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Foreword

Straddling the trading routes of three continents, the Middle East and
North Africa region has, throughout history, enjoyed its greatest pros-
perity when it was open to trade, ideas, innovation, and private enter-
prise. In recent times, however, the region has been falling behind, while
most of the world has been surging forward on a wave of accelerating
trade and exchange. A simple statistic tells the story: world trade has
grown at 8 percent per year in the past decade, but the region's trade
grew only 3 percent. And its economic links with the rest of the world
remain dependent on oil and natural resource exports, tourism, and labor
migration, while other regions have become essential links in global pro-
duction chains in manufacturing, technology, and other dynamic sectors.

This book describes why engaging with the world is so vital for the
region-to exploit the advantages and the potential of its location, its en-
dowment, and its spirit of enterprise. It analyzes why the region has yet
to tap fully into the rich stream of global commerce and investment-
and what measures would help it to do so, including reforms in the poli-
cies of the region's trading partners.

The region's greatest economic challenge is to create enough em-
ployment opportunities for its large and rapidly growing labor force.
Unemployment, especially among the young and educated, is already
high and entails both an enormous waste of resources and a major threat
to social and political stability. Tackling the unemployment problem re-
quires higher, and more sustainable, economic growth than has been
achieved in the region over the past two decades. This book argues that
expanding trade and investment offers the best hope for generating the
requisite growth and jobs. This effort requires moving decisively away
from relying on the public sector and protected national economies as
the main engine of growth-which did produce results in the past but
has reached its limits-to relying on more open economies and a com-
petitive private sector.

Several countries in the region have already begun the transition to
greater openness. They have cut tariffs, reduced nontariff barriers,



xvi Foreword

streamlined customs and port procedures, and started to tackle various

behind-the-border impediments to greater private trade and investment,
including the provision of critical telecommunications, transport, and
energy infrastructure. For, while openness is important, it brings the ex-

pected results only when accompanied by reforms that create a favorable
investment climate inside the countries, improve logistics and communi-
cations, provide financing on adequate terms, and guarantee a secure and

efficient system of justice. But success has been elusive, partly because of
the conflicts that have plagued the region and partly because the re-

maining agenda for reform still looms large.
To reap the full potential, trade and investment reform efforts will

need to be redoubled and extended to cover a much broader range of
economic activities, including agriculture and services. The reform ef-

forts should be anchored as well in revitalized integration agreements at

all levels, within the region, with large economic zones such as the Eu-
ropean Union, and with the multilateral community. For this, support

will be needed from industrial country partners, in particular through
better market access for the region's agricultural exports and a more ac-

commodating stance on trade in labor services.
Structural reforms to unleash the trade and privatc investment poten-

tial, while critical, are not the full agenda. Other dimensions-especially

governance, gender, and employment-are also critical for better devel-
opment outcomes. These concerns will be taken up in companion vol-

umes to this book. Taken as a whole, these books aim to provide a com-
prehensive review of the challenges and opportunities the region faces as

it strives to fashion a new development strategy to meet the evolving
needs of its people in the coining decades.

JEAN-LOUIS SARBIB

VICE PRESIDENT

MIDDLE EAST AND NORTH AFRICA REGION

THE WORLD BANK
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Overview

For the countries of the Middle East and North Africa (MENA), trade
and private investment are needed to provide new engines of growth and
dynamism. With more trade and investment, countries in the region will
be able to achieve faster growth, reduce poverty, create more jobs, and
improve the knowledge, skills, and productivity of their work force.

The most important development challenge in the coming decade is

to create enough jobs for the rapidly growing work force. During
2000-10 the number of new entrants to the labor force will average 4.2

million a year, twice the number for the previous two decades. The best
and most sustainable way for all countries in the region to address this
challenge is to accelerate their trade and investment integration, with the

help of their partners.
Implicit in this is a transition-from an old model of economic or-

ganization and activity to a new one. The old model-driven by the pub-
lic sector, supported by oil, aid, and workers' remittances-cannot any
longer generate faster growth or jobs, as the performance of the past two

decades attests. A new model, which is much more reliant on trade and
private investment, promises to support faster growth and jobs needed in

the region.
Most governments in the region have already started to undertake this

shift, and the region is in a state of transition. Early reformers include

Jordan and Tunisia, which have opened to trade and created a more hos-
pitable investment climate, with encouraging outcomes. Egypt and Mo-

rocco have also been taking greater steps at trade and investment reform.
Among the resource-based economies, Algeria and the Islamic Republic

of Iran have started to reopen their trade regimes and encourage private
investnent. In the Gulf, smaller countries have accelerated reforms. The

United Arab Emirates, especially Dubai, are following an impressive
outward-oriented strategy with large gains. Yet, compared with the rest
of the world, trade and investment climate reforms in the region have

been decidedly weak.



2 Trade, Investment, and Development in the Middle East and North Africa

Many countries are seeking to strengthen their trade partnerships
with Europe, their largest trading partner, through the Euro-Med trade
agreements, while intraregional trade is being promoted through the
Pan-Arab Free Trade Area (PAFTA) and the Gulf Cooperation Council
(GCC) customs union. Several other smaller regional trade groupings

also have been established. A number of countries are seeking member-
ship in the World Trade Organization (WTO). Jordan and the United
States have signed a free trade agreement, and more such agreements

may be forthcoming.
Yet, the results on the ground remain disappointing. The 1990s were

marked by stagnant or declining trade and private investment-MENA

was the only region in the world to experience a reversal. There is strong
pressure to produce better results.

The pressure is needed, for the transition to a new model is never
easy, given the politically powerful and better organized potential losers
and the weakly organized potential winners. It is no surprise, then, that

trade and investment reforms have been hesitant and cautious, and out-
comes weaker still. While some structural and external political economy

factors (conflict, sanctions, limited WTO membership and participation,
limited market access in agriculture, exclusions of services in trade agree-

ments, and others) help to explain some of the results, weak policies and
reforms also bear a large responsibility.

The region now needs to deepen and accelerate its reform, finishing
the process that it has started. It needs to make three fundamental shifts
in its sources of growth: from oil to nonoil sectors; from public, state-
dominated to private, market-oriented activities; and from protected,
import-substitution to competitive, export-oriented activities. Intensify-

ing trade and investment is at the core of all three shifts.

Why Intensify Trade Now? There's Little Choice

Waiting is costly. Policies preserving the old model, which may have
been merely inefficient and expensive, are fast becoming unsustainable-

for four reasons, each pointing to the urgency of reforming trade and in-
vestment. The first is the prospective decline in oil and other sources of
income derived from the rest of the world. The second is the growing
competition in world markets. The third is the slowing of labor migra-
tion opportunities. But the most urgent and compelling reason of all is
the enormous pressures building in domestic labor markets, from the ex-
isting and growing pool of unemployed, and from the millions of new
entrants to the labor markets who are young and better educated. Alter-
natives for employment in the public sector or in small, protected do-
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mestic markets are exhausted, and this only heightens the need for

change.
Oil, aid, and workers' remittances are unlikely to be able to support

enough employment and income in the coming years. Countries face a
steady decline in per capita oil revenues, strategic aid inflows, and workers'
remittances. Rising competition in world markets is creating more pres-

sure, both in skill-intensive activities and in employment-intensive activi-
ties, such as garments, textiles, and light manufacturing. And countries in

and outside the region are constraining the free movement of labor.
These developments will only increase the pressure on employment.

Of all regions, MENA faces the greatest challenge in providing jobs. Av-

erage annual growth in the labor force is expected to be 3.4 percent a
year in 2000-10, twice the growth in other developing countries. A po-

tential demographic gift runs the risk of turning into deeper social crises

in the absence of adequate growth in jobs. Already, unemployment rates,
which have risen in the past two decades, are among the highest in the
world. At the same tine, the public sector cannot provide aniymiiore the

jobs needed by the scale of new entrants to the labor force. Queuing for

public jobs no longer presents a viable option.

Countering Unfounded Pessimism with the Tremendous
Potential for Trade, Investment, and Employment

Pessimism about the region's trading potential is deterring many MENA

countries from accelerating their trade and investment. This pessimism
is pervasive, barring a few exceptions, such as in Jordan, Tunisia, and the

United Arab Emirates. As a corollary, political leaders do not favor poli-

cies to make the needed transition from the safety and comfort of the old
model to the uncertainty of gains from a new model. Compounding the
pessimism is fear about the ability to compete in world markets. There
is nothing especially unique about the MENA countries in this respect.

But the pessimism is unfounded.
The region's characteristics are favorable to trade. Exports other than

oil are a third of what they could be. Manufacturing imports are one-half

of what would be expected. The region is small, with 2 percent of world
income and 5 percent of world population. Its incomes are low, in the

bottom half of the world income distribution. Wages are also fairly low,

in the bottom half of world wages. And it is near a high-income region,

across the Mediterranean from the European Union (EU).

MENA countries can also attract more investment from abroad and
encourage more private investment at home, both of which are crucial

for trade and development. If exports other than oil were higher, and
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were in a better investment climate, domestic private investment in

traded goods and services would be much higher. And the foreign direct

investment (FDI) inflows that the region could expect would be five to

six times what they are today-some 3 percent of gross domestic prod-

uct (GDP), as compared with 0.5 percent.

Even if only half the region's trade and private investment potential

were realized over the next 10 years, per capita GDP growth would jump

from 1 percent to about 4 percent a year-half from more private in-

vestment, and half from the greater productivity that openness would en-

courage. Importantly, this would meet the growth in jobs required in the

region in the coming decade, both to absorb the new entrants to the

labor force and to address the stock of unemployed.

Expanding trade and investment holds the promise of substantial div-

idends in job creation, for export opportunities would add millions of

jobs, many of them for women if the structural barriers to women's par-

ticipation are removed. The share of nonoil merchandise exports in

GDP was about 6 percent on average (compared with more than 20 per-

cent in East Asia and the Pacific). Bridging only a smaHl part of this gap

would increase employment by more than 4 million over the next five

years, equivalent to cutting the unemployment rate by 4 percentage

points of the labor force.

International trade is cutting up the manufacturing production chain

and permitting finer gradations of specialization within that chain, for

skills and labor costs and productivity. Small, resource-poor countries in

the region stand to benefit from such production chains-and given

their size, the prospects are virtually unlimited in world markets. Larger

countries will also benefit from such specialization. Their domestic mar-
kets and proximity to major international markets will drive a much

larger range and scale of domestic manufacturing possibilities. The

prospects for specialization in manufacturing thus remain immense in all

MENA countries. The manufacturing sectors of most MENA countries

are small by international standards-almost half the typical levels in
other lower-middle-income countries. And the prospective gains from

more open trade are large over time.

Services will also grow, with pronounced shifts out of low-productiv-

ity public and private services and agriculture. Complementary human

resource improvements and broader improvements in governance and

gender equity will be essential-to enable shifts to more knowledge-

based activities.
Trade is thus likely to be a key source of growth in the MENA region

in the next decade and beyond. It is also likely to be relatively skill in-

tensive, suited to the changing characteristics of educated youth enter-

ing labor markets of this region. And it can improve female participa-
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tion in labor markets, as has been the case elsewhere around the world.
But these effects can come only with a better investment climate to nur-
ture new investment and new firms, as is evident in China, India, In-

donesia, Malaysia, Mexico, and Vietnam. Halfhearted attempts at trade
reform in the absence of deeper domestic investment climate reforms
fail to create much positive impact on jobs. They can even be devastat-
ing-with large job losses from imports, and few gains from new jobs in
new industries.

The Road to Capturing the Gains from Deep Economic
Integration

Decisive action, and the support of the region's trading partners, is
needed to capture the large gains possible from regional and global eco-
nomic integration-and to take advantage of the opportunities missed
for the past two decades. Policies must address not just at-the-border
constraints, but also a full range of behind-the-border trade and invest-
ment constraints.

Making Trade Reforms Successful

Effective trade reform rests on (1) eliciting an adequate supply or private
investment response, from both domestic and foreign investors, (2) in-
ducing technological or productivity gains from a more open economic
system, and (3) minimizing output and job losses in the transition. This,
in turn, requires that the content, pace, and sequencing of reforms be tai-
lored to specific settings. Indeed, many successful countries (such as
China; India, and Vietnam) have often undertaken what look at first to
be incomplete (or nonorthodox) approaches to liberalizing trade and in-
vestment. But they have produced outcomes that are often better than in
other cases where reforms have been more orthodox and complete (as in
Argentina or Brazil).

Sequencing and Pacing Reforms

The debate on sequencing and speed of reforms, intense in the 1980s for
Latin America, gained even more attention for the transition countries of
Eastern Europe in the 1990s. The reasons for supporting gradual reforms
range from allowing the costs of reform to be spread over time (avoiding
the danger of reversals), to institutional arguments for creating adequate
capacity and learning, and to political economy arguments of building
support for reforms. The counterarguments for faster ("big bang")
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change are to gain credibility, ensure complementarity among different

parts of the reforms, reduce uncertainty, and capture opportunity.
The evidence on the pace and sequence of trade reforms from expe-

riences around the world (including from neighboring Eastern Europe,

Asia, and Latin America) suggests the following:

* First, to build momentum, programs must start boldly and then fol-

low through with further measures. This proves more durable than an
initially hesitant approach, which creates doubts about the credibility

of the program. So, trade reforms must encompass broad-based liber-
alization and widen its domain successively and quickly-so that more

individual sectors or groups are able to perceive the benefits and
spread the costs more evenly. Evidence from the region suggests that

accelerated trade reforms would bring fairly immediate gains in ag-
gregate consumption of 3 to 5 percentage points, creating visible ben-
efits for consumers and domestic support for change.

* Second, programs that decisively reduce import quotas or import li-
censing monopolies succeed more than those that retain such privi-

leges. That step sends a clear signal that no rent-seeking, special en-

claves deserve more protection than others. Also, such actions provide

widespread benefits to consumers and others through lower prices
and higher-quality goods.

* Third, there must be across-the-board cuts in tariffs, setting as little

administrative discretion as possible, and progressively lower ceilings

within a time-bound program. Indeed, lowering all tariffs to as uni-

form a rate as possible is the best way to do away with a discretionary

and administrative approach.

* Fourth, reforms must go well beyond at-the-border trade policies to

eliminate behind-the-border impediments in customs, standards,
ports, and other barriers. Indeed, trade reform cannot work without

such complementary reforms.

* Fifth, trade reforms must be accompanied by consistent and bold in-

vestment deregulation to free up new entry and allow private invest-

ment to respond. That investment response is probably the most de-

cisive element in the success or failure of the entire program.

* Sixth, the financial sector needs to allow the shift in resources from

previously protected and unproductive state enterprise-dominated

sectors to the new exportable sectors.

* Seventh, a case for gradualism can nevertheless be made for sectors in

which job losses are likely to be significant.
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Reforms in Resource-Poor Countries: Egypt, Jordan, Lebanon,
Morocco, and Tunisia

Although there are differences, countries in this group are relatively ad-

vanced in their broad direction of reforms. The challenge now is for

these resource-poor countries to move on to a new round of more deci-

sive and credible trade liberalization. There is little reason for gradual-

ism, after more than a decade of adjustment time for domestic industry,

enormous pressures in domestic labor markets for new jobs, and huge
potential benefits of accelerated reform.

Exchange rate policies. Exchange rate polices need to be supportive of an
accelerated round of trade reform. Significant adjustments of real ex-

change rates, through nominal rate adjustments or domestic demand
measures, need to precede trade reforms. Tunisia has a managed float,

with a real exchange rate target. Jordan and Morocco have pegged ex-
change rate polices. Morocco's persistent overvaluation in the past con-
tributed significantly to its poor export performance during the 1990s,

but it has improved more recently. Egypt's recent shift to a floating ex-

change rate offers the opportunity to slash tariff protection across the

board since the depreciation that has occurred will protect import sub-
stitution industries. In Lebanon sustainable macroeconomic reforms are
needed before the country can reap benefits from trade reforms.

Tariffs and nontariff barriers. Countries need to accelerate tariff reduc-
tions and apply them across the board, reduce peak tariffs, and simplify
a still complex tariff structure. For example, the simple average tariff
rates in Morocco and Tunisia at 3 3 percent and 30 percent, respectively,

remain more than double the average for all low- and middle-income
countries, while Egypt's (21 percent) remains well above. Reforms

should move to cut these rates. That includes avoiding any trade-diver-
sion effects of regional trade agreements by providing only marginal
tariff advantages-if any-to regional trade partners. Tariff peaks need

to be drastically reduced. For example, tariffs in Morocco and Tunisia
on agriculture remain extremely high (up -to 358 percent), while taxa-

tion peaks for other products remain distorted with high protection for

domestically produced items and multiple and complex rates (up to 29
rates in Egypt and 22 in Tunisia).

Although nontariff barriers have been progressively eliminated, a few

remain. Tunisia replaced import licensing with administrative barriers,

such as cahiers de charge, which still impede trade. In addition, quality
standards and systematic technical controls are often used, as in Mo-

rocco, which has a multiplicity of such controls. Replacement of nontar-
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iff barriers with their tariff equivalents would create transparency and re-

duce lobbying for import licenses and rent seeking.

Domestic standards and inspections often lack any international

equivalence, and many countries enforce quality norms that provide lit-

tle health or safety protection. In Egypt, testing and certification proce-

dures are lengthy and costly (Nathan Associates cited in Kheir-El-Din,

2000). More recent measures have helped, but the standards regime still

remains the most significant trade barrier. Standards and inspections

ought to be aligned with WTO principles.

