3:
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Figure 3. World Seaborne Trade by Geographical Regions by 2®lshare in world tonnage)
Source: UNCTAD, 2013: 9.

First four places of air and sea freight bilateralde pair have at least one Asian
country. Initially, first rank belongs to China at with 291 billion $. Others are
respectively China and Japan, Japan and US, Chidakarea (PwC, 2011: 4). Port

efficiency varies from country to country due tgaérestrictions. However, some Asian
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countries such as Shanghai, Singapore and Hong Kawg the most efficient ports for
international trade. Conversely, some of the mosfficient ports those are located in
Africa such as Ethiopia, Nigeria and Malawi or Soémerica Colombia, Venezuela
and Ecuador (Clark, 2004: 424). Nevertheless, tlstrefficient grain and iron-ore
terminals are located in Latin America and the neBtient crude-oil terminals are in
the Gulf area as well as Southeast Asian portsiefities in terms of handling coal
bulk and containers (Merk and Dark, 2012: 28). Keki and Sourdin (2009) find out
that ten percent increase in the sea transporieads to decline of six to eight percent
of trade under the condition of other things areatgGenerally, commodities which are
the fundamental sources for traded products ameddoy maritime transport which is

the best way for efficiency and low transportatimst.

3.2.3. Global Commaodity Prices and International Tade

The world witnessed to collapse of financial maskatd high international commodity
prices in the year 2008. After the global financiasis more people have been added to
the hungry list all around the earth due to comiyogrice boom that ended when
collapse in demand occurred. To illustrate, inteomal metal prices and energy prices
surged successively from 2004 to 2008. As a reduhis, inflation in many countries
rapidly increased with the combination of strongméstic demand and higher
commodity prices (Sugden, 2009: 79). Besides,va fiears from 2003 to 2008, real
prices of energy and metals more than doubled aat price of food commodities
increased 75% (Erten and Ocampo, 2012: 1). Betw866 — 2011 world commodity
export increased fivefold. The years 1995 — 2002 34 growth rate by year in terms
of world commodity export value. Growth rate reathe 19% by year from 2003 to
2011. Additionally, share of world commodity trade total world merchandise
increased form 24% in 1995 to 33% in 2011 (UNCTARD13a).

Study of Iregui and Otero (2013) supports that cadity prices are not convenient for
assuming as independence of each other becausé&eoimarket linkages. The

commodity prices are not indifferent to macroecomomevelopments such as the
transition period of Eastern Europe and Soviet Orlwat have had remarkable impact

over the international commodity markets (Borenszaed Reinhart, 1994: 238).
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International commodity prices also are used faoaricial futures positions such as
crude oil prices. Therefore, volatility of pricearncbe affected by speculations. On the
other hand, De Meo (2013) mentions that empiriesist on future positions are unable
to identify any significant causal relationship rfrofinancial futures positions to
commodity price movements, while contrary causdlitgction is more supported by
studies.

The rising price of crude oil forms inevitable pee over the supply of commodities.
Costs that have directly impact over petroleum potsl used to production facilities
and transport products increase the prices of awlral gas and energy intensive
products (Sugden, 2009: 82-83). Therefore, thetlities of commodity prices are vital
for commodity traded countries for the macroecomomdicators. Although, there has
been a downward trend in commodity prices, hisédiyayrowing volatility of exchange
rate regimes after dissolution of Bretton Woodstaysreal commodity prices and
instability in the Persian Gulf have demonstratecdreasing volatility of commodity
prices (Cashin and McDermott, 2002: 195; Frankel Aandrew, 2010: 9).

In 2013 almost all key commodity prices declinedhwihe exception of energy as

decreasing of fertilizer (-17,4%), agriculture 2%) and metals (-5,5%) from 2012.

Meanwhile, under the assumption of no macroeconamdacks or supply deductions,

oil prices are expected to 1% lower than 2013 ayer103 $ per barrel in 2014. Also,

in the event of supply disruption in the Gulf regicould increase as much as 50 $ to
the price of oil (Baffes and Cosic, 2014: 5). Théufe commodity prices indicate the

price fluctuations. Table 9 demonstrates pricedesliof commodities while year 2010

is the base year.
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Table 9. Nominal Price Indices, Actuals and Forecasts betv&009-2015 (2010=100).

