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Abstract: The economic development of the Turkish Republic of Northern Cyprus remains to be volatile
mainly due to the isolation of the de facto Turkish Cypriot state. While on one hand, high costs of energy in the
Turkish Republic of Northern Cyprus associated with the isolation, remains as a huge obstacle for the increment in
Turkish Cypriot production, embargo placed upon her, including closure of ports and airports, on the other,
restrains international trade for Turkish Cypriots, thus making the Turkish Cypriot economy a challenged one.
Therefore, after indicating the burdensome effects of isolation on the economy of Turkish Republic of Northern
Cyprus, this paper proposes how the Turkish Cypriot economy needs to overcome her self-reliance issues and
suggests alternative solutions to the Turkish Cypriot economy. For this purpose, by using time-series analysis this
paper provides a double-model approach in which the economic growth of the Turkish Republic of Northern
Cyprus is mainly dependent on aid transfers from Turkish government and is suffering from isolation in the first,
and is determined by the free-trade and free-movement of international capital brought by becoming a transition
economy and therefore easing the contractions on the economy, on the hypothetical second model. While the
results of the analysis employed in this paper confirms that main problems of Turkish Cypriot economy are
associated with the isolation, it also indicates that Turkish Cypriot economy would be better off in an
isolation-free environment. Thus, this paper aims to assert the importance of self-determination rights for the
Turkish Cypriots.
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1. Introduction

The first half of the first decade of the new millennium saw an impressive growth performance for the
Turkish Republic of Northern Cyprus1 (TRNC) (TRNC State Planning Organization, 2012). These impressive
growth numbers were attributed to the strength of Turkish Lira and the development of construction, tourism and
education sectors in TRNC. However, this rapid growth performance was misleading. The facts that Turkish
Cypriot economy is vulnerable to economic developments in Turkey and lacks a developed financial system are
keys to understand this misconception (CIA, 2014). Hence, the economic performance in the majority of second
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' GDP growth rates in TRNC was -5.4% in 2001, 6.2% in 2002, 10.6% in 2003, 14.2% in 2004, 13.8% in 2005 and 12.7% in 2006
and GNP growth rates in TRNC was -5.4% in 2001, 6.9% in 2002, 11.4% in 2003, 15.4% in 2004, 13.5% in 2005 and 13.2% in 2006
(TRNC State Planning Organization, 2012).

656



The Effects of Isolation on the Turkish Republic of Northern Cyprus

half of the decade was far from indicating a stabilized economy. Given the effects of global crisis and her unique
situation, economic growth of TRNC was less than a stellar in between 2007-2010° (TRNC State Planning
Organization, 2012). The economic development of the TRNC remains to be volatile mainly due to the isolation
of the de facto Turkish Cypriot state. While on one hand, high costs of energy in the TRNC associated with the
isolation, remains as a huge obstacle for the increment in Turkish Cypriot production, embargo placed upon her,
including closure of ports and airports, on the other, restrains international trade for Turkish Cypriots, thus making
the Turkish Cypriot economy a challenged one.

In this direction claiming that TRNC has a unique political position in today’s globalized world would not be
wrong. On one hand she is an open-market economy by definition, but she lacks the self-determination rights and
suffers from a worldwide embargo which turns TRNC into a semi-closed — as she is still operational through
Turkey or through internationally recognized Cypriot ports for local products sourced in Cyprus-economy in
effect. On the other hand, she can be considered as a possible candidate to become a transition economy or as a
transition economy with an elusiveness on the completion of the transition period in the foreseeable future, given
her semi-closed market conditions. Thus, even if, it is uncertain for how long Turkish Cypriot economy will
remain as a challenged economy, the urge to be prepared for the day she will be able to use her self-determination
rights on her economy and becoming a potential transition economy increases. Till that day comes Turkish
Cypriot economy needs to secure her self-reliance on the long road of self-determination and when that day comes
Turkish Cypriot economy needs to be well-prepared for the merits of becoming a transition economy. So, Turkish
Cypriots on one hand, as the efforts for the solution of the Cyprus Dispute proceeds, need to find alternative ways
to overcome the challenges of her economy, and need to assure self-reliance on the other.