Managing fiscal consequences. Fiscal consequences of tariff reduction are

often cited as one important reason by countries for not cutting tariffs

faster. This is wrong. Most revenue losses can be recouped through do-
mestic taxes, such as a value added tax (VAT) and with faster growth in

aggregate. Experiences around the world and in the region itself also
suggest that trade tax revenue losses are frequently overstated, and rev-

enues may indeed increase with trade liberalization as more revenues are

captured because of reduced evasion, faster growth in import volumes,
and tariffs that replace nontariff barriers. For example, in Morocco, cus-

toms duties are an important source of revenues for the national budget,

and accounted for 4.2 percent of GDP in 1995-just before tariffs

started to be reduced under the association agreement with the EU. In
1996-2000, revenues from customs duties fell to 3.3 percent of GDP, a

significant loss, but smaller than feared. Most of the decline in import

tariffs was compensated for by a nearly 25 percent rise in imports, so that

customs duties also continued to generate revenues. But revenues from a

new VAT on imports rose in the same period to 3.3 percent of GDP,

more than compensating for the decline in import tariffs.

Euro-Med agreements. Instead of the Euro-Med agreements' scheduled

tariff reductions, which are too slow, negotiations should focus on

achieving greater benefits from trade partners in return for offers of ac-

celerated trade reform. For example, Tunisia's trade liberalization has fo-

cused on the association agreement, initially yielding significant gains in

some products (capital goods and intermediates) but escalating effective

protection for others. The reduction of tariffs on heavily protected items

was backloaded and they are only now beginning to be implemented.

And countries would also gain by extending such tariff reductions on a

most-favored-nation basis.

Customs reforms. Customs reforms, which are proceeding well in Jordan

and Morocco, need to be accelerated in Egypt and Tunisia. Customs

procedures remain complex and time consuming. In recent surveys
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Tunisian firms report that it can take three weeks or more to comply

with administrative bottlenecks. The costs are especially large for small
firms. A similar situation prevails in Egypt. Procedures are complex, in-

spections are excessive, and release times are long.

Services and new buisinesses. Critical service sectors need to be opened to
competition, especially in telecommunications, financial services, trans-
port, education, and health. Coninmitments to market access require re-
examination, especially in Jordan and Tunisia. In Jordan and Morocco,
port and road transport deregulation is critical in view of the high trans-
port costs. Privatization and regulatory reform in air transport is also ur-
gent, especially in air-freight services. Tunisia requires further telecom-
munications liberalization. Jordan, Egypt, and Tunisia may need to

actively encourage competition from foreign banks, by opening up their
banking sectors.

All countries in the MENA region need deregulation to reduce bu-
reaucratic procedures and transaction costs for new firms. The number
of steps required to open a business is excessive and costly.

Reforms in Labor-Abundant, Resource-Rich Countries: Algeria,
the Islamic Republic of Iran, the Republic of Yemen, and Syria

The resource-rich countries have a more complicated task in shifting
from state-dominated and protectionist economic systems to open, mar-

ket-led systems. Much of the core support for reform has to come from
the very sectors that stand to lose initially from trade policy reforms-
the dominant, protected public enterprises and private sectors.

With the current situation inherently unstable, there are significant
pressures for more credible and consistent change. The largest pressure

comes from labor markets. The current system is unable to generate
enough jobs for a young, educated, and rapidly growing labor force. Un-
employment rates are among the highest in the world, and real wages are
falling. Falling per capita oil rents compound the problems. At some
point reform becomes inevitable. It is encouraging that some countries
are indeed beginning to start such deeper reform.

What should the countries in the group of larger, resource-rich coun-
tries do to initiate and sustain effective trade reform? They first need to

achieve macroeconomic stability-as most have-at a reasonable level of
oil prices. But they also need to deal with the massive distortionary ef-

fects of oil rents on traded goods and services. This means managing the
booms and busts better, avoiding the stop-go cycles of structural reform

and backtracking, and progressively reducing the rent-seeking effects of
oil. For example, during the 1979-81 boom, more than 40 percent of In-
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donesia's oil windfall was saved abroad, and supporting exchange rate
policies allowed the nonoil sectors to grow despite the oil boom.

Specifically, these countries might:

* Establish fiscal rules that insulate government spending from wind-

falls and downturns, by setting up explicit rules-based mechanisms for

saving or drawing down temporary oil funds.

* Set aside an increasing proportion of oil revenues as longer-term surpluses
for future generations (as a provident fund for old-age pensions for the
current generation or for social safety nets for job losses in the transition),

the scale depending on the prospects for exhaustion of the resources.

* Adopt appropriate macroeconomic policies to reduce misaligned real

exchange rates.

To be credible these measures need to be backed by constitutional-
type reforms so that the rules cannot be easily changed. Many of these

countries distribute a significant part of the oil rents as production sub-
sidies or low energy prices to consumers, with the same distortionary

macroeconomic effects as public spending. Energy prices need to be
raised progressively to world levels. Diversification and growth of nonoil
traded goods and services will be impossible without some combination

of these measures.
Domestic pricing deregulation for key traded goods and services is

another precondition to effective trade reform. Price controls, regula-
tions, and subsidies, so pervasive in these economies, muffle the price

signals through which trade policy reforms work. For example, manu-
facturing, agricultural products, and key services such as transport re-

main subject to extensive domestic price controls, particularly in Algeria,

the Islamic Republic of Iran, and Syria.
Across-the-board cuts in tariffs spread the costs of reform across all

sectors, increasing the benefits and reducing resistance. The goal should
be a uniform tariff rate of about 10 percent (a target lower than in re-

source-poor countries because offsetting oil revenues should permit

lower trade taxes).
Import duties can be replaced by a stronger nonoil tax base, boosting

overall government revenue. In some countries, for example, the com-
plexity of the VAT and other taxes and high rates of evasion result in low

yields. The tariffication of extensive nontariff barriers would be more ef-

fective. Customs reforms are also vital.

All countries would benefit from deregulation of services and the in-

troduction of competition to state-owned and -operated activities-in

ports, transport, telecommunications, and finance. The waiting time for
a fixed telephone land-line is 10 years in Syria and 6 years in Algeria. The
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advent of cellular telephones has reduced the access problem, but is not

a complete solution. Freight costs are about twice benchmark levels. Al-
geria, the Islamic Republic of Iran, and Syria severely limit foreign bank

activity in varying degrees, with state-owned banks dominating (up to 95

percent of assets). The result is poor services, high costs, extensive lend-
ing to state enterprises, shaky balance sheets, and weak financing of new

activities and trade. Financial sector reform ranks high on the agenda of
services requiring critical attention.

Deregulation of domestic and foreign investment is also critical for

export activities. Attracting more FDI will require deep-seated reforms
and improvements in the business climate. The Republic of Yemen, as a
very low-income country, represents a special case in which improve-

ments in governance (property rights, land registration, security) with

respect to the private investment climate and the supply of key public
services are especially critical.

Public enterprises in manufacturing and services, which employ large
sections of the labor force, are often the greatest obstacles to effective

trade reform in many of these countries. They are threatened by many
of the trade measures and by the change to a private-sector-led economy.

They also form a natural coalition with others who stand to lose from

trade reforms, especially a smaller group of rent-seeking constituencies
that directly benefit from many of the current trade restrictions.

Trade policy reformers will need to isolate and break up these natu-
ral constituencies of support for the status quo. One way is to isolate

them by removing the main sources of their rents in trade, typically by
removing administrative discretion, setting tariff rules, and eliminating
licensing and quota barriers. That would release large and visible bene-

fits to consumers, through lower prices and greater availability of con-
sumer goods. However, it would be important to deal carefully with

state enterprises and potential job losses, by allowing some state enter-
prises to remain in operation with harder budget constraints. A pro-
gressive reduction in the size of state enterprises could avoid large job

losses.

Reforms in Labor-importing, Resource-Rich Countries:
The GCC States

The resource-rich GCC countries face two main challenges. The first is ac-

celerating nonoil growth to generate adequate employment opportunities
for the young job seekers, who constitute nearly a quarter of the population.

The second is reducing vulnerability to oil price fluctuations. On both ac-
counts, the smaller GCC countries have done well. But challenges remain.

Per capita incomes in Saudi Arabia have fallen (in nominal terms) from a
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high of about US$17,000 in the early 1980s to about US$9,000, an almost

unprecedented drop.
The GCC countries have embarked on deeper reforms that promise

to sustain these basic policy directions and accelerate their integration
with the global economy. They have established a US$335 billion cus-

toms union, which will allow them to forge a larger common market
with lower trade barriers to the rest of the world, with a standard 5 per-
cent external customs tariff. The goal is to form a homogeneous unit to

facilitate intragroup trade and collective negotiations with the WTO and
trade parmers and to attract foreign investment.

Challenges in trade lie mainly in four interlinked areas. First, labor
markets suffer from wage rigidities, skills mismatches, and institutional

factors. Some GCC countries are replacing foreign workers with nation-

als by setting quotas on expatriate workers and raising employment costs
for expatriates. These policies could be counterproductive in the long term

because wage flexibility and skilled workers are needed for growth of the

nonoil sectors. Mandatory systems are not a good substitute for wage flex-
ibility. Education and skills training improvements are also critical.

Second, the government wage bill, defense and security spending, and
subsidies and entitlements are straining government budgets. The tradi-

tional role of the government as dominant employer and wage policy set-

ter needs reconsideration, as do subsidies for food, health, education,
agriculture, and basic industries. Explicit subsidies are small by interna-

tional standards (2 to 3 percent of GDP), but implicit subsidies through
low energy prices and long-term loans are significantly larger. Revenue
policies will also need attention, especially fees for utility services and the

introduction of broad-based consumption taxes.
Third, structural policies to diversify economies will need continued

attention, especially privatization since most of the larger, nonoil indus-

tries remain in public hands. New regulatory standards are needed for fi-
nancial markets and to spur development of local equity markets.

Fourth, making the GCC customs union work will require establish-
ing common customs rules and procedures, harmonizing technical and

regulatory procedures (standards, security, inspection, and licensing), in-

creasing transparency, and minimizing administrative barriers.

Managing Transition Costs and Job Losses

In many MENA countries, some sectors will likely suffer significant job

losses-such as agriculture, public enterprises, and capital-intensive

manufacturing. Business expansion takes time, and in some cases the in-

vestment climate may not be sufficiently attractive-leaving restructured
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and export-oriented companies without incentives to expand and to ab-
sorb labor released by the shrinking sectors. So job destruction may out-
pace job creation, because lowering trade barriers may initially hurt shel-
tered domestic producers and displace unskilled workers in
import-competing industries.

Although import-competing industries are usually capital intensive,
MENA industries-like those in many middle-income countries-are
also often intensive in unskilled labor. They are also often protected dis-

proportionately because they face potentially stiff competition from
lower-cost producers. In Morocco before the trade liberalization, the
nominal tariff and import license coverage in apparel and footwear was
among the highest in manufacturing. And in Egypt, clothing imports are
still discouraged by tariff rates set at four times the weighted average.

Whether there would be significant job losses in a particular sector
depends on four factors:

* The underlying aggregate growth in the economy, with higher ag-
gregate growth offsetting the downward pressure on these sectors.

* The ability of the trade liberalization program to insulate some sec-
tors from overall trade liberalization measures, by providing partial
time-bound protection.

* Possible compensatory measures to allow enterprises to manage the
transition more smoothly-such as providing enterprises funds to re-
structure operations, such as in the Tunisia mnise a niveau program and

similar programs in Morocco and Egypt, although these should be
used sparingly given doubts about their efficacy.

* The ability to restrain job losses in state-owned enterprises without
derailing the objectives of reform (allowing losses to mount tem-
porarily in state-owned enterprises while downsizing operations as an
implicit compensation measure).

The investment response of new firms and new entry into new sectors
are, however, the most critical-with quick payoffs in new activities.
Mexico jumpstarted the maquiladora border investments to generate new
jobs-while negotiating longer phase-ins of trade liberalization for em-
ployment-heavy sectors, such as automobiles, agriculture, and pharma-
ceuticals, and leaving the state banking and oil sectors relatively un-
touched.

All this highlights the need for careful design in the pace and se-
quencing of trade and investment climate reforms-and for close moni-
toring and early corrections, but without backtracking, which can be
costly for the credibility of the program. In China, India, Indonesia,



14 Trade, Investment, and Development in the Middle East and North Africa

Mexico, Vietnam, and elsewhere, transition issues have generally been

handled well through:

* Liberalizing early in key areas and inputs, and addressing key bottle-

necks (such as customs or inspections) to jump-start new export-ori-

ented activities.

* Embarking on large-scale and upfront domestic investment deregula-
tion to foster new entry and job growth.

* Delaying state enterprise downsizing and job losses, but exposing
them to competition and reducing the scale of their operations so that

losses are held in check by hard budget constraints.

* Instituting compensatory mechanisms for firms that can restructure.

* Maintaining competitive exchange rates.

* Phasing reforms in with the macroeconomic cycle.

A similar strategy is possible for all countries in the MENA region, so
the political and economic fear of large job losses should not be a signif-

icant reason for deferring the reform agenda.

Liberalizing Services

International experience suggests that better-quality and lower-cost

backbone services-such as finance, transport, and information and
communications-and important production inputs-such as electric-

ity-reduce the cost of exporting and strengthen linkages with global
production networks. Regulatory reforms that inject more competition
in markets for services and network industries, in turn, force operators to

improve efficiency and pass on the lower production costs to users. Sim-
ilar outcomes can be achieved by lowering trade barriers in services and

making room for increased foreign investment.
Despite recent initiatives, MENA is far from a situation in which ser-

vices do much to promote trade and investment. Indeed, today's regula-

tory constraints and low efficiency are substantial impediments to trade
and investment. Inefficient and costly services, provided mostly by the

public sector, raise the cost of MENA merchandise exports and limit at-

tractiveness to investment, while impeding trade expansion within the

region.

With the right enabling environment in place, liberalization of key
services-especially telecommunications and transport-could facili-
tate the development of export capacity in other services-especially in
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tourism-related services and the information and communication tech-

nology sector. In addition to its benefits for trade, liberalization in ser-
vices can create more investment opportunities for the domestic pri-

vate sector and attract more job-creating foreign investment as well.

Stepped up investment can offset the short-term adjustment costs from
the reduction of protection for import-competing industries. Sound

design of private participation schemes in infrastructure services, cou-

pled with procompetitive regulatory regimes and strong regulatory ca-

pacity, are key.

Making Agriculture More Dynamic

It is in the MENA region's interests to subscribe to an equitable, liberal,
and open rules-based multilateral trading system within the WTO

framework. But sustainable development requires gradual reforms in
agriculture and in rural areas. It also requires much faster opening of
market access in richer countries and a commitment from MENAs trad-
ing partners to mitigate the substantial welfare losses from freer global
trade. Closer to home and within the context of trade relations with the

EU, revitalized regional trade agreements can begin to address market

access and trade reforms.

With substantially better access for its exports, and with substantial
trade and domestic price reforms, MENA could have welfare and effi-

ciency gains that are large (some US$2 billion a year). It could also have

large savings in water use, with food security achieved through trade
rather than protection. Already, trade is playing a vital role with the very

substantial food imports that are saving huge water resources (equivalent
to the annual flows of the Nile River, by some estimates). But there is
much more opportunity, for a shift out of production of the still heavily
protected, costly, and water-intensive activities such as beef, dairy, sugar,
rice, and wheat into more labor-intensive and less water-intensive export

crops such as cotton, fruits, and vegetables. Improvements in agricultural
trade should lead to faster and more sustainable growth, reducing

poverty along the way.
The consequences of trade-related job losses are a serious issue in

agriculture. The benefits of freer trade will go mainly to better-off farm-

ers in irrigated areas and urban consumers. But large losses will be borne

by the more vulnerable segmnents of the rural population-small field

crop producers, subsistence farmers in rainfed areas, and poor livestock
herders. Their earnings losses will have to be dealt with in ways differ-

ent from those envisaged for the "average" displaced manufacturing
worker. The displacement process should avoid putting the burden dis-
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proportionately on women. Packaging the transition process to accom-
modate those constraints and designing adequate safety nets could en-
sure that trade reform in agriculture is politically viable.

Anchoring Reforms in Regional Integration Agreements

Anchoring reforms in revitalized regional trade agreements and in mul-

tilateral forums, such as the WTO, will help lock in reforms with do-
mestic constituencies and strengthen the credibility and commitrnent to

reform generally. An important part of the trade and broader economic

reform strategy in MENA countries will thus be to revitalize regional
trade agreements. There are several ways to make these trade agree-

ments work better.
First, trade with Europe, the natural geographic trading partner for

the MENA region, falls far short of its potential. With new members ex-

panding the size and scale of the EU market, the potential gains for a
number of MENA countries are expanding as well. The Euro-Med

agreements and the Barcelona Process could be strengthened by accel-

erated commitments by MENA countries to reduce trade barriers, liber-

alize services, and phase in domestic agricultural reforms. The EU could

offer immediate, expanded access to its markets for agriculture, as well as
increased temporary migration, funds for managing transition costs, and

more efficient rules of origin.
Second, substantial expansion in regional trade is possible if the bar-

riers to trade and investment are progressively eliminated. Intraregional
trade agreements could be strengthened by mutual agreements to reduce

product exclusions in agriculture and services and to harmonize customs

and regulatory processes (standards, investment and other licensing
processes, visa restrictions).