ACTUAL FORECAST
2009 2010 2011 2012 2013 2014 2015

Energy 80 100 129 128 127 127 124
Non-Energy 83 100 120 110 102 99 99
Metals 68 100 113 96 91 89 90
Agriculture 89 100 122 114 106 104 103
Food 93 100 123 124 116 111 110
Grains 99 100 138 141 128 116 117
Fats and oils 90 100 121 126 116 116 113
Other Food 90 100 111 107 104 101 100
Beverages 86 100 116 93 83 82 82
Raw Materials 83 100 122 101 95 96 97
Fertilizers 105 100 143 138 114 100 99
Precious Metals 78 100 136 138 115 100 98
Crude Oil ($ per barre|)62 79 104 105 104 103 100
Gold ($/troy ounce) 973 1225 1569 1670 1412 1220 0012

Source: Baffes and Cosic, 2014:6.

Price indices vary by commodity groups but the gpehat is required by nearly all

process of production, demonstrates increase trend.

The commodity prices impact on international tréaieboth export and import. Chen
and Hsu (2012) examined a panel data from 84 cegnthroughout the world from
1984 to 2008, for measurement of oil price volgtikeffect. They find out that the
increase in oil prices due to supply quantity hadsgantial negative effect on
international trade. A shock in the price of rawtenals reveals negative and positive
effects for countries. Negative supply shock hamgehe growth of raw materials
imported countries and low growth rate decreasdswer import demand that cut the

export quantity of raw material producers (Korhoaed Ledyaeva, 2010: 854).

Frankel (2006) stated that despite the discussi@r the new alternative monetary
regimes without gold standard and other commodityed in the early 1980s, the low
commodity prices caused to victims in developingirddes in the 1990s such as
Mexico, Indonesia, Russia, Brazil and ArgentinawNeindustrializing economies as
South Korea, Taiwan, Hong Kong and Singapore haen [successful in exporting to
Western markets thanks to sustainable global contypnetiain framework (Gereffi,
1999: 38).
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Basci (2012), who is the president of the Turkignttal Bank, explains the importance
of the commodity prices:

“Why are commodity prices so important? Usuallye tterm “commodity prices”
represent energy prices (mainly the crude oil) df@oices and the prices of some main
industrial inputs. Energy prices are very closelypnitored by economic units and
policy makers, for it denotes the cost of one efrttost significant inputs for the entire
economy. Energy is one of the primary cost factordirms. It is also a considerable
item for households’ heating and transportationengtitures. On the other hand, due to
its high share in the expenditures of especially-ilocome households and
corresponding purchasing power effects, food priges given a great importance by
policy makers. Meanwhile, the metals, such as wom copper and aluminum, are
among the most important raw materials for the stdpgand construction sector.”

Basci (2012) explains the importance of the commyqalices for entire economy of the
country and this situation directly links with im@tional trade costs especially for

energy-dependent countries such as Turkey.

International commodity price indices are takeroiaccount due to calculations of
international trade that cover the raw materiat&rgy and agricultural related sectors.
Amano and Norden (1998) implies that another diffizariable to model empirically

is the exchange rates and they studied over th&aelof oil prices and exchange rates

over the post Bretton-Woods period.

3.2.4. Importance of Exchange Rate for Global Trade

Price in the currencies is the one vital aspecefgorting firms that have low share of
global export and international competition is thlodor them. Bacchetta and Wincoop
(2005) find that the basic factors in order to daiae invoicing choice are market share
and differentiation of goods. Higher share andedéhtiation of goods in the market

provide pricing in exporter currency.

In the late 19 century different monetary regimes and nationatencies were barriers
to international trade. Coordination on a similamenodity money regime is resulted
with higher trade (Lopez-Cordova and Meissner, 2@3!). Exchange rate is one of

the most significant price competitiveness elementsan open economy whereby

49



impacts on the current account and certain macraegun variables. Besides, exchange
rate enables for comparison the prices of goods samdices produced in different
countries (Algieri, 2013: 1013).

Exchange rate system variability discourages iatgwnal trade across borders like high
regulation barriers. Therefore, forward contractsyency options and other alternatives
for risk diversifications to reduce possible disanitages of exchange rate variability on
trade (Tenreyro, 2007: 488). Exchange rate vahatiias been added to empirical
estimations for export and import volumes to deteenhe risk that reduces economic

activity among countries (Oskooee et. al., 201296

As of collapse of fixed exchange rate system, @temal and empirical literature has
studied on the link between exchange rate uncéytaimd international trade flow. The
general view is that increasing in exchange ratedainty causes to adverse impact on
international trade flow. However, neither thearatimodels nor empirical studies have
revealed a definitive answer about the linkage last two decades (Baum and
Caglayan, 2010: 79-80). Nicita (2013) find out tleathange rate volatility does not
affect international trade excluding occurrencecoifrency union and fixed exchange
rate regime. In addition to this, exchange rateahigaments can affect international

trade flows according to valuation deviations.