Therefore, the next section reports the burdensome effects of isolation on the economy of TRNC. In the
following analysis section, by using time-series analysis this paper provides a double-model approach in which
the economic growth of the TRNC is mainly dependent on aid transfers from Turkish government and is suffering
from isolation in the first, and is determined by the free-trade and free-movement of international capital brought
by becoming a transition economy and therefore easing the contractions on the economy, on the hypothetical
second model. In the final section, this paper proposes how Turkish Cypriot economy needs to overcome her
self-reliance issues and suggests alternative solutions to the Turkish Cypriot economy and concludes with some
policy implications.

By employing a two-model approach, the dual-purpose of this paper is both to expose the harmful effects of
isolation and to get a clearer picture — approximately and hypothethically — of what would be the economic
situation in TRNC if she were able to use her self-determination rights in an isolation-free environment, namely in

an open economy in practice.
2. The Effects of I solation

Most devastating effects of the isolation has been felt on the energy sector in TRNC, as it provides a
simulative role on the economic growth. Moreover, due to the isolation and isolation related lack of competition
conditions, the cost of electricity in TRNC is one of the most expensive ones in the world (Kib-tek, 2014; Statista,
2014). However this high costs of electricity do not originate from the regular kwh costs. Because particularly

2 GDP growth rates in TRNC was 2.8% in 2007, -2.9% in 2008, -5.5% in 2009 and 3.7% in 2010 and GNP growth rates in TRNC
was 1.5% in 2007, -3.4% in 2008, -5.7% in 2009 and 3.6% in 2010 (TRNC State Planning Organization, 2012).
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lately the regular kwh electricy costs in TRNC — both in household and industrial - are close enough to those of
EU average (Kib-tek, 2014; Eurostat, 2014). It is more of an issue about the principal-agent problem inflicted
from lack of competition. Therefore, high costs of energy in the TRNC associated with the isolation, remains as a
huge obstacle for the increment in Turkish Cypriot production, thus making Turkish Cypriot economy a
semi-closed one. Even though there is some level of production in TRNC, this production remains ineffective
through high costs of electricity. To better understand the burden of high electricity costs in TRNC, one can
compare per capita electricity consumption between Turkey and TRNC, instead of the regular kwh costs since, as
indicated the problem is not a kwh cost issue. In fact, this comparison can give us an insight about the
effectiveness of electricity in total production. Following this reasoning, below Table 1 shows us that even though
the per capita electricy consumption is relatively higher in TRNC, her total per capita production efficiency levels
do not reflect this consumption (TRNC State Planning Organization, 2012), so indicating an ineffective use of
electricity in TRNC on average. To measure this efficiency level, first cost of per kwh was calculated through an
weighted average between household and industrial tariffs both in Turkey (Tedas, 2014) and TRNC (Kib-tek,
2014). Then, the calculated average cost of per kwh was multiplied by per capita electric consumption in each
country (TRNC State Planning Organization, 2012; The World Bank, 2013) in order to get the per capita
electricity consumption cost. Finally, the calculated per capita electricy cost is divided by per capita GNP in each
country (TRNC State Planning Organization, 2012; The World Bank, 2013) for the years between 2000 and 2010,

so that we could see its share in per capita GNP. Here’s how it looks like:
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Figurel Per capitaElectricity Consumption Sharein per Capita GNP (2000-2010)
Sources: Kib-tek, 2014; Tedas, 2014; TRNC State Planning Organization, 2012; The World Bank, 2013

As seen from Figure 1 only in years 2003 and 2004 the efficiency in electricity use in TRNC exceeds that of
Turkey’s (Kib-tek, 2014; Tedas, 2014; TRNC State Planning Organization, 2012; The World Bank, 2013). So,
therefore on overall this picture tells us that, in TRNC effectiveness of electricity in total production is in question.