Third, MENA countries would do well to maintain open access to
world markets, anchoring their trade and investment reforms in a multi-

lateral framework such as the WTO, which will give them greater cred-
ibility. But first more countries in the region will have to become full

members of the WTO.

Getting Support from MENAs Main Partners

MENAs trading partners need to rethink the challenges in this region,
including the devastating effect of persistent conflict and sanctions and

the disincentives of strategic aid. There is strong evidence to suggest that
the incidence of violence and conflict has had a hugely negative influence
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on trade and investment integration, rivaling the influence of poor do-
mestic policies. Persistent conflict has had large neighborhood effects
throughout the region, affecting not just the conflict-ridden countries
but all their neighbors.

Trade barriers compound the problems. This region has the lowest
proportion of its population covered by membership in the WTO. Sanc-
tions have created their own distortionary effects. Agricultural exports

(of less water-intensive crops such as fruits and vegetables) have also
faced large market access barriers and tariff escalation for processed
food. Labor flows have been restricted.

The support of regional partners for faster and deeper integration will
thus be important in revitalizing the incentives and effectiveness of re-
gional trade agreements and in making trade and investment reforms
work. That support will include opening their markets for the region's
exports of agriculture, and permitting greater flows of temporary migra-
tion-and harmonizing trade and investment processes. Building more
fences around this region is not a viable solution.

Tackling the Broader Reform Agenda

Faster growth of output, productivity, and jobs is available if MENA
countries tackle deep-seated barriers to trade and investment. Reforms

need to go beyond the shallow at-the-border trade policy reforms and
the signing of numerous trade agreements-the staples of the 1990s-
to much deeper domestic policy reforms. Liberalizing trade in goods as
well as liberalizing services will yield much bigger gains in welfare. Ac-

celerating tariff and nontariff reforms and moving to appropriate ex-
change rate regimes and improving the investment climate are also
critical.

But a broader agenda of reforms, elaborated in companion volumes to
this report, will need to complement the reforms identified here:

* Improving governance to increase the voice of citizens and the ac-
countability of government. Improved governance is implicit and crit-
ical to reduce the array of barriers to trade and private investment dis-
cussed here, but such reforms cannot be isolated from or be successful
and sustainable without broader governance reforms.

* Putting gender issues at the center of development. Women's gains
from trade and investment reforms cannot proceed without the re-
moval of a large number of social barriers, nor will the overall gains
to trade and investment reform be achievable without greater partic-
ipation from half the citizens of this region.
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* Tackling the unemployment and labor market issues and absorbing a
growing labor force into a more dynamic economic system. Trade and
private investment is one critical instrument to enlarge labor demand,
and indeed the central reason for shifting to a more open system, but

a larger array of labor market issues will need to be addressed.



CHAPTER 1

Shifting to New
Sources of Growth

The countries of the MENA region (see box 1.1) need to achieve faster
growth, reduce poverty, create more jobs, and improve the knowledge,
skills, and productivity of the work force. Greater openness and trade are
likely to be an engine of change in all these areas, given the limits to al-
ternative domestic sources of growth. This chapter discusses why inter-
national trade and private investment are so important for addressing the
region's economic challenges.'

The main messages are as follows:

* The region needs to make three shifts in its sources of growth: from
oil to nonoil sectors; from state-dominated to private, market-ori-
ented investment; and from protected import-substitution to export-
oriented activities. Intensifying trade is at the core of all three shifts.
Today's protected activities, driven by the public sector, cannot sup-
port fast enough growth-as the experience of the past two decades
suggests. The region's growth has collapsed since the mid-1980s, with
falling oil prices and little integration with the rest of the world.

* Oil, aid, and workers' remittances, factors that have helped sustain the
old development model, are unlikely to support enough growth in
employment and income in the coming years. The region faces a
steady decline in per capita oil rents, strategic aid inflows, and work-
ers' remittances. Rising competition in world markets also is putting
more pressure on employrnent-intensive activities, such as garments,
textiles, and light manufacturing. That situation makes it vital to im-
prove trade policies and strengthen competitiveness.

* Of all regions, MENA faces the greatest challenge in providing jobs.
Average annual growth in the labor force in 2000-10 is expected to be
3.4 percent a year, twice that in all other developing countries, with
about 42 million net entrants. What should be a demographic gift of
rapid labor force growth is turning into rising unemployment, already
among the highest in the developing world, with high social costs.

19
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BOX 1.1

The Middle East and North Africa Region

In World Bank geographic classification, the following 21 countries or territories consti-
tute the Middle East and North Africa (MENA) region: six CGiulf Cooperation Council
(GCC) members (Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and United Arab Emi-
rates [UAE]), and 15 other countries or territories: Algeria, Djibouti, the Arab Republic
of Egypt, Iraq, the Islamic Republic of Iran, Israel, Jordan, Lebanon, Libya, Malta, Mo-
rocco, the Republic of Yemen, the Syrian Arab Republic, 'linisia, and West Bank and
Gaza. This report focuses on a subset of 16 countries that cox ers most (more than 90 per-
cent) of the population and geographic size of the region: 10 low- and middle-income
countries (Algeria, Djibouti, E gypt, Islarnic Republic of Iran, Jordan, Lebanon, Morocco,
Republic of Yemen, Syria, and Tunisia) and 6 partners in the C,CC. Others are not cov-
ered in any depth because information is limited (Iraq, Libya), or thev have special char-
acteristics (West Bank and Gaza), or they are high-income (Israel, Mialta). Although the
countries in the region show considerable diversity in economic structure and circum-
stances, which are exarnined in the next chapter, certain comrnmonalities and features allow
a focus on broader regional trade and development issues in this chapter.

• MENA countries have good potential for expanding trade. Exports
other than oil are a third of what they could be given the characteris-
tics of the region, which are favorable to trade. Openness to manu-
facturing imports is half of what would be expected. It is small, with 2
percent of world income and 5 percent of world population. Its in-
comes are low, in the bottom half of world income distribution.
Wages also are fairly low, in the bottom half of world wages. And it is
close to a high-income region, the European Union (EU), which is
just across the Mediterranean.

o MENA countries also have great potential for attracting more invest-
ment from abroad and encouraging more private investment at home,
both of which are crucial in trade and development. If exports other
than oil were higher, and if the investment climate were better, do-
mestic private investment in traded goods and services would be much
higher. And the foreign direct investment (FDI) inflows that the re-
gion could expect would be five to six times what they are today-
some 3 percent of gross domestic product (GDP), up from an average
of 0.5 percent. That level could be achieved even without being at the
high-achieving end for many other fast-integrating countries, such as
Chile and the Czech Republic.
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* If only half the region's trade and private investment potential were
realized over the next 10 years, that would be enough to raise its per
capita GDP growth from about 1 percent to about 4 percent a year-
half from more private investment and half from the greater produc-
tivity that openness would encourage.

* Expanding trade also holds the promise of substantial dividends in job
creation, for export opportunities would add millions of jobs. For ex-
ample, if the region could achieve faster nonoil export growth of
about 15 percent a year, it would probably be sufficient to generate
some 4 million jobs or 4 percent of the labor force, directly and indi-
rectly in the export sectors alone, during the next five years. The em-
ployment effects are conditioned critically, however, on a more favor-
able investment climate. Women's participation and employment

would gain sharply, provided barriers to their entry and participation
in the economy are dismantled.

Faster Growth from Trade and Private Investment

From the 1960s to the early 1980s, a prominent government, high pub-
lic spending, and protected national markets promoted growth and so-
cial development-aided by higher revenues in oil-producing countries
and aid inflows, labor migration, and workers' remittances in non-oil-
producing countries. The region grew by about 4 percent a year per
capita, with impressive improvements in social conditions-comparable
to those in fast-growing East Asia. But by the end of the 1980s, this
model of growth came to an end. With falling oil prices, and a costly and

inefficient public sector, public spending became unsustainable, social
safety nets came under stress, and public and private investment col-
lapsed as the limits of costly import substitution in small national mar-
kets were reached (figure 1.1).

It was clear to policymakers by the late 1980s that a new model had to
rely on exploiting profitably opportunities from global trade integration
and encouraging private investment in more open, competitive, market-
oriented settings.

But the policy responses of countries were, however, mostly cautious
and hesitant, and the actual outcomes even weaker (Dasgupta, Keller, and
Srinivasan 2002). Macroeconomic stabilization was reasonably successful
in most countries. Fiscal and current account deficits were reduced. Ex-
change rates corrected for large overvaluations. And inflation was
brought under control. But structural reforms-reducing trade barriers,
promoting private investment, removing inefficient public regulation,
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FIGURE 1.1

Divergent Per Capita Growth in MENA versus East Asia, 1965-2000
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and privatizing inefficient public enterprises-remained far from com-
plete and were sometimes reversed. Accompanying these policy reforms

were efforts at trade cooperation-evident from trade agreements with

the EU and the Pan Arab Free Trade Area (PAFTA). But the results on
the ground, and especially growth, remained disappointing (figure 1.2).

The sources of growth suggest that much of the disappointing out-

come lies in poor productivity and the collapse in private investtment

(Dasgupta, Keller, and Srinivasan 2002).
Wh7y? Two main reasons have contributed: (1) The region has failed

to integrate with the world economy, and (2) private investment has not

responded to the halting progress in policies.

The underlying reason for poor performance is the lack of commit-

inent by the leadership in governments of the region to new policy di-

rections. There also is a deep, underlying pessimism about trade
prospects and their effects on jobs. National leaders see significant short-

term political and economic costs in changing policies. And a large and
influential civil society-comprising large sections of public sector em-
ployees, unions, civil society, media opinion leaders, and private enter-
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FIGURE 1.2

Real Oil Prices and Growth, 1976-99
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prises-remains deeply wedded to the security and benefits of the old

order. Unlike the transition in Eastern Europe, there is no deep com-
mitment to reforming trade and investment-or to fostering markets
more generally-within or outside government. This situation has se-
verely limited the credibility and extent of critical reforms needed to

make the new trade integration and private investment model work.
In comparison to the intensity of reforms elsewhere, the MENA re-

gion has fallen behind. In a winner-take-all environment, rewards in the
new global economy go to the most hospitable environments. In MENA

the response of private investment to new opportunities in global mar-
kets remains hobbled. Adding to the problem is the persistence of almost
continual conflict in the region over the past two decades. The result:

missed opportunities in trade and private investment both at home and
abroad, which are discussed at some length in the next chapter.

Fortunately this overall picture of weak policy reforns and outcomes
is neither static nor monolithic. Jordan and Tunisia have opened to trade

and created more hospitable investment climates, with encouraging out-

comes. Morocco's initial reforrns met some success in the late 1980s.

Egypt, for a brief period, stimulated public and private investment, with

the promise of faster progress in the mid-1990s. In the Gulf many
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smaller countries accelerated reforms. The United Arab Emirates, espe-
cially Dubai, have followed an impressive outward-oriented and private
investment-led growth strategy that so far has been successful (box 1.2).

BOX 1.2

The United Arab Emirates-Breaking Out from a Resource Curse

Seven small emirates with a combined population of about 3 million people-similar in
size to Jordan, Lebanon, and Tunisia-make up the UAF, formed in 1971 as a confed-
eration of Abu Dhabi, Ajman, Dubai, Fujairah, Ras Al-Khaimah, Sharjah, and Umm Al-
Qaiwain. The UAE has the world's third-largest recoverable oil reserves-about 98 bil-
lion barrels, 10 percent of the world total. It also has large natural gas reserves (4 percent
of the world total). Oil production capacity is about 3.7 million barrels a day, and actual
production is about 2 million barrels a day under Organization of Petroleum Exporting
Countries (OPEC) quotas.

Per capita GDP in the UAE was about US$26,000 in 2001 in purchasing power par-

ity (PPP) terms, rising significantly since 1989 (UTS$ 17,000). Real GDP growth averaged
some 7 percent a year since 1993. Much of this growth was led by rapid diversification
to the nonoil sectors-first to energy-intensive petrochemicals, fertilizers, cement, and
aluminum, and more recently to tourism, entrepot (reexport) trade, and manufacturing.
Growing by 9 percent a year in real terms in the 1 990s, these nonoil sectors accounted
for 70 percent of GDP and 43 percent of exports in 2000. 1l'he growth of employment
in the nonoil sectors has averaged about 8 percent a year, with private fixed investment
growing at about 11 percent a year in the 1 990s.

What accounts for this rapid nonoil export growth and diversification led by private
investment, in a small, rich, oil-producing country? Four factors have been crucial.

First, the leaders of the emirates have all been deeply coimnitted to trade and open-
ness as engines of development, each reliant on their comparative advantages-Abu
Dhabi in energy-based industries; Dubai in commercial, telecommunications, tourism,
and financial services; Sharjah in textiles and light manufacturing; and the northern erni-
rates in agriculture, quarrying, cement, and shipping.

Second, they have pursued quite open trade, investment, and labor policies. Effective
trade tariffs average 4 percent. Expatriate workers account for 90 percent of the labor
force (mostly from the Indian subcontinent, the Middle East, and the Philippines). And
free trade zones permitting 100 percent foreign ownership of companies were estab-
lished to capture the strategic advantages of location. Dubai's Jebel All free trade zone is
the largest, and the 12 free zones increased their share of total nonoil exports from about
22 percent in 1999 to 57 percent in 2000, with 3,000 companies operating, US$8 billion
in trade, and US$1.4 billion in net exports.
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BOX 1.2 (continued)

Thlird, the emirates' trade-related services and infrastlucture compete aggressively,
with the best internationally benchmarked standards in ports, airports, customs, ship-

ping, telecommlluniicationis, power, water, roads, banking, finance, and stock markets.
l hey are among the top 20 economies in Internet usage amd the most wired in the

MENA region: 29 percent of the population use the Internet compared with 16 percent
in Bahrain, 8 percent in K:uwait, 3 percent in Saudi Arabia and Oman, and 1 percent in

Morocco andl Egypt.
Fourth, these policies have combinied with better governance and structural reforms

more broadly-reducing rents and emphasizing education and econoinywide productiv-

ity improvements instead.
Some challenjges remain: creating job opportuLiities and skills training for a rapidly

growing young labor force, dealing with Multifibre Arrangement (MFA) abolition in tex-
tiles and garments, reducing the clirect role of the state, and encouraging greater private
participation in public services.

Sources: Fasano 2002; LhM1F 2003; hlinistry of Information and Culture UAE 2002.

Policymakers elsewhere in the region are beginning to reexamine

their strategies. Algeria and the fslamic Republic of Iran have started to
significanitly reopen their trade regimes and encourage private invest-

ment. Syria's earlier hesitant steps are being reexamined with a view to
strengtlheninlg the trade and investmiient climate. Lebanoni is begiiming to
consider ways of addressing the massive economic disincentives of the

difficult public clebt andc macroeconiomiiic sitLation. Even in larger, oil-

based countries, such as the Republic of Yemen and Saudi Arabia, nonoil
tracle and private investmiienlt have become central issues, because oil con-

tributes little to job creation.
Expanding trade and investmiienit remainis critical to economiiic revital-

ization everywhere in the region (box 1.3). The challenge is to

strengtlhenl the consenisus, ability, andl capacity of policymakers to imple-
inent needed reforms in key areas. Other fundamental institutional

changes are likely to be equally essential in modernizing and reinvigo-

rating the region's economic prospects in the medium to long term: bet-

ter and more accountable governments, greater citizen participation and
voice, a greater role for women, and a better-educated and skilled work

force for the transition to more knowledge-based economies. (These
chanlges are addressed elsewhere [UNDP 2002; World Bank 2003b].)
The focus of this study is on the reform agenda for trade and investment.
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BOX 1.3

Straddling Three Continents-and Three Millennia

The MENA region straddles the trading routes of three continents. Given this geogra-
phy, trade has been a powerful engine of progress. Examples in history are legion
(Hourani 1991):

* Knowledge of seasonal trade winds in the Indian Ocean and Arabian Sea combined
with innovations in navigation (the compass, derived by the region's traders from
China), shipping (the galleon-shaped dhows), and finance (the first promissory notes
and bills of exchange) raised regional trade to preeminence.

* Citrus fruits from China were shipped to Rome, and traders started citrus groves in
North Africa. Frankincense trade brought merchants tons of coined silver each year
from Rome and fine porcelain from China.

* Spices were introduced to Europe by the region's traders, and it was their prosperity,
efficiency, and monopoly that spurred European expansion around the Atlantic and
Africa to India and the East, beginning in 1497.

* Coffee was shipped from Ethiopia to Arabia, and the world's first coffeehouse opened
in Mecca in the 15th centurv. The first in Europe was reputedly hosted by a Viennese
spy who had tasted coffee during the Ottoman wars. By the early 1700s London had
more than 2,000 coffeehouses, and France was not far behind.

* In Africa both coasts saw flourishing trade by the region's traders, including the
salt-gold trade between North Africa and Ghana, and the devastating slave trade.

* Knowledge of chemistry and mathematics spread to Europe from the region, helping
lay the basis for the scientific revolution.

* Trade reached its peak in the 10th century with the growth of large cities, unrestricted
by borders and abetted by new methods of organizing tradc. With multiple trading
routes-inland, caravan, sea, and river-multinational competition was stiff (Arab,
Iranian, Jewish, and Indian traders).

* In the Mediterranean, trade linked Spain and the Maghreb with Egypt and Syria, with
Tunisia as the entrepot for silk, gold, metals, and olive oil. Later, trade with Venice
and other Italian cities became more important.