Real exchange rate has strong influence on theaditm of resources such as capital
and labor between sectors producing tradable amdtradable goods by showing
relative prices of tradable and non-tradable pr&gl(&uboin and Ruta, 2012: 3). Zhang
and MacDonald (2013) observe a significant negatigiationship between real

exchange rates and trade balance in the mostiofaggins.

Emerging market economies (EMES) are importantedsiyor global economic growth
by increasing their share successively last fowwades. For that countries choice of
exchange rate regime has been crucial to resisérreatt shocks as well as
macroeconomic indicators. The exchange rate pmfeseof EMEs - flexible or fixed -
are directly related with growth of country (Tsandas, 2012: 470-471). Households
and firms calculate foreign prices into their ownrencies with the exchange rate that
also determines the cost of international tradeypbeor more expensive (Krugman and
Obstfeld, 2003: 325-327).
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Auboin and Ruta (2012) explain that the shifts th@ange rate affect international
trade volume of the country directly or indirectBesides, real effective exchange rate
measures real competitiveness, costs and prodyctfithe country. Saatgitu and
Karaca (2010) accept that the exchange rate imfluential factor for international
trade costs and they consider that it is expedeaffect international trade of country
directly.
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PART 4: RELATION OF TURKEY’s FOREIGN TRADE WITH
INTERNATIONAL TRADE COSTS: AN ECONOMETRIC
ANALYSIS

2023 vision of Turkey aims to reach 500 billionxpert volume and become one of the
ten largest economy in the world. In addition ti3tl2023 export strategy of Turkey has
been based on advanced technology and Researclvé@dpenent (Akman, 2013: 140).
After the liberalization process as of 1980s, Tyrkalowed export-led growth. Thus,

integration of Turkey to the international tradstgyn is crucial.

Main transportation modes of Turkey for import éadransportation with the share of
60,7% for export, the share of sea transportaidili6%. Figure 4 shows the details of

the transportation modes for Turkey:
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Figure 4. International Trad&hares offransportation Modes in Turkey as of 2012 (%).
Source: Cited in Oztirk, 2013.
The first five products of import of Turkey are ramal fuels and oils, machineries and
mechanical appliances, electrical machinery andpeggent, iron and steel, lastly parts
of vehicles other than railway. The products dtffive place for export are parts of
vehicles other than railway, machineries and mechanappliances, electrical
machinery and equipment, textile and iron and s{€eliK, 2014). In this part, the

literature about the effect of international caststhe foreign trade of Turkey has been
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reviewed. Additionally, new elements of internafibrrosts - commodity prices and
transportation costs - have been examined withermational trade of Turkey.

4.1. Literature Review on Relations between TurkishForeign Trade and Trade
Costs

Foreign trade policy of Turkey has been analyzednayy scientists. Generally, the
relation between export or import with real exchangte, economic growth or foreign
direct investment (FDI) are studied. Besides, det@nts and function of Turkish
foreign trade are other studies regarding on th@mason of international trade

structure of Turkey.

Study of Vergil (2002) takes real exchange ratawidly and export in order to analysis
the relation of both. Results indicate that thel reechange rate volatility has an

important impact on the real export negativelytfeg period 1990: 1 - 2000: 12.

Doganlar et. al. (2003) form an export function of ey with export price indexes and
real income of foreign countries between 1981: QB99: Q4. Also, the study focuses
on the importance of transportation costs espgcsah freight rates for foreign trade.

On the other hand, paper does not include seafreages in the export model.

Simsek and Kadilar (2005) contribute to literature Iyalgzing export demand function
with Bound test which is the method of Pesaramale{2001). Empirical results indicate
that export volume, income and relative prices wermtegrated for the period from
1970 to 2002. In addition to this, the sum of expod import elasticity is higher than 1
(1.01) that means validity of Marshall-Lerner cdmi and providing opportunity to
decrease trade balance by using exchange rataegolideanwhile, for the next years
studies generally show that the inefficiency offexuge rate policies over trade balance

of Turkey.

Aktas (2010) analyzes the relation of export and impeith real exchange rate
whereby VAR technique. He investigates the relatibasis over the quarterly periods
between 1989:1 and 2008: 4. The study shows tleae tis no statistically significant

impact of real exchange rate on not only exportaism import.