Moreover, heavy public sector burden and the reliance on the aid transfers from Turkish Government, make
TRNC economy much more vulnerable than it would be in an open economy case. As of 2010, Turkish aid
transfers nearly consist of a third of the TRNC budget (TRNC Department of Finance, 2014a) and additionally
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using a considerable portion of these aid transfers from Turkey to finance the budget deficit even makes these aid
transfers inefficient (Republic of Turkey, Embassy of Lefkosa, 2014). Below Figure 2 shows the historical
development of Turkish aid transfers to TRNC since 1974.
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Figure2 Turkish Aid Transfersto TRNC between 1974-2010 (Million USD)
Source: Republic of Turkey, Embassy of Letkosa, 2011

The high dependency on Turkish aid can be observed in Figure 2. Though given the conditions of isolation,
dependency on Turkish aid is understandable as a compensation for the semi-closed economy situation. However,
in the long-run this dependency should be reduced as the isolation — hopefully one day — slackens off.

More importantly, being a semi-closed economy due to the isolation is basically the main problem of Turkish
Cypriots. The worldwide embargo placed upon her cripples the Turkish Cypriot economy in a major scale due to
her disability in foreign trade. The only way that TRNC can operate internationally is through Turkey or
internationally recognized Cypriot ports for local products sourced in Cyprus. Thus, this indirectness of foreign
trade of TRNC causes an ineffectiveness in all aspects of Turkish Cypriot economy in considerable size. To better
understand the scale of the ineffectiveness, Figure 3 compares the openness to trade® in both parts of the island
between 2000 and 2010.

The difference between the figures in openness to trade for both countries confirms the inefficiency in
foreign trade in the north part of the island. Therefore, if TRNC would have a fully operational open economy,
then without a doubt, her foreign trade would become efficient and thus her foreign trade numbers would be much
more satisfying.

Additionally, due to the isolation, foreign direct investment (FDI) flows in and out of the TRNC are very
limited, which creates another obstacle standing in the long way of economic development of TRNC.

Overall, it is a clear assessment that, the effects of the isolation basically cripples the Turkish Cypriot
economy in every respect. Not having full control of her self-determination rights makes TRNC a defective

* Generally openness to trade is measured by the sum of exports and imports of a country as a percentage of GDP of that country
(OECD, 2014). However, in this paper, openness to trade is measured by adding imports and exports for a country and dividing this
sum by the GNP of that country.
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economy. Consequently, TRNC should find ways to eliminate the ill effects of the isolation either by slacken the
isolation itself through following a solution path to the Cyprus Dispute or enhance self-reliance capacity —
through effective use of resources and employing alternative means for development-given an inconclusive

outcome to the Dispute.
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Figure3 Opennessto Trade: Republic of Cyprusvs. TRNC (2000-2010)
Sources: The World Bank, 2013; TRNC State Planning Organization, 2012

3. TheAnalysis

The two-model approach employed in this study, enables us both to better comprehend the detrimental
effects of the isolation and to gain a better insight of what a fully operational open economy of TRNC would have
looked like. In this direction, this study investigates the answers to the research questions for 2000-2010 time
period with a per capita based time-series analysis. In order to avoid misleading results-as growth figures of GNP
or GDP of a country in a given period can differ in per capita terms for the same parameters and unlike per capita
terms for these parameters, growth of GNP or GDP is not a measure for standard of living-per capita values of
variables have been selected for both models. Accordingly Model 1 is as follows:

Yi-Yer = {a+ (0Y.; + BTRAId, + yTUR, + SBAL,) x [Isolation Penalty]:}+ € , (Model 1)

So it becomes;

Y- Yy =a+0(Y x [Isolation Penalty])+ B(TRAId, x [Isolation Penalty])+ y(TUR, x [Isolation Penalty];) +
0{(BAL)) x [Isolation Penalty];} + ¢;, (Model 1)

Model 1 specifies per capita growth of GNP in TRNC (TRNC State Planning Organization, 2012) as the
dependent variable. The significance of the difference in per capita GNP values between consecutive years, is to
indicate the realised growth in per capita GNP from year to year.