Three main lessons apply. Trade was an essential handmaiden to economic prosperity at
different times. The state reduced risks and costs and gave traders room to innovate. When
trade started to decline, opportunities eventually bypassed this region. "The Middle East
flourished economically and politically as long as the ancient routes were used, but decayed
when they were dosed, often by political change." (Beaumont, Blake, and Wagstaff 1988).
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Why Intensify Trade Now?

The old model of economic development in the region has been sus-
tained to a large extent over the past two decades by oil earnings, aid in-
flows, and workers' remittances. The decline in oil earnings in the 1980s
created pressure to shift to a trade and private investment-led model, but
the volatility of oil prices since (periods of temporarily high prices that
have often obscured the longer-term decline in revenues) and a much
smaller population base (than is prospectively ahead) have sustained the
old model. The appropriate macroeconomic policy responses of reduc-
ing fiscal excesses and undertaking exchange-rate corrections at times of
more acute pressures, together with official debt reductions, have also
helped cushion the adjustment. In similar fashion, aid inflows remained
relatively high (and volatile) and have supported the old model's contin-
uance.

Finally, worker migration-at least until the early 1990s-reduced the
pressures to address the growing unemployment at home. The old
model thus managed to sustain itself through the 1980s and the 1990s.
There was no sudden and deep crisis that made it imperative for coun-
tries to shift to a new model.

But all three factors mentioned above are now under much greater
pressure. The choice not to change to a new trade and private invest-
ment-led model of development is becoming far more constrained.
Three factors in the international environment point to the urgency of
accelerated trade and investment reform. The first is the prospective de-
cline in oil and other sources of income derived from the rest of the
world. The second is the growing competition in world markets. The
third is the slowing of labor mnigration opportunities. All three are also
now juxtaposed against the much larger labor market pressures at home.
In some senses, an incipient social crisis is now evident. Annual new en-
trants to the labor market are now twice as numerous as in the previous
two decades. At the same time, the domestic alternatives of employment
in the public sector or in small protected domestic markets of the old
model have been exhausted.

Declines in Oil Revenues, Strategic Aid, and Other Rents

Oil and gas exports provide a large, continuing stream of resources to the
region. The world relies on the region for some 50 percent of traded en-
ergy, and the region accounts for some 35 percent of global oil produc-
tion and a slightly smaller share of natural gas. But oil revenues will de-
cline for all countries in the region, continuing the pattern of the past
two decades. Aid inflows are the other important source of rents or quasi
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rents. The MENA region receives the second highest per capita aid in-

flows (after Sub-Saharan Africa), much for conflict prevention, military
assistance, and other politically driven reasons.

These resources raised incomes and consumption to levels higher

than these countries could otherwise afford. The decline in oil and aid
flows should now encourage them to diversify, by providing a reason to
reform and to correct real exchange rates. But the adjustment will not be

easy, for two main reasons:

* The political economy problem of institutional rent distribution. Large cur-

rent inflows of rents reduce the pressure for states to undertake fun-

damental reforms needed for growth of nonoil sectors. Instead, the
inflows encourage rent seeking and lobbying by public and private re-
cipients to maintain their access to rents (through the budget and fi-

nancial sectors).

* The Dutch disease problem. The excess consumption is in nontraded

goods and services, bidding up their prices and reducing the prof-
itability and incentives for producers of traded goods and services.

The resulting exchange rates, overvalued and uncompetitive, provide
marked disincentives for the growth of traded sectors. The overvalued

exchange rates tend to persist until countries face a macroeconomic

crisis. In the past three decades, MENA countries had substantial
real-exchange-rate misaligmnents, with large negative impacts on ex-

ports (Nabli and Veganzones-Varoudakis 2002).

Few countries have avoided the twin curses of resource rents and

made a smooth adjustment to declining rents.
The decline in per capita oil rents or revenues between 1980 and 2000

is consistent across all countries and groups (figure 1.3). It reflects the
steady decline in oil prices from the peaks of the early 1980s and in the
sales in a cartelized market (where the share of the oil cartel countries is
eroded over time). The long-term outlook is for real oil prices to decline

steadily from the current levels to those that are about the same as pre-

vailing in the 1970s (figure 1.4). Known oil resources will be depleted in
some countries in the region, such as Algeria and the Islamic Republic of

Iran, in about four decades, and in some others, such as Egypt and the
Republic of Yemen, much sooner. Exports will fall as domestic energy

consumption ratchets up and the population grows. With declining oil

production, the decline in per capita oil rents will be steeper than in the

past two decades. The picture for aid flows is similar: they decline

steadily except in temporary periods of strategic importance and conflict

resolution (figure 1.5). For example, aid flows to the region reached a

peak in the early 1980s following the 1979 peace accord, but fell fairly
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FIGURE 1.3

Falling Per Capita Oil Rents in MENA Countries, 1980-2000
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sharply thereafter; another increase is evident in the wake of the first
Gulf war in the early 1990s, and then a rapid fall; a third rise and subse-

quent fall is evident after the 1995 Oslo peace agreement.

Rising Competition in Global Markets

The region also faces intensified competition in world markets-at both
the skill- and labor-intensive ends. Many important existing industries

and activities are affected, such as textiles and garments, light engineer-

ing, and manufacturing. As well, the competition indirectly affects
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FIGURE 1.4

Period Average Real Oil Prices, 1970-2015
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prospects for services such as ports, shipping, distribution and finance,
and agriculture. Done right, trade reform can strengthen these areas. But

done wrong or not at all, intensified competition from abroad will chip
away at many of them.

A major competitive threat is the upcoming accession of some Cen-

tral and Eastern Europe or Europe and Central Asia (ECA) region coun-
tries (the Czech Republic, Hungary, Poland, the Slovak Republic, and

others) to the EU-and the customs uinion agreement of Turkey with the
EU. Both provide accelerated entry and competition in A/lNAs major

export market. Other regional groupings and free trade agreements-
such as the North American Free Trade Agreement (NAFTA) and the
free trade association for the Americas-also pose challenges. The Latin
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FIGURE 1.5

Aid-to-GDP Ratio in the MENA Region, 1980-2000
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America and the Caribbean (LAC) region competes directly with
MENA at the higher skill range and is ratcheting up its competitiveness.
Both ECA and LAC have enjoyed faster trade reforms and integration

with global markets in recent years, and are gaining rapid market share
growth in world trade. Meanwhile, MENA lags behind. At the skill-in-

tensive end, MENA thus faces rising competition in its major industrial
country markets from these two middle-income regions with similar

labor skill profiles (figure 1.6).
At the opposite end is the competitive challenge from low-wage,

high-productivity countries, such as Bangladesh, China, India, Indone-

sia, and Vietnam, in labor-intensive products and manufactures, espe-
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FIGURE 1.6

Other Competitors Are Growing Nonmineral Exporters in World Markets, 1990-98

Percentage share
5

5 MENA

4 - *ECA4 _

2 LAC4 I
3II

2

1990 1991 1992 1993 1994 1995 1996 1997 1998

Note: ECA4 = four Europe and Central Asia countries (Czech Republic, Hungary, Polandjurkey); LAC4 = four Latin America and Caribbean coun-
tries (Bolivia, Brazil, Chile, Mexico).
Sources: Staff estimates and United Nations Conference on Trade and Development (UNCTAD), various years.

cially with the abolition of quota preferences in textiles and garments by
2005 (figure 1.7). This is particularly important in garments and textiles,
of major importance to the MENA region for manufacturing employ-

ment (10 to 52 percent) and export earnings (5 to 23 percent). More than
a million workers are employed in these sectors in the MENA region,

with about 400,000 in Egypt, about 200,000 in Morocco, and about
270,000 in Tunisia. These labor-intensive sectors have been among the

few in which the MENA region has been gaining market share-partly
because of protected quota markets in the EU and elsewhere, now slated

for abolition by 2005.
Adjusted for labor productivity, labor costs in the garments sector in

MENA countries are significantly higher than in populous countries of

Asia (Bangladesh, China, India), higher than in Asian newly industrial-
ized economies (Indonesia, Malaysia, Thailand), but lower than in East-

ern European countries (Hungary, Poland, and Turkey).

Preferential access for MENA countries to European and U.S. mar-

kets will not be completely removed after the abolition of the MFA, al-

though it will be somewhat diluted with extension of such privileges to a
larger group of countries. Only quotas will be removed on January 1,

2005, while peak tariffs by industrial countries will continue to apply, al-
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FIGURE 1.7

World Market Shares of Textiles and Garments, 1980-99
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though subject to periodic negotiations in the World Trade Organiza-
tion (WTO). The textile and clothing exports from GCC countries will
be most subject to risk, as the quota-free world in 2005 will offer little

justification for exports from these countries, which enjoy neither the
geographic closeness of the Mediterranean to the EU market nor the

low costs of Asian exporters.

With the MFA abolition, product prices would be expected to fall in

quota-restrained markets (because hitherto restricted efficient exporters

will supply more) and to rise in unrestrained markets (because efficient
exporters "dumping" in unrestrained markets would have no incentive to
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do so) (Martin and Suphachalasai 1990). In the key export markets of the
EU and the United States, the end of quota restrictions in 2005 would
tend to lower the price of textiles and clothing in these markets.

This does not mean an erosion of the trade integration and openness
prospects for the MENA region. Indeed, the strengthening of MENAs

association agreements with the EU is an opportunity. And fortunately

the region is small enough to continue to take advantage of global mar-
kets and multilateral and regional trade liberalization. The imperative
for the region is to take actions now to strengthen its trade and related
reforms-and thus its competitive position against the growing threats in

world markets at both ends of the spectrum.

Falling or Stagnant Opportunities for Labor Migration

Labor migration-from the poorer and populous countries to the richer,

labor-scarce Gulf countries and to Europe-and workers' remittances
are important for many countries in the region. Migrant workers' earn-
ings contribute to some 6 percent of gross national product (GNP), pro-

vide up to 7 to 8 percent of lifetime employment opportunities for the
labor force, and are equivalent to some 50 percent of nonoil exports-
larger than in most other developing regions of the world. Inward mi-

gration also is an important component of the labor force and produc-
tion structure of the richer, labor-receiving countries in the GCC.

When oil prices and labor demand were high (in the 1970s), labor mi-

gration from poorer to richer countries was booming. But since the mid-
1980s, opportunities have been decreasing because of falling oil prices or

rising unemployment in receiving countries. And migration has slowed

both to the GCC and to Europe. With lower oil prices, rapidly rising

domestic supplies of national labor, and competition from lower-cost

labor from the Indian subcontinent and elsewhere, the GCC will de-
mand less labor from the labor-abundant countries of the region. In the
rest of the world, the barriers to mobility are rising, reducing the
prospects for migration to substitute for trade (box 1.4).

The Domestic Job Market: Rising Labor Forces and Dwindling
Employment Alternatives

The opportunities in domestic job markets also are falling, especially given
the structural imbalances in the region's emerging labor market. The first

imbalance is an extraordinarily rapid rise in new entrants to the labor force

in the past three decades (figure 1.8). In the face of slow job creation, open
unemployment rates have risen to around 15 percent of the labor force.

That contrasts with other middle-income and high-income countries, in
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BOX 1.4

Is Migration a Substitute for Trade?

Tracle is fundamentally a substitute for migration (and vice versa) between poorer and

richer countries (Schiff 1994, 1996). With relatively free labor mobility, convergence of

incomes proceeds faster than with trade alone, and welfare gains are larger and more di-

rect as people move from poorer to richer countries. So the best policy is to promote

greater labor mobility by reducing the policy barriers to labor mobility. But labor mo-

bility in practice is far from free, with receiving countries imposing significant and rising

restraints for a number of political economy reasons that are generally far more restric-

tive thani for trade.

Migration can complement trade. Even if migration is generally restricted, it can still

be used as an important policy tool and safety net in richer countries to complement

trade policies in poorer countries, especially in a temporary adjustment phase (Diwan

and others 2003). It can support trade in the medium term-by allowing a window of

trade reforms to proceed in poorer countries (when the employment outcomes may be

still fragile), boosting integration between receiving and sending countries (language, fa-

miliarity, proximity, networks, and investment), and using demographic transition dif-

ferences. This is probably the case for the MENA region today.

At certain adjustment stages, trade and migration may be essential and temporary

complements. Tlrade liberalization may increase unemployment in the short term. Un-

skilled workers in previously protected sectors may be displaced. And demographic tran-

sitions may swell labor out-migration pressures as countries restructure for faster

growth. In labor-receiving, rich, industrial countries, demographic transitions in the op-

posite direction (sharply falling population and working-age population, as in Europe

and Japan) may gain by accommodating rising in-migration, boosting growth, produc-

tivity, and trade.

What about the GCC labor-receiving countries? They would do well to avoid re-

straining migration too heavily: their future ability to grow remains dependent on rapid

diversification and growth of a thriving private sector that will need to draw on migration.

And encouraging job growth for nationals-would probably be best served through such

faster growth, enhanced local skills training (as is happening with private institutes and

training), and changing incentives (linking public wage setting and jobs to productivity).

which entries to labor markets are slowing and unemployment rates are

now half or less than those in MENA (figures 1.9 and 1.10).

The second structural imbalance is a deep skills mismatch. MENTA is

seeing the fastest rise in educated new entrants to the labor force-meas-

ured by the change in average years of schooling per head. The problem

is the high and growing unemployment among educated cohorts, espe-
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FIGURE 1.8

Rapidly Rising New Entrants to the-Labor Force, 1980-2010
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cially acute among secondary school leavers (figure 1.10). The mismatch
has two sides. Demand for educated workers is weak because of a gap in
the development of services employment. Skills in the labor force do not
match the skills the private sector demands, because of weaknesses in
higher education. Unemployment among women is particularly high
(figure 1.11). Women's jobs are found only in government or a few gen-

der-specific occupations, and their participation rates are among the
lowest in the world.

The third imbalance is sector specific: Agricultural employment in
water-intensive crops is still high in MENA countries, reflecting the steep

protection of such crops and production as sugar, livestock, rice, dairy,
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FIGURE 1.9

Unemployment Rates Are Rising Rapidly in MENA, 1980-2000
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and wheat (discussed in chapter 6). But private services employment is
smaller than that in comparator regions (figures 1.12 and 1.13).

Without enough jobs for a young and rapidly growing, educated labor

force, social tension is a major threat to the stability and prosperity of the
region. The alternatives are not promising. Public employment with im-

plicit or explicit job guarantees for graduates of secondary and tertiary
education-from Egypt to the Gulf states-has all but come to an end.
The queuing for public jobs and pressures on governments to provide

these jobs remain strong, inducing attempts to expand public employ-
ment schemes in fits and starts.

In Egypt, for example, the waiting period before graduates can apply

for government jobs was extended from an initial two to three years to
five to six years in the 1980s, before the official guarantee of public em-

ployment was halted. In the 1990s, after fiscal consolidation and debt

writeoffs, public employment expanded again until it hit another fiscal

and balance-of-payments crisis in 2000. Even in the smaller, oil-rich

Gulf states, the rising unemployment of graduates who cannot be ab-
sorbed in public employment was leading to street demonstrations in

2001, as took place in Bahrain and Oman.
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FIGURE 1.10

MENA Has the Greatest Problem in Educated Unemployed, 1998
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If the public sector cannot provide jobs, neither can the private sector
in small, protected home markets. Service employment remains weak, as

does manufacturing employment throughout the region. Isolated home
markets simply cannot provide the scale of world markets to create growth

and jobs. Protection-induced industrial growth and job creation has also

reached a saturation point. As a result of the growing imbalance between
the fast-growing labor force and the slow pace of job creation, real wages

have been falling throughout the region for the past decade or more.

Faster Trade and Investment Integration-to Meet Key
Development Challenges

A deep pessimism about the region's trading potential is deterring many

MENA countries from accelerating their trade and investment. This
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FIGURE 1.11

Female Unemployment in MENA Is Severe

Unemployed as a percentage of
female labor force

30
30-U 1989-91 * 1997-99

25 -

20-

15

10

5

0

MENA6 High-income Middle-income
countries countries

Note: MENA6 refers to available data for the following six countries-Algeria, Egypt, Jordan, Morocco, Syria, and Tunisia,
Sources: Staff estimates and World Bank 2003a.

pessimism is pervasive in the region, barring a few exceptions such as

Jordan, Tunisia, and the UAE. But this pessimism is unfounded. The po-

tential for accelerated trade and investment integration is large. Even if
only half the potential is realized in the coming decade, it is likely to dou-
ble or triple the rates of per capita economic growth. This growth would
come from higher private investment and from greater economywide

productivity. The pattern of growth also would be much more labor-de-

manding-creating an engine for job expansion.

The Potential for Trade

The MENA region should be trading a lot more than it does. Policy re-

forms that remove some of the key barriers to trade and investment, dis-

cussed in more detail in other chapters, should allow the region to

achieve its potential and spur much faster growth in output, jobs, pro-
ductivity, and wages. No other area is as ripe for the picking as trade is

in this region.

Nonoil exports. The simplest starting measure of trade potential is the gap in

the performance of nonoil exports. Total nonoil exports of the MENA re-

gion amounted to about US$28 billion in 2000 (excluding reexports). For a

middle-income region with nearly 300 million people and with good re-
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FIGURE 1.12

Agricultural Employment Is High in Water-Scarce MENA, 1980-98
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source endowments, this is a small fraction of its potential. Finland, with 5

million people, has almost twice the nonoil exports of the entire MENA re-

gion. And the Czech Republic and Hungary, with populations of about 10

million, each had greater nonoil exports than the region.