Oz (2011) implies that 2004-2010 period experiertbedpositive relationship between

real exchange rate and export on the contrarynergéopinion. That is, the revaluation
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of Turkish Lira can lead to increase in export ofuetry. In addition to this, foreign
trade deficit is determined by economic growtheast of real exchange rate. Besides,
the cost of decreasing foreign trade balance bygudevaluation of Turkish Lira (TL) is

higher than other tools.

Yildirnrm and Kesik@lu (2012) investigate causality relationships opaort, export and
real exchange rate for Turkey in the period of 20032011:9 by applying bootstrap-
corrected causality test. Results indicate thattendence between export and import
leads to neutrality of exchange rate policy to potenexport. Other factors such as
foreign capital movements or monetary policy afeaive on exchange rate rather than

import and export.

Ozcan and Ozgelebi (2013) test the relationshipae®n industrial production index,
export, import and real exchange rate using Jolmaosentegration method for Turkey
that cover 2005:01 — 2011:11 period. According bodihgs, export-led growth

hypothesis is supported. However, the coefficiehthe real exchange rate is not

statistically significant in the model.

Study of Tapin and Karabulut (2013) focuses on the causalitgtioe between real
exchange rate and international trade of TurkeguRe of the TY test demonstrate that
there is a unidirectional causality from real exaparate to import. However, the data

set of the study covers the years between 19802011

The literature about the foreign trade of Turkeytipalarly has been taken as relation
with real exchange rate and export-led growth binglacausality tests. Meanwhile,
studies do not search the effect of internatiomsits over the Turkish foreign trade.
Therefore, contrary to the literature, the studiestrto measure the impact of
international costs for foreign trade of Turkey.eTtausality tests focus on the relation
of real effective exchange rate, BDI and commogiige index with export and import

of Turkey.
4.2. Data and Methodology

The data covers the ten years period that stans flanuary 2004 to December 2013,
monthly. Total observations of the database arefd28ach variable and all tests of the

study were carried out by using the natural logaritvalues of seasonally adjusted
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series of export and import, international commpditice index, BDI, real effective
exchange rate and nominal US Dollar - Turkish kff@ctive exchange rate.

Seasonal adjusted series of export and import reen lrollected from Turkish

Statistical Institute. BDI data series that aresitlg price of end of month are obtained
from Data CNBC. Monthly international commodity q®i indices are provided by
UNCTAD Data Center. Finally, the exchange rate datareal and nominal (selling

price) are obtained from Central Bank of TurkeydBase (EVDS).

Firstly, natural logarithms of the series are tédi® detect stationary levels of data.
After that relationships between export-import atiger variables will be searched with
the help of TY Granger causality test.

4.2.1. Definitions of Data Sets

Data series of the study - transportation costeymational commodity price index and
exchange rate- relate with international costs ared able to affect the international
trade of countries. International trade requires ttansportation from a country to
another and pricing of the goods depend on theamgdhrate if countries use different
currencies. Besides, the raw materials are the ainthe most important part of

production process.

The data sets of international commodity price xndee provided by UNCTAD. The
commodity price index has been calculated as afalgn1960 by monthly. The data set
covers all food (food and tropical beverages, \adget oilseeds and oils), agricultural
raw materials (cotton, linseed oil, tobacco, waabods and rubber) and minerals, ores
and metals (phosphate, manganese, iron ore, alumincopper, zinc, gold, silver,

crude petroleum and nickel).

Effective exchange rates in terms of real and namidS Dollar - Turkish Lira) are
obtained from Central Bank Data of Turkey. The gkltion of real effective exchange
rate differs from nominal effective exchange rdiat tshows weighted average value of
Turkish Lira relative to currencies of major trgokrtners. Real effective exchange rate
is computed prices in Turkey relative to pricesbakic trade partners as geometric

average including 36 countries (Central Bank ofkéyr 2014).
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In the literature, studies generally take real afie®e exchange rate and there is no
relation with international trade of Turkey aftéetflexible exchange rate regime. In
addition to this, adjusted data of import and ekmdrTurkey remove the periodical

risks such as total holidays in a month or shamgtdiation in a month. Seasonally

adjusted data is used for comparison of the moiitth pvevious one (TUIK, 2013).

On the other hand, measurement of transportatieh @oes not depend on a single
index. Golub and Tomasik (2008) estimate a new atkfbr country specific transport

costs which is based on direct measures of airjtimarand road transport costs by
calculating as costs of goods per kilogram. BesiGeslilier et. al. (2008) provide a new
method for transportation cost to calculate CIF/F@®Bio with varied equations.