Moreover Model 1 explains the dependent variable by numerous independent variables. According to the
Model 1, Y, specifies the value of per capita GNP of the previous year in TRNC (TRNC State Planning
Organization, 2012), whereas TRAid, represents the value of per capita foreign aid from Turkey to TRNC
(Republic of Turkey, Embassy of Lefkosa, 2014) and TUR, indicates the value of per capita tourism income in
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TRNC (TRNC State Planning Organization, 2012) while BAL, represents per capita external trade balance for
TRNC (TRNC State Planning Organization, 2012). As discussed in the previous section, Turkish foreign aid to
TRNC is a major factor in the development of TRNC and approximately accounts for a third of her budget each
year in 2010, 2011 and 2012 (TRNC Department of Finance, 2014b). On the other hand, choice of tourism income
to be represented in the model is relevant in the way that its increasing importance and share in the economy of
TRNC (TRNC State Planning Organization, 2012). Additionally, per capita external trade balance in TRNC
enables us to find out another dimension of the detrimental effects of the isolation (TRNC State Planning
Organization, 2012).

However, the isolation penalty variable is assumed to adversely affect the per capita growth of GNP by
default. This effect is reflected in the penalty variable as it serves a deflating multiplier function. The isolation
penalty variable consists of two parts. In the first one, this study deals with the per capita difference in per capita
electricity consumption share in per capita GNP between Turkey (Tedas, 2014; The World Bank, 2013) and TRNC
(Kib-tek, 2014; TRNC State Planning Organization, 2012) in order to exhibit the inefficieny related with the
isolation in TRNC production. The difference in electricity consumption share has been selected mainly due to its
importance in all kinds of production. Using this factor of production in an ineffective way reduces the total
effectiveness of the production in TRNC. In this manner, the paper aims to measure and use the per capita
difference in electricty consumption share in per capita GNP between Turkey (Tedas, 2014; The World Bank,
2013) and TRNC (Kib-tek, 2014; TRNC State Planning Organization, 2012) in the isolation penalty variable as an
indicator of inefficiency. Moreover, this ineffectiveness is highly related with the isolation itself. As previously
indicated, the total costs of electricity in TRNC for both household and industrial consumption remain in top of
the most expensive list mainly owing it to the isolation related problems (Kib-tek 2014; Statista, 2014). The
second part of the isolation penalty is about per capita openness to foreign trade. Generally openness to foreign
trade is represented by adding exports and imports for a country and dividing this value to the GDP or GNP of that
country in a given period (OECD, 2014). However, the unique situation of TRNC requires unique calculations.
Therefore, given the fact that TRNC is roughly controls a third of the island and her population is approximately
close enough to a third of that of the Republic of Cyprus, the following simplifying assumption has been made: If
TRNC would be able to use her self determination rights and if she would operate in a isolation free fully open
economy environment, then her foreign trade would increase in the amount of a third of per capita openness to
foreign trade variable of the Republic of Cyprus (The World Bank, 2013). Thus we can formulate the isolation
penalty variable as follows:

[Isolation Penalty]; = [(Electricity consumption share in per capita GNP)rrnc - (Electricity consumption share in
per capita GNP)rr] + {[(XHM)/GNP Jrep.cyprus X 0.33}

The rationale for the isolation penalty variable adversely affecting the per capita growth of GNP by default
lies in the fact the desire to unfold a segment of the undesirable and ill effects of the isolation. Therefore these
effects have an adverse effect on the growth of TRNC and must be discounted from the growth model equation.