Nonoil exports of the MENA region are vastly smaller than those

from other subregions with similar populations and resource endow-

ments. For example, a group of five Eastern European countries-the

Czech Republic, Hungary, Poland, Russia, and Turkey, with a similar

population of 270 million-had nonoil exports of US$151 billion, five

times more than MENA's. Three Southeast Asian countries-Indonesia,

Malaysia, and Thailand-had nonoil exports of US$197 billion, seven

times more than MENAs. And four Latin American countries-Bolivia,

Brazil, Chile, and Mexico-had nonoil exports of US$213 billion, eight

times more than MENAs (figure 1.14).
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FIGURE 1.13

Private Service Employment Is Low, 1980 and 1998
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The analytical basis for such a comparison can be extended more care-

fully by conditioning per capita nonoil exports on per capita incomes (as a
proxy for overall skills and institutional endowments capacity to export)-

and on natural resource endowments (measured by the value of resource-

based exports, mainly oil and minerals) and population. For some 42
mostly middle-income countries (including the MENA countries), the re-

sults suggest a strong positive association of per capita nonoil exports with
per capita incomes, and a negative association with natural resource en-

dowments and population size. That is expected, because higher skills and

institutional endowments should support higher exports, while greater

natural resource rents should show up in less intensity of effort to export

nonnatural resource exports (figure 1.15). And larger countries tend to
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FIGURE 1.14

Trade Potential of Nonoil Exports, 2000
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trade less. For the MENA countries, their nonoil exports are, on average,

one-third of their predicted levels. Only Jordan and Morocco had exports

close to what would be predicted. The world's three biggest underper-

formers are MENA countries (Algeria, Egypt, and the Islamic Republic of

Iran), and the other MENA countries are all underperformers.

Manufacturing imports. Trade has impacts much bigger than is captured

by simply looking at export performance. When firms can get imported
inputs at world prices and quality, the knowledge embodied in goods and

services is transferred from the rest of the world to the domestic

economies-the productivity and knowledge then enhances spillover of

trade. When consumers can buy goods and services produced more effi-

ciently in the rest of the world, they benefit from lower prices and bet-

ter quality. But the largest benefit of trade is that it allows countries to

specialize in the production of goods and services that rely more inten-

sively on its most abundant resource-for MENA, labor-and import

more of its least abundant resource-for MENA, capital and (increas-

ingly knowledge-intensive) goods and services. Barriers that impede
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FIGURE 1.15

MENA Nonoil Export Potential, Conditioned on Per Capita Incomes, Natural Resources,

and Population, 2000
(actual-to-predicted nonoil merchandise exports, per capita USS)
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trade therefore impede potential gains in knowledge, consumer welfare,

and labor productivity.

That is why it is important to measure the trade potential of the re-

gion more broadly than by simply looking at export performance, but
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also by focusing on imports. The relative openness of countries to im-
ports can be measured by comparing actual imports versus a predicted
level of imports conditioned on per capita incomes (where a higher level

of incomes should be associated with a higher level of imports) and pop-
ulation (to the extent that larger countries tend to trade less). For the

same group of 42 mostly middle-income countries, per capita manufac-

turing imports of the MENA region were about half of their predicted
levels in 2000, confirming again that the region trades far less than its

potential (figure 1.16). Once again, Algeria, the Islamic Republic of Iran,
and Syria have extremely low actual levels of imports, implying relatively

closed trade regimes. Other countries also fall surprisingly below pre-
dicted levels, including Egypt, Jordan, Morocco, Saudi Arabia, and
Tunisia. Only Lebanon is more open than expected.

Results of gravity models. Gravity models, based on geographical factors

such as distance to major markets, reinforce the findings described
above. MENA trades much below its potential (see box 1.5).

The special role oftourim. Countries in the MENA region, given their antiq-
uities and world heritage sites, climatic advantages, natural attractions, and

proximity to a high-income region, should be well placed to benefit from

tourism. Tourism receipt averages in recent years have been more than
US$4 billion a year in Egypt (27 percent of total exports), US$2 billion in

Morocco (20 percent of total export earnings), about US$1.5 billion in

Tunisia (17 percent of total export earnings), and some US$0.7 billion each

in Jordan and Lebanon (20 percent and 35 percent of total export earnings,

respectively). These levels are among the highest in the world relative to

total exports. Yet Algeria, the Islamic Republic of Iran, the Republic of

Yemen, Saudi Arabia, and Syria receive flows of tourism far below their po-
tential (figure 1.17). Even in the current high-tourism countries, the num-

bers of arrivals and their spending are below potential. For example, the
Czech Republic, Hungary, and Poland together receive some US$12.5 bil-

lion annually in tourism receipts (compare with US$9 billion for Mexico and

US$6 billion for Indonesia annually). As everywhere, tourism is vulnerable
to safety and security issues, followed by the quality of services. In the next

10 years, if conflict in the region can be reduced sharply, the prospects for

tourism remain good and will boost employment. The reforms in trade and

investment will benefit tourism both directly and indirectly.

The Potential for Foreign Direct Investment

The MENA region, excluding the Gulf countries, received net inflows

of FDI of about US$2.2 billion in 2000-slightly more than 1 percent of
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FIGURE 1.16

MENA's Import Potential, Conditioned on Per Capita Income and Population, 2000
(actual-to-predicted manufacturing imports, per capita USS)
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the US$158 billion to all developing countries, and one-sixth of their

share (7 percent) in the GDP of all developing countries. The group of

five Eastern European countries (the Czech Republic, Hungary, Poland,

Russia, and Turkey) together received some US$19 billion, nine times

more than MENA. The three East Asian countries (Malaysia, the Philip-
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BOX 1.5

What Geography-Gravity Models Show

Per capita incomes, natural resources, and size are not the only factors that drive trade.
Given its close proximity to Europe, a major developed region, the MENA region
should be trading a lot. Smaller countries tend to trade more with the rest of the world,
and geographic proximity to high-income neighbors encourages trade. Distance from
major industrial country markets is less than for other major regions, with a long coast-
line and well-developed shipping and transport arrangements (across the Mediter-
ranean). The region's low incomes and wages raise the opportunities for convergence
through trade with high-income neighbors in the EU and elsewhere (Ben-David, Nord-
strom, and Winters 1999).

These factors therefore suggest a considerable potential for trade within and between
the region and the outside world, especially Europe. A formal test of this potential is to
apply a gravity model of trade, which combines some of the main factors identified above
(although not the relative wage factor because of data and quality comparison difficul-
ties) plus other proximate ones. According to this model, the trade flows between any
two pairs of countries (bilateral trade) should be affected by their economic size (or
GDP), by the distance between them (affecting transport and transaction costs), and by
such other factors as exchange-rate volatility, common currency, common colonial his-
tory, trade agreements, common borders, physical size, population, whether landlocked
or not, and telecommunications services (as a proxy for services generally) (Nugent
2002). The conclusion is that practically all countries in the MENA region-Algeria,
Egypt, Islamic the Republic of Iran, Jordan, Morocco, Tunisia, and some of the Gulf
countries-are large underachievers in trade (see figure below). They trade far less than
their potential, both with each other and with their most important neighbor and trad-
ing partners in the EU and North America. No other region has as big a gap as MENA
in potential and actual trade.

With its main trading partners-the EU and the United States (or NAFTA coun-
tries)-actual trade in MENA was 16 to 17 percent, or one-sixth, of predicted nonoil
trade.

Within the MENA region, trade was better, rising significantly in 1992-97, but it still
remained substantially below expected levels, especially when compared with that ex-
pected under existing trade agreements.

The Maghreb and Mashrek subregions trade little with each other and their main ex-
ternal trade partners. Only the GCC countries showed high and rising trade with the
MENA region and with each other. But even for the GCC countries, the actual trade
with the EU was only one-quarter of what would be expected.
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-BOX 1.5 tcontinued)

MENA Trade Potential: Actual-to-Predicted Trade from Gravity Model, 1992-97
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pines, and Thailand) received more than US$8 billion in inflows, four
times more than MENA. And the group of four Latin American coun-

tries (Bolivia, Brazil, Chile, and Mexico) received about US$50 billion,
more than 22 times the inflows to the MENA region. These comparisons

provide some indication of the huge potential for expanding inflows of
FDI to the MENA region. A large part of these inflows came from
(neighboring) high-income Europe.

Egypt accounted for about half the MENA total (US$1.2 billion), and
Jordan and Tunisia about a quarter each (US$750 million and US$560
million, respectively). The rest received small amounts or even had sig-
rificant outflows (the Republic of Yemen).

The potential for higher inflows by country can be determined by
conditioning FDI inflows on nonoil trade performance (measured by ra-
tios of nonoil exports to PPP GDP), natural resources, and population.

FDI inflows are known to be closely related to trade flows, so the pre-
dicted levels of FDI should be associated with trade. Natural resource
endowments often also lead to higher levels of foreign investment, albeit

of a different type of flows. And size may matter, with larger countries ex-
pected to receive higher investment inflows (market-seeking invest-
ments); but because this is already accounted for by measuring FDI in-
flows relative to GDP, the residual population variable may or may not

be significant. The results for 42 countries are pretty much in accord
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FIGURE 1.17

Actual versus Predicted Tourism Receipts, 2000
(actual-to-predicted per capita tourism receipts, US$)
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with expectations: trade and natural resources raise FDI flows, but size

turns out to be a negative influence.
How do the actual inflows of FDI to MENA countries look in rela-

tion to expected inflows, once nonoil trade, natural resources, and pop-
ulation are factored in? First, onlyJordan, Lebanon, and Tunisia (small,

resource-poor countries) do as well or slightly less than expected (figure
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FIGURE 1.18

Foreign Direct Investment Potential, Conditioned on Openness, Natural Resources, and
Population, 2000
(actual-to-predicted net foreign direct investment, per capita US$)
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1.18). Morocco is a surprise in how little it receives in FDI inflows (at
least for 1998-2000); Egypt receives more, possibly given its larger size,

but still well below expected levels. Second, among the countries with
large natural resource endowments, Saudi Arabia is the only country that
receives relatively high FDI led by its oil sector. All the larger oil-pro-

ducing countries (Algeria, the Islamic Republic of Iran, the Republic of
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Yemen, Syria) receive very low FDI relative to expected levels. Third, for
the MENA countries as a whole, FDI inflows are only about half what

they should be receiving. In comparison, Chile receives three times as
much FDI as expected, and the Czech Republic twice as much. Others

such as Argentina, Brazil, and China receive FDI inflows four to five

times their expected levels. The FDI gap for MENA also shows invest-
ment climate barriers in these countries, since the gap in potential al-

ready takes into account their low nonoil trade. If their nonoil trade were
higher and if the investment climate were better, the region should ex-

pect FDI inflows at least five to six times the current level-or some 3
percent of GDP on average, compared with the current 0.5 percent of

GDP. This level would be expected, without even being at the high-
achieving end for many other fast-integrating countries (such as Chile

and the Czech Republic).

Potential Impact on Growth and Productivity

Greater trade liberalization and expansion will be expected to lead to

faster growth (and faster job creation). In the 1990s rapidly integrating

developing countries achieved per capita growth of about 5 percent a
year, nearly twice the growth in high-income countries (figure 1.19). In

contrast, nonintegrating developing countries, such as many of those in
the MENA region, experienced slow per capita growth, and as a group

even negative growth, in the 1990s. The link between trade integration

and growth is reasonably robust (Dollar and Kraay 2001; Frankel and
Romer 1999). If MENA countries can integrate rapidly with the global

economy, growth is expected to pick up-and with it, aggregate employ-

ment. MENA countries need employment growth of at least 4 percent a

year to make a dent on existing unemployment and employ the incre-
ments to the labor force (Nabli and Keller 2002), which are rising by 3.4
percent a year.

It may be prudent to assume that the region will achieve only half of

its trade and more of its investment potential over 10 years. This would
raise the nonoil export ratio of the region from about 6 percent of its

GDP to about 13 percent by the end of 10 years-reaching roughly half
the average ratio of nonoil exports to GDP of all developing countries

today. The nonoil export growth rate underlying this scenario is about

15 percent a year, nearly twice the expected world export growth, but the
climb in MENAs share of that market remains small because of the low

starting levels. Merchandise imports, now 20 percent of GDP, would also

be expected to rise by about 7 percentage points over the decade (with
incremental financing of additional imports from higher nonoil exports
and higher FDI).
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FIGURE 1.19

Fast-integrating Countries Grow Faster, 1990s
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Source: Dollar and Kraay 2001.

The effect would be to raise the merchandise trade ratio from about

46 percent of GDP (2003) to about 58 percent over a decade (2013)-
and nonoil merchandise trade from about 26 percent of GDP to about

39 percent. The increase in the nonoil merchandise trade ratio over the
decade would be a substantial gain and about half of the average (100

percent) increase for fast-integrating developing countries in the 1990s
(Dollar and Kraay 2001). FDI inflows are correspondingly assumed to

rise by some 2.5 percentage points of GDP, and private productive in-

vestment rates (inclusive of FDI) by some 7 percentage points of GDP

(from the current 12.5 percent of GDP to about 20 percent of GDP).
These broad assumptions are useful for calibrating the likely impacts

on growth and productivity with an aggregate source of growth model.
The MENA region has three basic sources of growth (other than ex-

ploiting oil or other nonreproducible assets more intensively):

* Deepening capital investment per laborer.

* Deepening human capital per laborer.

* Increasing total factor productivity.

If policies are reasonably successful in achieving the trade and invest-

ment outcomes described above, and a reasonably modest turnaround in
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productivity growth of about 1.4 percent a year is achieved as a result of
greater trade, the net effect would be to raise annual growth from about 1.4

percent per capita in the 1990s to about 4 percent per capita in the coming
decade (table 1.1). This growth is consistent with the experience of other

countries in the world, where correspondingly faster growth was achieved
with greater trade and investment orientation (World Bank 2002).

The 1990s were marked by a fall in capital per laborer in MENA pri-

marily because of low and falling rates of growth in private investment
relative to the growth of the labor force. With gains in trade intensifica-

tion and major improvements in the investment climate, faster growth in
private domestic investment and FDI are expected to lead to a significant

improvement in capital deepening. Given a fast-expanding stock of labor

force (of about 3.4 percent a year), achieving such gains will be difficult

but critical. Historically, capital per laborer increased in the MENA re-
gion by as much as 7.9 percent per annum in the 1970s (driven by pub-

lic investinent); it slowed to 2.1 percent per annum in the 1980s; and it
collapsed to negative levels in the 1990s. Therefore, business climate re-
forms to elicit a more robust private investment response are likely to be
central to the success of trade reforms in the MENA region. Moreover,

the shift this time from public to private investment will be critical.

Improving total factor productivity also is a key driver of growth. It is

reasonable to hypothesize that the total factor productivity gains from
opening trade and investment would be significant. Opening trade would

TABLE 1.1

Potential for Faster GDP Growth, Accumulation, and Productivity from Trade and
Investment Climate Reforms in MENA, 2003-13
(percentage per annum per laborer, except when noted)

Growth of GDP
per labor

Physical Human Total factor (labor force Growth of
capital capital productivity weighted) GDP per capita

Category 1990s 2003-13 1990s 2003-2013 1990s 2003-13 1990s 2000-13 1990-2000 2003-13

MENA -0.3 2.4 1.2 1.2 -0.2 1.4 0.7 3.0 1.4 4.3
East Asia 8.4 - 0.7 - 3.2 - 7.0 - 7.1 -

South Asia 3.3 - 0.9 - 0.9 - 2.7 - 3.2 -

Organisation for
Economic
Co-operation and
Development (OECD) 2.0 - 0.6 - 0.4 - 1.6 - 2.1 -

World 4.8 0.7 1.6 3.9 4.7

-Not projected.
Notes: All growth estimates by regions and world are labor force weighted.GDP per capita growth rates differ from GDP per labor growth rates
because of differences between labor force and population growth rates.
Source: Staff estimates.
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improve productivity by encouraging shifts in resources to more produc-

tive and internationally competitive activities (the stock effect), by iniprov-
ing the access to higher-quality inputs (Coe, Helpman, and Hoffmaister
1995), and by spillovers from FDI and greater competition. Edwards

(1997) points to the robustness of substantial positive impact of trade on
productivity. The gains from trade openness should be substantial, as evi-
dent from a sample of 42 developing countries, with an additional 1 per-
cent of GDP originating from such productivity gains in fast-integrating

countries in the 1990s (compared with 0.6 percent in slow-integrating
countries) (figure 1.20). The relationship between total factor productivity

gains and openness-other significant drivers were initial levels of produc-
tivity and education, which should also help the MENA region-was
strong and significant. Historical experience of individual countries con-

firms the total factor productivity and growth enhancing effects of reforms
(figure 1.21) in Indonesia and Mexico, both oil producers. For the next

decade for MENA, therefore, it is reasonable to assume that total factor
productivity gain of 1.4 percent per laborer will be achieved, reversing the

negative total factor productivity growth in the previous two decades, as

the economies open up to trade and private investrnent.
Substantial employment effects can be expected from GDP growth of

about 6 percent annual rate resulting from faster trade integration and

FIGURE 1.20

Total Factor Productivity Change, 1 980s to 1 990s
Annual percentage change in GDP
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Source: Staff estimates.
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FIGURE 1.21

Trade and Investment Reforms Boost Total Factor Productivity and Growth
(contributions to growth in percentage points)
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improvement in the investment climate. Faster GDP growth will itself
generate equivalently faster growth in employment. However, the tech-

nological progress and productivity growth assumed will mean that the

gains will be distributed more widely and that employment growth will
therefore be at a slower pace. Moreover, likely real wage increases will

also dampen employment growth as firms respond to higher wages. Off-

setting these pressures will be greater labor intensity of production

driven by greater trade orientation of the production structure. The net
effects of these factors are a resulting employment growth of between 4

and 4.5 percent a year. This would be adequate to absorb the new en-
trants to the labor force and to cut unemployment rates by half over the
next decade.2

Exporting more merchandise goods and manufactures will create new jobs. In
just the next five years, if the MENA region can achieve 15 percent real

annual nonoil export growth for the region through improved policies,
this would boost the region's nonoil exports to about US$60 billion,
from the present level of US$28 billion (excluding reexports). And this

could generate some 2 million additional jobs directly in such nonoil ex-

port activities, and another 2 million indirectly, from domestic goods and
services supply inputs to these activities and from the multiplier effects
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on domestic final demand. So closing even a small part of the export gap

could generate about 4 million jobs over five years from direct trade ef-
fects alone. This simplified projection abstracts from a much more com-
plex set of factors, but the magnitude is indicative of the potential.