Nevertheless, the calculations of transport costrat suitable for the study due to
requirement of monthly data. Additionally, sea sportation cost is logical when the
global trade transportation has been realized ®&s.sTherefore, BDI is included to

causality test for international trade of Turkey.

BDI was created by Baltic Exchange which was esthétl in 1744 at negotiations
between merchants and ships’ captains for pricEasfjo sea transportation services.
The Baltic Exchange is designed by expectatiorseaftransportation brokers to detect
price levels for a given route and goods to trartsaoed time to delivery. BDI index is
seen a reliable and independent source for costanitime transportation and volume

of international trade operations (Oomen, 2012).3-4

BDI is calculated as a weighted average of thei®@&kchange’s indexes for the sea
transportation costs of the four largest dry-vesselsses — Capesize, Panamax,
Supramax and Handysize- (Bakshi et. al., 2011Bdlk sea transportation is associated
with the business intensity and quotation of rawteamals. Oil is not single input for
production of the world (iron, ore, wood, coal, ppate rock, bauxite, alumina, copper
and so on). Thus, international trade of these naddecan be seen an indicator of world
international trade activity because raw materiasve close relationship with
intermediate and final goods. Economic expansiodawnturn in the global business
environment instantly affects freight rates (Alizadand Muradoglu, 2011: 6). Sea
transportation is crucial for final prices of engrggriculturals and metals (Geman and
Smith, 2012: 99).
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The studies about the BDI and other variables becomore popular day by day.
Generally, BDI working papers published especiadlast years. The paper of Lin and
Sim (2012) shows the relation of BDI and incomeeled Least Developed Countries.
Study of Erdgan et. al. (2013) is important for BDI as an intliica The monthly

closing prices of BDI and Dow Jones Industrial Aage have mutual relationship.
Baumaster et. al. (2013) investigate the forecgstinoil prices with the help of BDI.

They accept that BDI is an indicator for future usttial production. Lastly, Papailias
and Thomakos (2013) analyze the possible synchabaiz of annual change of BDI

and commodities such as copper, cotton and tin.

Apergis and Payne (2013) mention that BDI is aifiant component for the cost of
trade and it is sensitive to demand changes formaterials and global trade. That is,
BDI has been one of the most popular indicatorshensea transportation freight rates

and a tool for predicting the volume of worldwidade.

4.2.2. Results of Granger Causality Test on Interrtaonal Costs

Data series are subjected to some tests to findbdaitest for causality. Therefore, the
unit root tests of series are required. Statiorlamels of the data sets provide to
investigate the directions of the causality that detected by TY causality model with
the suitable lag lengths of variables. Resulthefdausality tests show that the relation
of international costs and international trade ofKEy.

4.2.2.1. Unit Root Test

Stationary is important to estimate accurate fatieg. Application of least squares
regressions on non-stationary variables is ablecléar away spurious regression
misleading estimation of relationship between \@des (Mahadeva and Robinson,
2004: 3). Absence of the unit root means statiomdirgata and fluctuations around a
constant long-run mean and finite variance. Mealayhion-stationary series do not
reject the random-walk hypothesis and shocks afthas have impact on current values
(Granger and Swanson, 1997: 39).

If the data is non-stationary at level, the dathh wclude a unit root at its differences.
Generally, macroeconomic series are not statioatithieir levels. Augmented Dickey

Fuller (ADF) generally is accepted a valid testdietect the stationary of the series
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(Glynn et. al. 2007: 66). ADF test eliminates theoaorrelation at error term by using
lagged values of time series and it differs froncKey-Fuller (DF) unit root test
(Yilmaz, 2005: 69). The formula of constant angioept of DF is:

AYt: ,Bo + ﬁlt + C(Yt_i + &
If error term€&; contains autocorrelation the formula changes into

AY Lo+t +aYy+ 5i2{'c=1 AY¢i+ &

The equation is willing to show the whether 0. If Ho: a=0 is rejected, alternative
hypothesis will be accepted;Hu<0 that means time series of Y is accepted statyona

at level (Dickey and Fuller, 1981). Lag criteria based on t-statistics that allows
maximum 12 lag length.