The hypothetical estimation model, Model 2, aims to exhibit the would-be economic growth of TRNC under
hypothetical fully open economy conditions. Thus, Model 2 forms as follows:

[(Yi- YeD)rep.cyprus X 0.33 + (Y- Ye)trne] = {00+ (O[(Ye1)rep.cyprus X 0.33 + (Yer)trne] + BI(FDI)rep.cyprus X 0.33]
+ y[BAL{]) x (TRADE))} + &; , (Model 2)
Thus it takes the form;
[(Ye- Yer)Rep.cyprus X 0.33 + (Y¢ - Ye)trne] = o + 0{[(Yi-D)Rep.cyprus X 0.33 + (Ye)trne] X TRADE} +
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BL(FDL)gep.cyprus X 0.33 x (TRADE)] + y[(BAL) x (TRADE)] + &; , (Model 2)

Using previously stated “a third” assumption, Model 2 specifies the sum of per capita growth of GNP in
TRNC (TRNC State Planning Organization, 2012) and a third of per capita growth of GNP in the Republic of
Cyprus (The World Bank, 2013) as the dependent variable in order to put forth the would-be potential growth
values of TRNC for the subject years.

Model 2 uses, per capita GNP of the previous year in TRNC (TRNC State Planning Organization, 2012)
added to the a third of the same value in the south part of the island (The World Bank, 2013), a third of the per
capita annual net FDI flows in the Republic of Cyprus (UNCTAD, 2014) and would-be external trade balance
variable BAL, that consists of the absolute difference between a third of the per capita external trade balance of
the Republic of Cyprus (The World Bank, 2013) and the actual per capita external trade balance of TRNC to
explain the dependent variable. Moreover, all dependent variables are multiplied by the openness to foreign trade
in a would-be open TRNC (TRADE;) calculated through adding 1 — in order to get the effects of the trade boost
— to the summation of a third of per capita openness to foreign trade variable of the Republic of Cyprus (The
World Bank, 2013) and the actual realized per capita openness to foreign trade variable of TRNC (TRNC State
Planning Organization, 2012). It is in the form:

(TRADE) = 1 + {[(X+IM;)/GNP]rep.cyprus X 0.33} + [(X+IM,)/GNP ] trne

Using a third of the annual net FDI flows in the Republic of Cyprus is justified based on FDIs leading role on
the development of countries. The annual net values in question are calculated by basically taking the difference
between the inflow and outflow FDI figures for a given year’. The openness to foreign trade in a would-be open
TRNC has been used in the model as multiplier in order to indicate the would-be increase in TRNC foreign trade
volume. Additionally, the external trade balance variable through its unique way of calculation provides a glimpse
to the would-be free-trade environment in TRNC. The FDI and the external trade balance variables, and the
openness to foreign trade multiplier in the model therefore, would act like a bonus for the would-be open
economy situation, instead of an isolation penalty, thus, hypothetically enabling self-determination of TRNC.

Even though conducting the analyses for the paper can give us some insight of the Northern Cyprus economy,
one must also consider the limitations of this study. Given specific status of TRNC, obtaining healthy and
concurrent data could be one of the limits of this paper. This is one of the reasons why the study covers only a ten
year period. Moreover, one can also attribute the growth of a country to many other factors than those have been
used in this paper. For the growth of TRNC one could also consider the real estate, banking or education industries.
However, attaining healthy data for those variables is sometimes harder than one would expect and therefore, it is
safe to say that those other factors would be out of the scope of this study.