Other examples abound of the effects of expanding trade on jobs. For

Mexico, thanks to NAFTA and radical economic reforms, trade more
than tripled, from US$82 billion in 1990 to about US$280 billion in

1999, making it the seventh-largest trading nation in the world. The pace
of job creation has been particularly swift in manufacturing (box 1.6).

Job creation has also been strong in export processing zones in the
Dominican Republic, El Salvador, and Mauritius (Rama 2001). Indone-
sia is another country in which a major trade and investment policy re-

form produced employment benefits in the mid-1980s. Manufactured
exports and FDI boomed, as did manufacturing employment (figure
1.22). Indonesia is especially relevant to some MENA countries. It was a
resource-dependent economy until the mid-1980s, when it found a new
engine of growth in manufactured exports (Iqbal 2002). Within the

MENA region, Tunisian exports of textiles and clothing have boomed in
"offshore companies" supplying foreign markets, and employment in

these industries increased steeply. Morocco is another example of a

country that gained significantly from an initial burst of economic re-
forms in the early 1980s. Manufacturing sector employment and exports

rose sharply in the early 1980s in response to a series of trade and in-
vestment liberalization measures (figure 1.23). But the Moroccan boom

faltered in the 1990s as the impact of the initial reforms package dissi-
pated and macroeconomic effects allowed the real effective exchange rate
to appreciate, hurting exports.

Cross-Country Evidence

Analysis of 59 developing countries-including about 140 observations,
spanning five-year periods from the early 1960s to the late 1990s-re-

veals a positive medium-term association between employment in in-

dustry (as a share of the total working-age population) and openness to

trade (figures 1.24-1.26). Productive capacity-measured by the econo-

mywide capital-to-labor ratio-turns out to be a significant factor af-
fecting industrial employment across countries. Differences in real

labor costs in manufacturing-measured in common currency-also ex-

plain variations in employment ratios across countries. All else equal, a

10 percent increase in real labor costs lowers the industrial employment

ratio by an estimated 2 to 3 percent on average. High real interest rates
also appear to depress industrial employment-although in a statisti-

cally less robust way.
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BOX 1.6

Elxport Growth and Empfoyment i:,- r. ,on hI Mexico--Ahe NAFTA Effect

When the Mexican administration was negotiating NAFTA in 1993, one of the strongest
arguments put forward was Mlexico's potential for job creation as a response to export ex-
pansion. It also was hoped that trade openness would encourage producevity growth and
that these efficiency gains would lead to higher and more equitable growth through the
creation of jobs. Structural reforms, launched in 1985, laid the groundwork for Mexico's
NAFTA membership and fundamentally changed the business landscape.

The centerpiece of reforns was trade liberalization, beginning with Mexico's entry to
the General Agreement on Tariffs and Trade (GAFiF) in 1986, then slashing Mexico's
average applied tariffs to 13.3 percent in 1993-95 from 24.1 percent in 1984-85. There

is little question that NAFTA boosted Mexico's exports. Its share of (strongly growing)
U.S. imports nearly doubled, from 5.4 percent in 1985 to 10.2 percent in 1998. The

United States was traditionally Mexico's main trading partner, but links became even
closer after the trade reform. Of all Mexican export revenues, 60 percent were earned in
the United States in 1980, compared with 85 percent in the mid-1990s.

Since NAFTA, Mexico has one of the highest concentrations of trade in a single mar-
ket destination in the wvorld. But along with the trade intensification with the United

States, a major shift occurred in the composition of Mexican exports, fostering diversifica-
tion out of oil and toward manufactures. In 1985 oil exports accounted for 55 percent of
total Mexican exports; in 1999 they accounted for only 7 percent. At the same time, exports

of manufactures increased from 38 percent of total exports to 90 percent. Maquiladora (for-
eign-owned assembly plants in Mexico) and non-naqzuiladora manufacturing fins shared

equally in the export boom, each accounting for about half of total Mexican manufactured

exports before and after NAFTA. Metal Millions of workers Constant pesos, millions (1995)

products and machinery (including auto- 4.2 Exportsofgoods 60,000

mobiles and auto parts) were the biggest 4.0 (right axis)\ 50,000

beneficiaries, accounting for almost 70 3.8 40,000

percent of all manufactured exports in 3.6 30,000

1998, with exports of automobiles in 3Xp oyment 20,100

1997 matching oil exports. 3.4 9-- xi) E0,000

Shortly after its accession to NAFTA, 3.2 10,000

Mexico suffered a financial crisis resulting 3. a+t- 1-Bt1 0
Mexic. sufrd ianilcrssreu1990 1991 1992 1993 i994 1995 1996 1997 1998 1999

in a sharp depreciation of the peso. The

crisis hurt manufacturing employment, but the depreciation of the peso boosted competi-

tiveness. So in the years after the Mexican crisis, manufacturiing employment rebounded
strongly (see box figure). And the upturn was sustained. From 1985 to 1993, manufactur-
ing employment grew by 8 percent a year on average, but it grew by more than twice that

from 1994 to 1999, after the implementation of NAFTA.

Source: World Bank staff.
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FIGURE 1.22

In Indonesia Exports Have Promoted Employment in Manufacturing
(employment in manufacturing and manufacturing exports/GDP)
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FIGURE 1.23

The 1980s Saw a Sharp Increase in Manufactured Exports and Employment in Morocco
(employment in manufacturing and manufacturing exports/GDP)
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FIGURE 1.24

Trade Openness Is Associated with Higher Industrial Employment
(employment in industry, as a ratio of total working-age population, in logarithm)
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When accounting for the structural factors that explain differences in
industrial employment across developing countries, greater openness to

trade turns out to contribute to significantly higher employment ratios

in the medium term (figure 1.25). This is true for traditional measures of

trade openness (foreign trade as a share of GDP) and for various meas-

ures of export performance-as, for example, nonoil merchandise ex-
ports as a share of GDP (figure 1.26). The medium-term benefits of

trade expansion for employment could thus be substantial, as described

earlier. Higher employment and incomes in industry also would boost

domestic expenditure in nontradables, so the second-round multiplier

effects from trade expansion could further contribute to economywide
job creation.

Ag7icultural exports also will create substantial new jobs. Chapter 6 discusses

at some length the issues in the sector, including the potential shift to

more efficient and less water-intensive crops such as fruits and vegeta-

bles. These shifts in cropping patterns also will tend to be much more

labor-intensive than the current ones, both in the production process
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FIGURE 1.25

The More So When Accounting for Other Structural Factors that Affect Employment
(employment in industry after controlling for factors other than nonoil merchandise exports, as a ratio of total working-
age population, in logarithm)
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FIGURE 1.26

Nonoil Merchandise Exports Also Directly Boost Industrial Employment
(employment in industry after controlling for factors other than nonoil merchandise exports, in percentage of total working-
age population)
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and in the postharvest, transport, processing, and marketing stages. The
net job creation effects in aggregate will tend to be small because agri-
culture as a whole will probably lose jobs in the transition to other sec-
tors, because of the already high employment in the sector with relatively

low productivity and the scarcity of water resources. But without the cre-
ation of new jobs in export crops, this structural shift will become even

more difficult. Consequently, the opening of agricultural market access
in EU markets is an especially critical issue. Results from the accession
of Portugal and Spain to the EU show dramatic gains-agricultural ex-
ports to the rest of the EU that became three times larger after unre-
stricted market access with accession-that suggest how important the

effects might be for the MENA region for new agricultural exports, and
jobs, that result from improved market access.

Expanding and liberalizing services will create more jobs and raise incomes and

productivity. The MENA region already is a heavily service-oriented

economy. But formal services are dominated by low-productivity gov-
ernment services and jobs, at twice the average for most other middle-

income developing countries. These low-productivity jobs also tax the
rest of the economy, because of service conditions and the bureaucratic

controls they impose on productive activities. Services also are domi-
nated by small, informal, low-productivity sectors, such as retail trade,
distribution, housing, and construction.

Few of the service jobs are in high-productivity and fast-growing sec-
tors critical to trade expansion such as transport, telecommunications,

infrastructure, finance, private education, health, and information tech-
nology. An examination of models for Egypt and Tunisia suggests that
services liberalization, when combined with merchandise trade liberal-
ization, will yield welfare gains (or faster growth) some 30 to 40 percent
greater than goods trade liberalization alone because of the productivity-
enhancing effects (Hoekman and Messerlin 2002). Moreover, the em-
ployment effects are likely to require far less adjustment because em-
ployment expansion effects dominate in services relative to
manufacturing and agriculture.

The Critical Role of Investment Climate

The potential gains from trade integration in terms of faster growth and
especially employment are, however, critically dependent on the private
investment response, which, in turn, depends on improvements in the

investment climate. MENA has not benefited from an improved invest-
ment climate so far, especially in manufacturing. The success of a new
trade integration model will rest heavily on such an investment climate
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change. It is already built in to the projections on gains in growth, pro-
ductivity, and employment described in the preceding sections.

A better investment climate would allow domestic investment to rise
in traded goods sectors. Trade liberalization also would allow large in-
ternational corporations to use cheaper labor in MENA countries and
locate processing plants there, through direct investment. Both effects of
the investment climate change multiply the effects of trade liberalization
on jobs. It is important to illustrate why this matters.

Because of the lack of adequate measures of investment climate
change and the investment response, the inflow of FDI can stand as a
reasonable proxy for the overall investment climate-and a measure of
the supply response to trade reforms (figures 1.27 and 1.28). Analysis
similar to that shown earlier splits the observations in the sample into
different groups: developing countries with large FDI inflows, and small
FDI recipients, with the cutoff at the sample median of 0.7 percent of
GDP. While the impact of trade expansion on employment in manufac-
turing is highly significant in the group of large FDI recipients (figure
1.27), the estimated coefficients of trade turn out to be not significant in
the other group of countries that receive only small amounts of FDI (fig-
ure 1.28). This is true whatever the indicator of trade in the regressions.

Potential Impact on Women's Participation

The shift from an old to a new growth model also will gain from greater
participation of women and benefit them in turn, provided the formida-
ble barriers to women's participation are removed. During the past two
decades, women have accomplished or are in the process of accomplish-
ing two key transitions: fertility reduction and education gains. The third
key transition that needs to follow is employment and labor market par-
ticipation. Increased women's participation is critical in MENA. Women
represent a huge, untapped resource, whose greater economic participa-
tion could lift aggregate growth and productivity in the countries of the
region over and above the earlier projections. The effect could be as
much as adding 0.6 to 1.0 percentage point to aggregate per capita
growth if women's participation improved even modestly. It also would
directly lift the prospects for successful trade and investment, by
strengthening the quality of the labor force for newly competitive and
fast-growth-potential industries, such as information and communica-
tion technology (ICT) or tourism and other services, because of often
better education and skills profiles. And it would improve the overall sus-
tainability of the development process with more visible gains and rising
incomes for women. The potential economic and social impacts and
benefits are thus large indeed.
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FIGURE 1.27

Investment Climate Matters: Trade Creates More Jobs in Developing Countries that
Attract Large Amounts of Foreign Direct Investment
(employment in industry after controlling for factors other than nonoil merchandise exports, as a ratio of total working-
age population)
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Women's participation and employment would potentially benefit
(box 1.7) from trade and investment climate reforms. Experience around
the world suggests that women often gain a large proportion of the jobs
that are created from more open and competitive trade and investment
climate reforms. Private enterprises in traded sectors around the world
often prefer to employ women because of their lower wages (given the

gap that exists in MENA that is larger than in other parts of the world)
and higher skills and productivity. Women's entry into entrepreneurship

and small businesses also is likely to be a key driver of new start-ups,
businesses, and activities, key to the new model of growth from trade and
investment reform. The experience of MENA is likely to be no different

from the rest of the world in these directions-provided the still consid-
erable economnic and social barriers to women's participation are ad-

dressed. A companion volume will address gender issues in more detail.
To maximize these gains, complementary measures will need to ad-

dress many constraints to an increased women's role in labor markets, in
the small business sectors, and in entrepreneurship activities. In many
parts of the Middle East, laws fundamentally discriminate against women
by constraining their conditions for employment, restricting their own-
ership of productive resources, or limiting their rights to travel and free
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FIGURE 1.28

But Trade Expansion Does Not Significantly Add to Jobs When Foreign Direct
Investment Is Low or Investment Climate Is Weak
(employment in industry after controlling for factors other than nonoil merchandise exports, as a ratio of total working-
age population, in logarithm)
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movement. Evidence suggests a gender-differentiated impact of trade
liberalization; whether it is positive or negative depends on the initial

conditions of the economy, the sectoral distribution of men and women
in the labor market, the sexual division of labor in the households, and

supply- and demand-side constraints (El-Kogali and Nizalova 2003).
One example of weakness is that, of the region's 170,000 active clients of

microfinance lending-indicative of small business participation-fewer

than half were women. Even within this region, the differences are strik-
ing between high participation (between 80 and 100 percent) in

Lebanon, Morocco, and the West Bank and Gaza, and far lower rates in
Egypt, Jordan, or the Republic of Yemen. The process of trade and in-

vestment impetus will therefore require a more gender-aware and coun-

try-specific approach when analyzing the impacts of trade reform. This
will permit the design of mitigating measures to counter any adverse

consequences (such as possible downsizing and restraints on public sec-

tor employment, which has traditionally provided the main source of

jobs to women; or in agriculture, in which negative impacts of restruc-
turing could be large, as is discussed more fully in chapter 6). It also will

permit countries to address key constraints to encourage wider partici-

pation and gains for women's employment. Further research is needed
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BOX 1.7

Do Women Benefit from Trade Expansion?

Trade expansion has been associated uith a rise in women's labor force participation in
export-processing industries in Asia, Europe, and Latin America and the Caribbean and

in export agriculture in Africa (UNIFEM 2002). Similarly, traded services-such as data
entry, financial services, and tourism-often have a high proportion of women (Fontana,
Joekes, and Masika 1998). Younger, educated women benefit more than mca firom em-
ployment gains in the initial stages of trade expansion, which could have wider benefits
for women's sense of autonomy, status in the household, and incentives to invest in fe-
male education Joekes and WATeston 1994). T he experience of NAF11A and Mlexico is il-
lustrative. Research suggests that NAFTA has favored job creation in sectors where

women have traditionally played an important role. Overall, women's share of employ-
ment in maquiladora industries in Mexico has remained well above one-half.

The experience of the AMENA region is expected to be no different, provided tradi-
tional norns do not hold back women's participation. Strengthening of working condi-
tions will allow women to gain even more from trade expansion opportunities.

The gains to women's participation from trade expansion, so far mostly in garmnents
and textiles, are already evident in Egypt, Jordan, Morocco, and 'imnisia. But traditional,

male-domrinated norms may have held back some potential gains to womien in Egypt, in
contrast to Morocco (Assad and El-Hamidi, forthcoming). Other research in the region

suggests that women may lose from trade liberalization if it is accompanied by signifi-

cant downsizing in public sector jobs, which have had a larger share of jobs reserved for
women, while private enterprises still often do not employ women. Agriculture also rep-

resents an important sector in which structural transformations from trade could have
both positive and negative consequences (discussed in chapter 6).

on a number of issues, including a better understanding of the barriers
to labor mobility, access to specific labor market segments, impacts of

liberalization, and burdens on time management.

ConcWs5on: Traide, Onvemnenad mm, 1nt

Trade intensification is likely to be a key source of growth in the MENA

region in the next decade. Most important, it has the potential to gener-

ate millions of new jobs for a rapidly growing, young labor force. Trade
also is likely to be relatively skill intensive, suited to the changing char-

acteristics of educated youth entering labor markets of this region. And
it can be a powerful instrument to improve female participation in labor
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markets, common to other experiences around the world. But these ef-
fects can come only with new investment and new firms, as is evident in

China, India, Indonesia, Mexico, and Vietnam. Halfflearted attempts at
trade reform fail to create much positive impact on jobs, and can even be

devastating-with large job losses from imports, and few gains from new

jobs in new industries.
Trade and investment climate reforms are critical complements to

each other in benefiting labor markets. Reinvigorated trade reforms,
when combined with complementary actions to spur private investment,

should lead to much faster employment growth in aggregate. They could

also align labor demand more with the region's changing skill mix.