Test results of the related variables of studybatew:

Table 10.ADF Unit Root Test Results

Intercept Critical Values Intercept and Trend Critical Values
1%* 5%* 1%* 5%*
-3,49 -2,88 -4,04 -3,45
Variables Intercept | Probability Inte;(;gﬁgand Probability
LNIMP -1,24 0,65 -2,76 0,21
LNEXP -1,02 0,74 -2,14 0,51
LNBDI -2,49 0,12 -3,23 -0,08
LNCOM -2,21 0,20 -1,31 0,88
LNNOM -0,62 0,86 -2,02 0,58
LNREXC -3,76 0,00 -3,60 0,03
AIMP -3,16 0,02 -3,14 0,10
ALNEXP -3,23 0.02 -3,23 0,08
ALNBDI -5,02 0,00 -4,99 0,00
ALNCOM -3,498 0,00 -3,93 0,01
ALNNOM -3,565 0,0081 -3,71 0,025
AAIMP -5,93 0,00 -5,91 0,00
AAEXP -7,11 0,00 -7,07 0,00

*MacKinnon (1996) one-sided p-values.




ADF test results bring out that data series argosiary at their levels, first and second
differences. Also, all probabilities of the statwy data are less than 1% according to
MacKinnon one-sided p-values for intercept. Retdaive exchange rate (LNREXC) is
stationary at level 1(0), Baltic Dry Index (LNBDInternational commodity price index
(LNCOM) and nominal effective exchange rate (LNNOME stationary at their first
differences I(1) and lastly seasonally adjustedarhfLNIMP) and export (LNEXP) are

stationary at their second differences 1(2).
4.2.2.2. Causality Analysis of Varibles

Causality can be explained by various tests suctGasiger, Engle-Granger and
Johansen & Jesulious. These tests need to tegsbohiand co-integration for applicable
(Afzal et. al. 2012: 32).

Toda and Yamamoto (1995) prepared a new modeltimate Granger causality test
with augmented Vector Autoregressive (VAR). TY mlodentains the prediction of
augmented VAR. model by adding maximal order ¢égnation (dmax) to optimal lag
length (k) in the VAR system (Ghazali et. al., 2088). Asymptotic distribution of
Wald-statistic is guaranteed by augmented VAR (EZa@and Rambaldi, 1997: 285).

Therefore, TY is used in this paper to test forsadity between BDI and other indexes.

TY ignores possible non-stationary and co-integratbetween series for causality.
Adding one extra lag to each equation and Waldresstlts to find whether jointly zero
of coefficients of the lagged other variables (Mdss and Kelly, 2001: 102).

According to Akaike Criteria the suitable lags afiables are listed below:

Table 11.Suitable Lag Lengths of Variables

Variables Lag| AIC
Import - Commodity 2 -7.638
Import - BDI 4 -3.53

Import - Real Effective Exchande 2 -8.369
Import - Nominal Exchange Rate 4 -7.493
Export - Commodity 3 -7.314
Export - Baltic 3 -3.339

Export - Real Effective Exchange 3 -7.939

Export - Nominal Exchange Rate 3 -7.103
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Wald test estimates a VAR (k+dmax) for linear riettbns on the parameters of VAR
(k) model and this test has an asymptgtidistribution which has k degrees of freedom
(Sinha and Sinha, 2007: 5, Ghazali et. al., 2083: 8

The causal relationship between foreign trade okd@y and other variables according

to TY causality test are at Table 12.

Table 12.Toda-Yamamoto Granger Causality Test Results

Null Hypothesis Chi-Sqr | Prob. Causality
COM does not Granger cause IMP 8.07 0.089 No Causality
IMP does not Granger cause COM 4.8 0.308
BDI does not Granger cause IMP | 24.61 | 0.0004 BDI —> IMP
IMP does not Granger cause BDI 8.58 0.198
REXC does not Granger cause IMP 7.85 0.0972 .
No Causality
IMP does not Granger cause REXC 2.04 0.727
NOM does not Granger cause IMP | 26.82 | 0.0002 NOM =—> IMP
IMP does not Granger cause NOM 12.65 0.0488
COM does not Granger cause EXP | 13.2 0.0216 COM > £Xp
EXP does not Granger cause COM 4.86 0.4325
BDI does not Granger cause EXP 10.82 0.0549
EXP == BDI
EXP does not Granger cause BDI 16.26 | 0.0061
REXC does not Granger cause EXP 3.91 0.5614 No Causality
EXP does not Granger cause REXC 1.26 0.939
NOM does not Granger cause EXP | 15.94 0.007 NOM =—> EXP
EXP does not Granger cause NOM 8.66 0.123

TY Granger causality tests show that certain Grangasality between variables. BDI
and nominal effective exchange rate are the Grad@garsality of import. The sea
transportation cost can be seen as the causalitghfanges in import of Turkey. In
addition to this, nominal effective exchange rateén de taken into account for the
changes of import. In addition to this, internaibmommodity prices and nominal
effective exchange rate are the Granger Causabityekport of Turkey. That is,

commodity price levels of the world have impact otlee export of Turkey. As for

import, nominal effective exchange rate has oth&rnational cost causality for export.
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However, the unidirectional causality from expdrifTarkey to BDI is interesting result
of the test due to low share of Turkey’'s exporatiund the world.