4. Conclusion

The rationale for these analyses lies in the facts that first, TRNC suffers from isolation in a substantial scale
and this is reflected in her growth performance and second, Republic of Cyprus performs better than TRNC
simply because she has her own self-determination rights. In fact, as clearly seen from Figure 4 below for the time
period of 2000-2010 per capita GNP growth figures of Republic of Cyprus mostly dominate® that of TRNC (The

* To represent the trade boost on the model, net FDI variable is multiplied by 1/(TRADE,) multiplier where net FDI is negative and
is multiplied by (TRADE;) multiplier where net FDI is positive.
> Except for the years 2000, 2007 and 2010 (The World Bank, 2013; TRNC State Planning Organization, 2012).
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World Bank, 2013; TRNC State Planning Organization, 2012).
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Figure4 Growth in per capita GNP: Republic of Cyprusvs. TRNC (2000-2010)
Sources: The World Bank, 2013; TRNC State Planning Organization, 2012

According to the results of the analyses employed in this paper; when we compare the results of both models,
it is evident that Model 1 significantly suffers from the isolation penalty, whereas Model 2 exhibits higher growth
figures, as Model 2 demonstrates a would-be open economy case for TRNC. Moreover in Model 1, external trade
balance of TRNC adversely affects the economic growth in TRNC. However, dependency on Turkish aid as one
would expect to stand out as an important factor contributing to the economic growth of TRNC, and the tourism
income remain inconclusive. This inconclusiveness is probably highly related with the fact that isolation itself and
isolation related lack of institutional quality and stability in TRNC. Therefore, it is safe to say that Model 1
exhibits the challenging effects of isolation in one way or another. That being the case, Model 2 indicates
efficiency in production reflected in the growth of the economy, and also remarks the benefits of openness to
foreign trade and foreign investments. Additionally, we can clearly observe that since there would be no isolation
in the hypothetical Model 2, there are no ill effects related with it such as ineffective electricity consumption nor
indirect foreign trade which are reflected in the positive contribution of the external trade balance variable.

Given that TRNC can conduct her foreign trade through indirect therefore ineffective ways mainly via
Turkey due to the embargo placed upon her, she should find alternative ways to overcome the ill effects of the
isolation regardless of whatever the outcome of the Cyprus Dispute would be. Given elusiveness of the Cyprus
Dispute, these alternatives in fact should include solutions leading to sustainable development in order to achieve
a self-reliant environment regardless of whether TRNC would become a transition economy or not. To assure
sustainable development objective, Turkish Cypriots should in fact look for alternative energy solutions ranging
from the effective use of windmills to the establishment of offshore platforms.

In this direction since 2011 Tiirkiye Petrolleri Anonim Ortakligi (TPAO) has been conducting the oil
exploration works in the de-facto territorial waters of TRNC (TRNC, Ministry of Foreign Affairs, 2014). Despite
the criticism for these efforts from the south side of the island, these exploration efforts are legit. The legitimacy

of oil exploration works conducted by the Turkish side based on London-Zurich Agreements dated 1959.
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According to the aforementioned agreement Turkish side has rights on the natural resources of the entire island,
and thus Turkey stands as a guarantor and impedes Greek Cypriots to exploit natural resources of the island by
themselves only (London-Zurich Agreements, 1959).

On the other side, TRNC should not only attempt to increase her fossil-based energy resource acquisition but
also she should invest more in clean energy resources as well. Northern Cyprus Water Supply project stands out as
a great step taken in this direction (DSI, 2014). Moreover, given the geographical facts of the island, TRNC
should also enchance the widespread use of windmills and solar power generators to generate clean energy.

Therefore energy solutions within a sustainable development perspective in the long run could be the only
way to attain effectiveness in production. Once effectiveness in production increases through increased
effectiveness in energy sector, regardless of the outcome of the Dispute, it should enhance the growth capacity of
TRNC.

While the results of the analyses employed in this paper confirms that main problems of Turkish Cypriot
economy are associated with the isolation, it also indicates that Turkish Cypriot economy would be better off in an
isolation-free environment. Thus, this paper aims to assert the importance of self-determination rights for the
Turkish Cypriots. However, it should not be forgotten that self-reliance in energy sector can also ease the pains of
becoming a transition economy, as it will provide much more stronger structure for potentially substantial increase
in production. Thus, this paper also aims to assert the significance of self-reliance in energy sector both in closed
economy and potential transition economy periods for Turkish Cypriots.
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