Trade openness should align sector growth with natural endow-
ments-raising labor demand in agriculture in less water-intensive uses

by shifting cropping patterns and shifting labor demand to services with
deeper services liberalization, in transport, telecommunications, power,

water shipping, and tourism. Even if migration rates are relatively high
in the region, the trade outcomes are still likely to be a dominant influ-
ence on incomes and employment in the region. Chapter 2 examines the

recent record in trade integration in the MENA region in the past two
decades. It provides a backdrop to the discussion of policy improvements

that will be required to make trade intensification work in the diverse

country contexts of the region.

Notes

1. This report focuses on trade in nonenergy goods and services.

Trade in oil and oil-related products, while clearly important to the eco-
nomic performance of the region, has distinctive market characteristics

that have not been analyzed here.
2. Note that this is consistent with an implied employment elasticity

of about 0.7 with respect to GDP (same as Nabli and Keller [2002]),

which also is fairly uniformly noted in other regions such as Latin Amer-

ica and East Asia.





CHAPTER 2

Missed Opportunities
in Global Integration

The MENA region's trade integration has changed little in the past 20
years (Nabli and de Kleine 2000). This chapter uses a variety of measures
and benchmarks to examine the weak trade integration outcomes. It also
discusses structural and external factors that may have contributed to
poor trade outcomes, including the effects of oil, the persistence of con-
flict, and partner-country trade constraints. The main messages are as
follows:

* Countries in the region differ significantly in relative endowments of
natural resources and labor. Some are resource poor with abundant
labor-Egypt, Jordan, Lebanon, Morocco, and Tunisia. Some are re-
source rich with abundant labor-Algeria, the Islamic Republic of
Iran, Syria, and the Republic of Yemen, which is a special low-in-
come case. And some are labor importing and resource rich-the
GCC countries. Resource-abundant countries have typically under-
performed in trade and growth outcomes when compared with re-
source-poor countries. The tendency for weaker economic policies
associated with such structural characteristics ("the resource curse")
partly explains this.

* Despite the diversity of country characteristics, trade outcomes are
fairly common throughout the region. The past decade's trade per-
formance was one of largely missed opportunities-worse for the re-
source-rich and labor-abundant countries and somewhat better for
the resource-poor countries, with the GCC comparatively better. The
MENA region clearly failed to ride the wave of globalization that
began in the mid-1980s.

* Trade openness in MENA countries is not commensurate with their
income status or geography. Nonoil exports display considerable
structural weaknesses, including sharply falling market shares. In-
traregional trade has also remained essentially stagnant since 1985,
with outcomes below potential and below those of comparators. It is

67
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possible that intraregional trade is inadequately captured by official

records, but the broader picture remains one of weak integration.

* MENA also performs poorly in investment inflow outcomes, as meas-

ured by low levels of FDI throughout the period. Intraindustry trade

and trade in parts and components, the fastest growing segments of

world trade, have also effectively bypassed the region.

* MENA also is losing ground in trade in services-the fastest growing

part of international trade-although the region enjoys comparative

advantage in selected areas, such as tourism. Several MENA countries

rank high in labor market integration, as evidenced by large net mi-

gration flows for many countries of the region. The flows are strongly

intraregional-to the GCC and from poorer to richer countries-and

to Europe. But the pace of labor market integration is slowing, and

the future does not augur well.

Three Types of Countries

Relative labor abundance and natural resource endowments are two

structural characteristics that define the initial conditions of countries in

the region. Greater labor abundance generally favors trade. Major natu-

ral resource endowments typically result in lower trade openness (the

natural resource effect), because resource rents increase the size of non-

tradable sectors (larger public sectors, for example) and bias the political

economy toward protection.

This split between resource-poor and resource-rich countries has

been a useful paradigm for understanding their evolutionary paths and

policy options (Auty 2001). Resource-abundant developing countries

have typically underperformed the resource-poor countries (Auty 2001;

Ranis 1991; Sachs and Warner 1995, 1999) in growth and in openness.

Between the 1960s and the 1990s per capita incomes of resource-poor

countries grew two to three times faster than those of resource-rich

countries (table 2.1). Among the reasons offered is that crop-led growth

in resource-rich countries is slower than manufacturing-led growth in

resource-poor countries because of faster technical progress in manufac-

turing. Mineral-rich countries perform even more poorly. Oil exporters

fall between the two.
Given these factors, three types of countries can be distinguished:

* Labor-abundant, resource-poor countries. Djibouti, Egypt, Jordan,

Lebanon, Morocco, and Tunisia can be clustered into the category of

relatively labor-abundant countries, principally on the basis of being
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TABLE 2.1

Characteristics of Natural Resource Endowments

* U."- -,- r4> . - -

.3 ,.|. *4 r , , I.- r;- -,' 'Ri y'- -l' a5

Resource poor

Large 7 0.15 3.7 10.6 7.3 3.2

Smal 13 0.16 2.1 9.9 5.4 4.5

Resource rich
Large 10 0.56 1.3 12 7 5.8 6.9

Small
Nonmineral 31 057 0.7 154 12 9 2.5

Hard-mineral 16 0 66 -0.2 17.5 9 6 7 9

Oil exporter 8 0.44 08 212 2.2 19.0

All countries 85 048 1.1 15.0 88 8 6.3

Note: Resource-poor in 1970 (cropland per head < 03 hectares, large = 1970 GDP > US$7 billion), ha/lihd = hectares per head.
Source: Auty 2001, pp. 4 and 131.

mostly large net exporters of labor.1 They either have no natural re-

sources, or have some limited natural resources (oil or minerals). Most

of the countries in this group have generally had better trade perform-

ance than other low- and middle-income countries in the region.

* Labor-abundant, resource-rich countries. Algeria and the Islamic Repub-

lic of Iran have large populations and are resource rich. The Repub-

lic of Yemen and Syria also are resource rich, with smaller popula-

tions.2 All four countries are net exporters of labor. They have

generally had the weakest trade performance of all low- and middle-

income countries in the region, suggesting the dominant effect of nat-

ural resource availability in determining trade orientation.

* Labor-importing, resource-rich countries. Bahrain, Kuwait, Oman, Qatar,

Saudi Arabia, and the UAE, constituting the GCC countries, are all

large net importers of labor and extremely resource-rich countries. 3

They have generally been the more successful trade integrators in the

region, reflecting their smaller size and higher incomes.

The typology is not watertight. For instance Egypt is much larger (in

absolute size) and relatively more labor abundant, but also has some sig-

nificant natural resources including oil and Suez Canal revenues (and ben-

efits from strategic aid inflows, which are large). Similarly, Saudi Arabia

has structures more similar to larger, resource-abundant countries because

of its larger size. But it remains a large net labor importer. The very-low-

income countries, Djibouti and the Republic of Yemen, probably belong

to a separate subclass, with very low endowments of capital per worker.



70 Trade, Investment, and Development in the Middle East and North Africa

Trade Outcomes

Trade integration outcomes have product dimensions (goods and ser-

vices) and factor dimensions (labor and capital flows), with some tradi-

tional substitution effects. But the globalization of production and the

emergence of intraindustry trade can make factors and products comple-
mentary. This section focuses on trade in goods, while later sections of
this chapter discuss the factor channels of integration and services.

Failing to Ride the Wave of Global Trade Integration

The recent globalization of trade is neither new nor complete.4 Global-

ization, measured by trade-to-GDP ratios, rose through much of the
19th century and the first 25 years of the 20th century (figure 2.1). It col-

lapsed because of the world wars, the prolonged depression, and the rais-
ing of national trade barriers, falling to a low of near 5 percent of GDP
by the late 1940s. Only by the mid-1970s did global trade recover to the

heights of the early part of the 20th century. After remaining flat for the
next decade-hindered by the adjustment to oil shocks-trade integra-

tion resumed in the mid-1980s. It is far short of its full potential, reach-

ing only 13 percent of GDP in the United States.
In the 1950s MENA trade was higher than the world average, but it

has since moved in the opposite direction (figure 2.2). MENAs oil re-
source boom helped realize high initial export-to-GDP ratios-and high
GDP growth rates. But with the windfall revenues invested at home in

infrastructure and services, the export-to-GDP ratio declined steadily.

The sharp gain in the terms of trade in 1973-85, when real oil prices

quadrupled, merely accelerated the already declining trend because of
the cutbacks in exports of oil required to sustain higher oil prices. Since
1985, when world trade accelerated, the MENA region has only arrested

its decline. Small oil exporters in the GCC have had some success in di-
versifying their export base (Bahrain, Oman, and the UAE). But for the

resource-poor exporters (Egypt, Jordan, Morocco, and Tunisia) and the
larger and resource-rich countries (Algeria, the Islamic Republic of Iran,

Syria), the pace of trade integration continued to slide.
Trade has fallen from about 100 percent of GDP in the mid-1970s to

about 60 percent in the late 1980s, and has since remained stagnant (fig-

ure 2.3). In contrast, most other regions show sharply rising trade ratios

after the mid-1980s. Note too that Africa and MENA both share rela-

tively high starting trade ratios because of their oil and natural resource
exports. Once oil is excluded, trade integration is lower still. The nonoil
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FIGURE 2.1

Long-Term Trends in World Trade Integration
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25
- - _ | Maddison Chase-Dunn

20

15

10 - 7

5

Note: From Maddison, export-to-GDP ratio in constant 1990 PPP prices is used. From Chase-Dunn, population-weighted aggregate of export-
to-GDP ratio in local prices is used.
Sources: Data from Chase-Dunn, Kawano,and Brewer 2000; Maddison 2001,WTO 2001.

trade-to-GDP ratio fell from about 53 percent of GDP in the early

1980s to 43 percent by 2000 (and the changes in this period are similar
to those for total trade).

There is some divergence in outcomes within the MENA region but
not much (figure 2.4). The class of labor-abundant, resource-poor, and

relatively diversified economies (Egypt, Jordan, Morocco, and Tunisia)

generally does better than the labor-abundant but resource-rich coun-
tries (Algeria, the Islamic Republic of Iran, Syria), the latter experienc-

ing a major and continuous decline in their trade openness ratios. The

labor-importing, resource-rich GCC countries generally maintain a

higher level of openness. But there is still a large neighborhood effect of

declining or stagnant trade integration affecting the entire region's trade

outcomes.
Another way to describe the declining trade integration of MENA

countries is through the speed of integration, which simply measures the

difference between the growth of real trade and the growth in GDP. A

positive index suggests accelerating trade integration (higher values indi-

cating faster integration), while a negative index suggests countries
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FIGURE 2.2

Long-Term Trends in Trade Integration, World and MENA
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18.0 50

16.0 : 45

14.0 40

35
12.0 30

10.0
25

8.0 2

4.0 1 0

2.0 .... World MEN5

0 0

1950 1955 1960 1965 1970 1975 1980 1985 1990 1995

Note: Measured as the ratio of exports to GDP in 1990 purchasing power parity (PPP) dollars.
Sources: For PPP GDP, Maddison 2001; for exports,WTO and International Monetary Fund's (IMF) International FinancialStatistics for current dol-
lar values. Volume measures are constructed by weighting oil and nonoil share of exports (available from World Bank sources) with world oil
price and U.S. consumer price index (CPI).

where trade integration is falling. All regions other than the MENA re-

gion showed a positive acceleration in trade integration in the 1990s, and
only the MENA region showed a persistent decline in trade integration
in the 1990s (table 2.2). The divergences between the three country
types also are evident.

High Degree of Product and Geographic Concentration

The progress in product diversification, measured by a product concen-
tration index, has been slow (figure 2.5). Although MENA country ex-
ports have become more diversified, fuels continue to be the most sig-
nificant exports. In 1978, 94 percent of exports were fuels and related
products, and the share had fallen to only about 82 percent by 2001. The
labor-abundant, resource-poor producers Gordan, Morocco, Tunisia)
have done best (table 2.3). Tunisia and Morocco have seen a large fall in
their trade product concentration, comparable to or better than that in
Chile or Malaysia. Lebanon and Jordan, already well diversified, saw fur-
ther declines in the concentration. Egypt's apparent diversification is
largely a reflection of newer oil and gas finds and exports from the
Sinai-not of underlying better diversification performance. The diver-
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FIGURE 2.3

Failing to Ride the Wave: Trade-to-GDP Ratio in MENA
(exports plus imports of goods and nonfactor services)
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Note: Middle Eastand North Africa countries include Algeria,Bahrain,Egyptthe Islamic Republic of lran,Jordan,Kuwait,Morocco,Oman,the
Republic of Yemen, Saudi Arabia, Syria,Tunisia, and the UAE.
Source: World Bank 2002,2003.

sification by labor-abundant, resource-rich countries (Algeria, Egypt, the
Islamic Republic of Iran, Syria) was limited, especially when compared
with the large gains for some other major oil producers, such as Indone-

sia and Mexico. The Islamic Republic of Iran and Syria have been ex-
ceptionally weak, with a lack of diversification comparable to Nigeria's.

The concentration index for all of the major oil producers-Saudi Ara-
bia, Libya, the GCC countries-also shows very small improvement,
with only the UAE having a better performance.

Slightly different conclusions are reached by looking at an altemative
export diversification index, the product variety index, as measured by the

number of three-digit SITC (Standard Industry Trade Classification)
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FIGURE 2.4

Trade Integration in MENA

Trade-to-GDP ratio, constant prices
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TABLE 2.2

Speed of Trade Integration, Different Regions

East Asia and Paafic -0.1 47 2.6
Europe and Central Asia _ _ 4.8

Latin America and Caribbean 2.7 6.5 5.9

South Asia -0. 1 3.4 0.9

Sub-Saharan Africa -0.8 1 4 2 3

MENAa -4 2 -0.2 -0.8

Labor abundant, resource poor -1.1 0.1 0.0

Labor abundant, resource rich -3 3 -1.8 -5.6

Labor importing, resource rich -3.9 0.6 1.7

-Not available.
a. Algeria, Bahrain, Egypt, the Islamic Republic of lran,Jordan, Kuwait, Morocco, Oman,the Republic of Yemen, Saudi Arabia, Syria,Tunisia, and
the UAE.
Note: Measured by real trade-to-GDP (goods and nonfactor services) ratio.
Source: Staff estimates.
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FIGURE 2.5

Hirschman Export Concentration Index for MENA and Comparators, 1980 and 1991
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Note: EAPS = five countries (China, Indonesia, Malaysia, Republic of Korea, and Thailand) in the East Asia and Pacific region; ECA3 = three coun-
tries (Hungary,Poland,andTurkey) in the Europeand Central Asia region;LAC4=fourcountries (Argentina,Brazil,Chile,and Mexico) inthe Latin
America and Caribbean region.
Source: Staff estimates.

items exported whose value exceeded US$100,000 or at least 0.3 percent
of total exports. The MENA average, 108 items in 1980, increased to 135

items in 1997 (table 2.3). In doing so, it closed the product variety gap

from about 44 percent of the U.S. standard to about 55 percent. The re-
source-poor group made large gains (Tunisia and Morocco reached levels

not far behind East Asian comparators), increasing average product vari-

ety from 121 to 155 items by 1997. But so did some of the large, resource-

rich countries (Algeria, the Islamic Republic of Iran), while some of the
labor-importing, resource-rich countries saw only a marginal rise (Saudi
Arabia and Kuwait experienced an actual decline in product variety ex-

ported). The progress for the region was slower than for dynamic natural
resource producers, such as Indonesia (from 117 to 208 items), Malaysia

(from 204 to 225 items), and Mexico (from 203 to 223 items).
Geographic destination of trade for the region was driven signifi-

cantly by proximity, and the countries of the region generally display a

high degree of geographic concentration, with Europe as the most im-

portant partner. The overall average for MENA appears to parallel

closely the trade shares of all developing countries as a whole, but it is
different, however, for subgroups of countries (table 2.4). In the re-

source-poor countries, also geographically closer to Europe, a little more
than half of their total exports go to Europe. This total compares with
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TABLE 2.3

MENA Export Product Diversification, 1980-97

Country 1980 1 97 i7 1 1980497
Algeria 43 80 082 0.563 0.257
Bahraind 58 108 0.790 0629 0161
Egypt, Arab Rep of 80 163 0.575 0.275 0.300
1ran,lslamic Rep. of d 88 171 0.814 0.798 0.016
Jordand 107 113 0.352 0 270 0082
Kuwait 189 155 0.723 0.559 0164
Lebanond 194 160 0158 0.133 0.025

Libya 42 29 0.961 0 767 0194
Morocco 100 158 0.319 0178 0141
Oman 101 146 0.922 0.726 0.196
Qatard 3 71 0.934 0.731 0.203
Saudi Arablad 183 175 0.942 0.743 0.199
Syrian Arab Rep. 105 108 0.634 0.555 0.079
Tunisia 126 179 0.481 0.210 0.271
United Arab Emiratesd 197 211 0.870 0619 0.251
MENA 108 135 0.686 0.517 0.169
Labor abundant, resource poor 121 155 0.377 0 212 0164
Labor abundant, resource rich 79 120 0 756 0639 0.117
Labor importing, resource rich 135 152 0.878 0676 0 203
EAPS 130 183 0.323 0160 -0012
ECA3 179 214 0.191 0119 -0009
LAC4 167 203 0.328 0.183 -0.060
United States 236 235 0.064 0.076 -0.012
Japan 217 226 0118 0.127 -0.009
Korea, Rep. of 202 220 0 085 0.145 -0.060
Malaysia 204 225 0 303 0187 0116
Singapore 230 226 0.235 0.231 0.004
Taiwan, China 207 223 0117 0.119 -0.002

Note: EAPS = five countries (China, Indonesia, Malaysia, Republic of Korea, and Thailand) in the East Asia and Pacific region; ECA3 = three coun-
tries (Hungary, Poland, and Turkey) in the Europe and Central Asia region; LAC4 = four countries (Argentina, Brazil, Chile, and Mexico) in the
Latin America and Caribbean region.
a. Number of products exported at the three-digit SITC, Revision 2 level. Figures include only those products that cost more than US$100,000
or more than 0.3 percent of the country's total exports.
b. Concentration index (measured by Hirschman index) is defined as the following:

H, = - ,.hereX= ix,

whereXi is country's v) exports of three-digit products and Xt is country's vj) total exports.The index was normalized to obtain values ranking
from 0 to 1 (maximum concentration) from number of three-digit products that could be exported.
c. Negative changes indicate more export concentration over the period.
d. Data for these countries refer to 1995 only.
Source: UNCTAD 1997, 2000.
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TABLE 2.4

Geographic Destination of Middle East and North Africa Countries' Exports in 2000

;-Vo I i -I. r . .. t. 1 -. 