On the other hand, there is no Granger causalitly between commaodity price index
and import. The import of Turkey has no causalti@awith international commodity
prices. For Turkey that is energy dependent couritris expected to find a causal
relation between commodity prices and import betéhs no such a relation according
to TY test results. Besides, according to testlte$or both export and import, it cannot
be possible to say Granger causality relation wati effective exchange rate. It means
that weighted average value of Turkish Lira relatie major trade partners’currencies
has relation with neither export nor import. Additally, there is no unidirectional
relation from export and import of Turkey to intational costs of trade except export
and BDI.
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CONCLUSION

Accelerated international relations and interactiamong countries have increased the
global trade capacity of the world. Currently, abheevery country is a part of

international trade by trading goods and servicéis @ther countries.

Basically, international trade gained importanceerafthe Industrial Revolution.
Additionally, studies of Adam Smith and David Ridar have been admitted as
fundamental books of international trade and ecao®n®n the other hand, global trade

theories are updating to follow current trends.

Though cyclical declining periods due to economisig, wars and so on, volume of
international trade among countries has been spgedp years by years. Also,
countries were willing to decrease the internatidreede barriers and followed liberal

policies in order to reduce physical obstaclesritarnational trade.

Developing countries, especially after last quaded" century, have taken crucial
roles for designing international trade struct@tbal trade interactions have started to
shift to developing countries. Turkey is one of tdeveloping countries and aims to be

one of the top ten world economy as of 2023.

In the literature the relation of internationaldeavolume and real exchange rate is
common study field. On the other hand, the othstscof international trade should be
considered to affect directly the volume of inteéim@al trade. Tariff rates, price of

commodities and transportation are accepted asnattenal costs of global trade as

well as real exchange rate.

International costs affect the foreign trade sticestof Turkey not only imports but also
exports. Therefore, this study contributes to ditere to measure international costs of
global trade by taking into account Baltic Dry Imdéor transportation cost and
commodity price index for raw material cost of irm@tional industry. These variables
have not used as the international trade costgdetdus, the study contributes a new
perspective to the literature. In addition to thldata of this study are monthly unlike

yearly data series of other studies. The internatidrade trends and costs can be
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followed by updating monthly data of these indie@sl more consistent targets can be
estimated thanks to these variables for internatibade of Turkey.

Econometric analysis of the study focuses on thal edfective exchange rate,
commodity prices and transportation costs. Taafés can be added to the analysis but
free trade agreements and economic co-operatithreiglobalized world led to decrease
the share of tariff rates on the trade costs. Bssithriff rates are calculated yearly

however study covers monthly data of these series.

Commodity prices and real effective exchange ratex were obtained from the
database of UNCTAD and Central Bank of Turkey. ffansportation cost, the monthly
data were provided by closing prices of BDI (lasly df the month) that has been

accepted as a significant indicator for global érad

Econometric model used in this study is TY Grangmrsality. The data of export and
import has been provided by Turkish Statisticatitate. Firstly, unit root of series were
tested and stationary levels of these series wetectkd. After that, TY Granger

causality between variables was analyzed.

Results of the test revealed unilateral causaditgtions of series. According to results,
BDI is Granger causality of import of Turkey. That it can be possible to state that
transportation cost and import of Turkey has a alitysrelation due to share of sea
transportation at the import of Turkey. The exmdrTurkey is Granger Causality of sea
transportation index that can be seen as integeséeult due to contradiction with
expectations. Meanwhile, commodity prices are Geargpusality of Turkey export.
International commodity prices have capacity teetfthe export of Turkey. The export
share of raw materials -iron, steel, chemcical pot&t of Turkey can be seen the reason
of this causality relation. For next years, Turlghould shift the structure of export
from commodities to more value added and technocédgjoods. According to World
Bank Turkey country economic memorandum report 420kigh-tech export capacity
is low and this causes to lack of comparative athgagamong other peers.

Also, nominal effective exchange rate is the GranQausality for both export and
import. The nominal level of US Dollar - Turkishraiexchange rate is influential over

export and import. The literature about the refatiof real exchange rate and
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international trade of Turkey has two parts: bef281 and after 2001. The studies
such as Vergil (2002) find causality relation wikie data of 1990 - 2000. On the other
hand, studies of Oz (2011), Yildinm and Keskijino(2012), Ozcan and Ozcelebi
(2013) and Tapn and Karabulut (2013) examines the causality betwexchange rate
and import and export of Turkey. However, theraascausality from exchange rate to
import and export. The data sets of the studiesrctive period after 2001 and the

results of these studies show parallelism with shisly.

On the other hand, commodity prices have no Grangasality relation with import
unlike expectations. However, if just oil priceg daken for analysis, there might be

causality relation eith import due to high deperoyesf Turkey.

The relation of sea transportation freight rated iamport show that import of Turkey is
sensitive and high share of sea transportation nrottee international trade of Turkey
as the world reveals the causality between marittra@sportation and import of
Turkey.

According to studies especially after 2001 thatr yeas the transition of exchange rate
regime of Turkey, there was no relation with reff¢&ive exchange rate with foreign
trade of Turkey. The same situation is valid fop@x and real effective exchange rate
causality relation. Central Bank of Turkey accetal effective exchange rate as the
indicator of reference point to intervention forekéng monetary stability and inflation.
Real effective exchange rate for the last decadenbaeffect on the international trade
of Turkey. However, the nominal effective exchamgt is the Granger causality for
export and import. It is possible to say that higiport proportion in export products -
the parts of vehicles other than railway, machaserand mechanical appliances,
electrical machinery and equipment are common Hlertop five place of export and
import- lead to get rid of causality effect of refective exchange rate. For 100 $
export, Turkey uses 58,5 $ import that shows theeddency of Turkey to external
markets (Uras, 2013). Also, communiqué in offigjalzette about the inward process
regime states that Turkey allow to import for expmfrautomotive sector and textile up
to 65%, for leather , cement and ceramic produst®160%, for forestry products up to
70% (TIM, 2011). The high share of import for export offRey cause to neutrality of

real effective exchange rate because Turkey expwmdds that has imported
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components. According to the result, the level edl reffective exchange rate has no
relation with the international trade of Turkey.el$tudy also gives vital results to 2023
strategic vision of Turkey. The volume of interoatl trade of Turkey has ties with the
nominal exchange rate contrary to real effectivehaexge rate for the period of 2004:1
— 2013:12. Thus, nominal exchange rate should gg@ded as an instrument instead of
real effective exchange rate for evaluation the aotpof the exchange rate over

international trade in Turkey.
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APPENDICES
Appendix. 1

23 Founding Contracting Parties of GATT

Burma
Canada
Ceylon, the Republic of Chile
Governments of Commonwealth of Australia
India
Lebanon
New Zealand
Pakistan
Southern Rhodesia
Syria
The Czechoslovakia Republic
The French Republic
The Grand-Duchy of Luxemburg
The Kingdom of Belgium
The Kingdom of Norway
The Kingdom of the Netherlands
The Republic of China
The Republic of Cuba
The Union of South Africa

The United Kingdom of Great Britain and Northerelénd

The United States
The United States of Brazil
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Appendix. 2

Bilateral and Regional Trade Agreements among CIS

Armenia| Azerh. |Belarus| Georgia | Kazakh. |Kyrgyz. Moldova| Russia Tajiks. Turkmens,Ukraing Uzheks.
Armenia = 1998 | 2000 | 1954 | 1993 | 1993 1996
Azerhaijan = 199 | 1997 1995 | 1992 19% | 1995 | 1996
Belarus = 1993 | 1996 | 1998 1996 | 1993
Georgia | 1995 | 1998 = 1999 1995 | 19% 199 | 199 | 1993
Kazakhstan 1997 2000 | 1998 = | 1993 1995 | 1992 1997
Kyrgyz Rep | 19 9% | = 1995 | 1993 1995 | 1998
Moldova | 1993 | 1993 | 1993 | 1998 | 19% | 1993 | = 1993 1993 1995 | 1993
Russia 1993 1992 | 1994 | 1994 | 1992 | 1993 | 1993 = 1993 | 1992
Tajikistan 1998 = 1996
Turkmenistan| 19% | 1994 1996 1993 = 1996
Ukraine 1995 | 199 | 1996 1998 | 1995 | 1993 = 1954
Uzhekistan 1996 | 1993 | 1993 | 1557 | 199F | 1993 | 1992 | 199G | 19% | 19%4 | =
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