All MENA 254,295 53 6 26.1 94 18.1 464 1 7 28 0 2.4 6.8 1.3 61
Labor abundant,

resource poor 22,459 65 4 561 6 7 21 30.9 2 5 8 6 31 9.7 1.4 9.2
Labor abundant,

resource rich 57,870 57 2 41 4 7 0 88 42 8 0.7 20.5 5.4 5.5 3 1 7 7

Labor importing,

resource rich 161,278 480 11 6 11.4 25.0 52 0 1 9 35 5 09 7.3 0.8 5 6

ECA4 29,102 74 8 68 2 68 2 0.7 23.9 12 2 2 164 3 3 0 9 1.5

EAP5 129,287 545 155 21 1 18.2 45.3 13 367 16 26 26 0.2

LAC4 66,892 60.1 191 36.5 5.4 37 9 1.4 84 1.3 2.3 24.6 13

All developing

countries 2,075,378 53 9 23.7 17 2 13 0 46.1 1.7 28.7 6.3 5 1 4 2 0 1

Note: EAPS = five countries (China, Indonesia, Malaysia, Republic of Korea, and Thailand) in the East Asia and Pacific region; ECA4 = four coun-

tries (Czech Republic, Hungary, Poland, and Turkey) in the Europe and Central Asia region; LAC4 = four countries (Argentina, Brazil, Chile, and

Mexico) in the Latin America and Caribbean region.

Source: IMF 2001.

the nearly 68 percent of Eastern European country exports that go to
Europe. In the labor-abundant, resource-rich countries, that ratio falls to

about 40 percent. For the labor-importing, resource-rich countries of

the GCC, the European share is even lower (only 12 percent of total),
with Japan and the rest of Asia as their single largest destination of ex-

ports, primarily for oil.

Fewer Dynamic Export Products

Dynamic products are defined here as exports that exceed annual growth

of 15 percent at the three-digit level, roughly about twice as fast as over-
all growth in world exports in the period. A decline in number of items

that qualify as dynamic exports from the MENA region is evident, from

84 to 66 between 1988 and 2000 (table 2.5). Algeria, Egypt, Kuwait,
Lebanon, Morocco, Oman, and Tunisia have been losing their presence

in the dynamic products list for the past two decades, while the Islamic

Republic of Iran, Syria, and the UAE have been gaining. The resource-

poor countries are traditionally the largest contributors, but their share

of dynamic export products has fallen (by half). The lowest contribution
is from the labor-abundant, resource-rich countries, whose share has
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been stagnant (without the Islamic Republic of Iran, there would have

been a large decrease). The same is true for the high-income GCC coun-
tries (without the UAE, there would have been a drastic decrease). Over-

all, there has been a steady loss of dynamism. Dynamic products ac-
counted for about 9.8 percent of nonfuel exports in 1988 and 9.4 percent

in 1995. But by 2000 the corresponding figure was 2.6 percent, indicat-

ing the loss of importance for dynamic export products in MENA non-

fuel exports (figure 2.6).

Intraregional Trade Remains at Low Levels

Comparative data also suggest that MENA countries trade little with

each other (Al-Atrash and Yousef 2000). Intraregional trade has re-

mained at low levels, despite many formal trade agreements to promote

such trade. Among other regional groupings it has increased, in many

cases dramatically, as in the Andean Pact countries, Southern Cone

countries, and NAFTA countries (table 2.6).

TABLE 2.5

Country Frequency of Dynamic Nonfuel Exports, 1980-2000

0 _e JFIfF}4- --. _; s-}_ / 

Algeria 9 1 0
Bahrain 2 0 2

Egypt, Arab Rep of 6 13 7
Iran, Islamic Rep. of 1 3 6

Jordan 0 2 1
Kuwait 3 1 0

Lebanon 5 3 2

Libya 0 1 0

Morocco 15 15 5

Oman 3 0 0

Saudi Arabia 14 13 12

Syrian Arab Rep. 0 0 2

Tunisia 18 18 11

United Arab Emirates 8 10 17

Yemen, Rep of 0 1 1
MENA Total 84 81 66

Labor abundant, resource poor 44 51 26

Labor abundant, resource rich 10 5 9

Labor importing, resource rich 30 24 31

Source: Staff estimates.
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FIGURE 2.6

Falling Growth and Shares of Dynamic Nonfuel Exports in MENA
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growth rate for each period (36 percent to 15 percent in 1980-88, 27 percent to 17 percent in 1988-95, and 30 percent to 12 percent in

1995-2000).
Source: Staff estimates based on World Integrated Trade Solution (WITS) Database (UNCTAD and World Bank 2002).

TABLE 2.6

Trends in Intraregional Trade, 1970-98
(share of total exports)

_-1 '-1'> ,lcj * . | i . Il_Cr! : - 1 Q., .r.] l} 1 l) e,6 * g ,,, >, ,;-

MENA countries 52 49 45 78 9.4 6.7 82

Andean Pact countries 17 3.6 3.5 3.1 40 113 114

Australia and New Zealand 6 1 61 64 7 0 7.6 9.9 86

Southern Cone countries 114 11 1 143 6 7 10.6 21,6 25 5

EastAsia 192 21.3 22.4 20.7 207 264 222

NAFTA 360 34.6 33.6 43.9 414 462 510

EU 595 577 608 592 65.9 62.4 568

Note: Andean Pact countries include Bolivia, Colombia, Ecuador, Peru, and Republica Bolivariana de Venezuela. Southern Cone countries include
Argentina, Bolivia, Brazil,Chile, Paraguay, and Uruguay.
Source: Al-Atrash and Yousef 2000.
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Foreign Direct Investment and Global Production

Low and Stagnant FDI Flows

Accompanying the shrinking trade integration picture are low FDI in-
flows into the region from the rest of the world. Integration with global

private capital flow markets also has been relatively stagnant, in sharp
contrast to comparable country groups. Net FDI inflows to MENA

(measured as a share of PPP GDP) were consistently less than half a per-
centage point of GDP for most of the period (figure 2.7). In the early
1980s this put MENA roughly on par with comparable groups. But in

the next 15 years, the average of the other comparators had risen to be-
tween 1.0 and 2.5 percent while MENA continued to trail at about 0.5

percent.

Low and Slowly Rising Base for Intraindustry Trade

The recent poor record in capital flow integration (FDI inflows) has also

been accompanied by a modest share in intraindustry trade, typically led

by FDI. Intraindustry trade, the fastest rising portion of global trade, al-

lows countries to specialize in production chains and seek comparative

FIGURE 2.7

Net Foreign Direct Investment Flows to MENA and Other Regions

Percentage of PPP GDP
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Notes: EAP5 = five countries (China, Indonesia, Malaysia, the Republic of Korea, and Thailand) in the East Asia and Pacific region; ECA4 four
countries (the Czech Republic, Hungary, Poland,andTurkey) in the Europe and Central Asia region; LAC4 = four countries (Argentina, Brazil, Chile,
and Mexico) in the Latin America and Caribbean region.
Source: World Bank 2003
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advantage in specific parts of those chains. It also produces extra gains

from international trade because a countr-y can reduce the number of

similar goods it produces and reach economies of scale with higher pro-

ductivitv and lower cost. Its level can thus be considered to indicate a
country's ability to exploit international trade integration more fully.

MENAI share of intraindustry trade is low for all manufactures, at 13.5

percent in 2000 (table 2.7). Compare that figure with an intraindustry
trade share of 77.3 percent for NAITA in 1992-94, 90 percent for the
Asia Pacific Economic Cooperation (APEC) region, and 89 percent for

the EU (Havrvlyshyn and Kunzel 2000).

TABLE 2.7

Intraindustry Trade Ratios for MENA Countries, 1988 and 2000

t' '. ' a . -t. ?: -. r'A r-C... , .I- .,?;,,r _l r fl. re i
: : , ~- - -.. , -"--, .a..1 ... :- - * RlC,;/- X-'Fd.U |||-,i,l-;,IaE

4
T^.f .te

:. l .-- , . 'rrt ' a I~ II7 r 1 -,. . -'t I- S lri;rL ~rL.ie _l I
4

'T

Alger a 0086 0 066 0037 0012 0.135 0.064 0077 0 035
Bahrain 0 032 0 064 0 248 0089 0.286 0.334 0.237 0180
Egypt, Arab Rep of 0.058 0.131 0.027 0070 0 203 0 353 0090 0.181
iran, Islamic Rep o' 0.015 0.160 0.019 0027 0021 0116 0.019 0 075
Jordan 0.060 0.121 0096 0090 0.100 0270 0.089 0 159
Kuwait 0043 0 078 0.095 0069 0 033 0.063 0.063 0.069
Lebanon 0104 0 056 0079 0.052 0 369 0 296 0 262 0168
Libya 0119 0066 0025 0 028 0 006 0041 0.034 0.042
Morocco 0132 0.115 0139 0 319 0156 02i8 0.145 0.242
Oman 0.022 0.146 0.336 0 095 0173 0 246 0.257 0.144
Qatar 0.035 0021 0053 0.073 0038 0099 0 044 0.069
Saudi Arabia 0180 0141 0171 0.089 0064 0.190 0132 0131
Syrian Arab Rep. 0.021 0052 0012 0035 0.064 0191 0035 0109
Tunisia 0125 0 093 0.282 0.361 0 253 0287 0 237 0 292
United Arab Emirates 0135 0 215 0.102 0.152 0123 0 318 0116 0 228
Yemen, Rep of 0 003 00G3 0034 0.052 0.012 0010 0 018 0 029
MENA 0.073 0.096 0.110 0.101 0.127 0.193 0.116 0.135
Labor abundant, resource poor 0 096 0103 0124 0178 0 216 0 285 0165 0 208
Labor abundant, resource rch 0.031 0.073 0.025 0 032 0058 0 095 0.037 0.062
Labor importing, resource rich 0083 0120 0152 0 096 0.086 0.183 0.122 0.128
Memo items
Brazil 0 581 0 565 0A83 0.620 0198 0 436 0 381 0 555
Chile 0337 0 371 0048 0.153 0.309 0 449 0.181 0 300
Korea, Rep of 0468 0.562 0.483 0.579 0.309 0 544 0 401 0568
Malaysia 0416 0.742 0 682 0 649 0433 0.537 0588 0.636
Ta iwan, China 0.510 0 589 0 605 0 630 0247 0.420 0.432 0.571

Note:The Intra-IndustryTrade Index (IIT) is calculated in the products at the SITC three-digit level as follows: iT = 1 - SUM,) IIXjk - Miikl / sum
(Xijk+M1,01 where X,ukand M,,k representthe exports and imports of products from industry in country 1) to country (k), respectively,The index
ranges between zero and one, with larger values indicating a greater level of trade between firms in the same industry.The higher F[T ratios
also suggest gains from specialization in different products are being exploited and that the participating country is increasing its integra-
tion into the global economy. The classifications of product groups are defined as chemicals (SITC 5), machinery and equipment, and trans-
port equipment
Source: Staff estimates based on UNCOMTRADEStatistics.
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Except for Morocco, Tunisia, and the UAE, other MENA countries

have intraindustry trade ratios of less than 20 percent (Yeats and Ng
2000). The resource-poor countries had the highest levels and a fairly
rapid pace of change. But almost all of this was being driven by rapid

gains in Jordan and Morocco, while Tunisia stagnated. The levels are far
lower than those in Brazil, the Republic of Korea, Malaysia, and Taiwan,

China (all above 50 percent) and comparable only to Chile. The lowest

levels were evident for the labor-abundant, resource-rich countries, at
about 6 percent in 2000, although the trend was rising. For the oil-pro-

ducing GCC countries, the intraindustry trade index has fallen in ma-
chinery and equipment, standing at only about 12 percent in all manu-

factures. Some countries have seen a large decline in the ratio (Bahrain
and Oman), while three others have remained virtually static (Kuwait,
Qatar, and Saudi Arabia).

Little Participation in Global Production Sharing

The region as a whole has a large, negative trade balance with OECD

countries in trade in parts and components (US$14 billion), with imports
accounting for about 15 times the value of exports to these countries. In
contrast, China and Malaysia had exports of parts and components to the

OECD that are twice as large as their imports. The MENA region thus
participates little in global production sharing, exporting primarily low-

value finished goods, and importing parts and components for an ineffi-
cient and large manufacturing base-typical of inward-looking, import-

substitution industrial bases (table 2.8). All three country types show
stagnant ratios in exports of parts and components, with some improve-

ment for the GCC countries. In contrast, China's and Malaysia's shares

have gone up 4- to 10-fold.

Tourism and Trade in Services

Underperforming in Global Tourism

Tourism, the main service export of the MENA region, fluctuated be-
tween 3 and 4 percent of GDP during the 1990s (figure 2.8). Some other

regions have done better. The Europe and Central Asia region, a com-
peting destination for tourists from Europe, had a threefold increase in

the share of tourism receipts to GDP, overtaking all other regions.
Also, while world tourism trade has expanded fivefold in the past 20

years, MENA's market share has declined from 3.4 percent in 1987 to

around 2.6 percent in 2000 (figure 2.9).
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TABLE 2.8

The Relative Importance of Parts and Components in MENA Countries

- ~ ~ ~ ~ ~ - J-~~~~~ j- -, .,lo'-LLn. iiJ. m,I.,o . 1 E. __ 1 _ ,.

Algeria 6 7 943 994 26 2.8 23.5 18 7
Bahrain 39 24 156 208 196 69 18.1 165

Egypt, Arab Rep. of 19 54 1,279 2,142 4.3 3.1 23.5 24 7
Iran, Islamic Rep of 8 1 8 941 1,311 1.7 2 2 21 1 25.6
Jordan 25 21 301 276 202 85 21.0 18.4
Kuwait 42 8 437 505 38 0 3 9 15.4 170
Lebanon 3 9 80 242 1S 35 7.6 11.8
Libya 10 6 560 369 38 16 163 213
Morocco 33 105 421 1,231 21 25 144 19.2

Oman 22 45 208 330 8.3 14.0 15.2 188
Qatar 6 17 115 300 111 3.7 16.6 204

Saudi Arabia 73 213 1,941 3,298 3.6 71 135 190
Syrian Arab Rep 1 9 148 338 45 2.7 16.2 215
Tunisia 72 332 330 859 55 7.4 15.8 144
United Arab Emirates 31 208 714 2,919 12.2 10.9 167 208
Yemen, Rep. of 2 1 61 105 47 0 67 155 19.6
MENA 391 1,078 8,635 15,430 5.2 57 171 199
Labor abundant, resource poor 151 521 2,411 4,751 42 4.7 186 193
Labor abundant, resource rich 17 35 2,094 2,748 2.4 25 21.4 219
Labor importing, resource rich 171 508 3,133 7,057 6.1 84 145 19.7
Memo items
China 379 25,409 2,237 16,091 1.9 11.9 11.1 25.6
Japan 34,212 51,583 5,373 17,268 204 20.3 135 21.1
Korea, Rep of 2,841 15,720 5,077 11,128 6 7 18 3 19.4 17 6
Malaysia 452 11,526 1,241 6,959 77 22.5 188 23.1
Singapore 4,425 9,584 4,492 10,877 32.8 23 4 25 1 22.9
Taiwan,China 5,231 21,369 4,265 11,208 11 5 24.3 17.2 171

Note: Parts and components are defined as 62 products in SITC at three- or four-digit level in Revision 2 (see details in Yeats and Ng 2000)
Source: Based on OECD data as reported from UN COMTRADE Statistics.

But with favorable endowment of world heritage sites, home to some

of the world's key religions and civilizations, the tourism potential of the

MENA region remains significant. Regional conflicts may have discour-

aged tourists from visiting in larger numbers, but infrastructure and mar-

keting efforts have proved successful in some countries, such as Jordan.

Falling World Market Share of Trade in Other Services

The MENA region has also been losing world market shares in exports

of nontourism services (figure 2 .10). In contrast, comparators in both the

East Asia and Pacific and Europe and Central Asia regions have more

than doubled their world market shares.
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FIGURE 2.8

MENA Tourism Receipts as a Share of GDP

Percent
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Notes: EAPS = five countries (China, Indonesia, Malaysia, the Republic of Korea, and Thailand) in the East Asia and Pacific region; ECA4 four

countries (the Czech Republic,Hungary, Poland,andTurkey) in the Europe and Central Asia region;LAC4 = four countries (Argentina, Brazil,Chile,

and Mexico) in the Latin America and Caribbean region, MENAI 2 = 12 countries (Algeria, Bahrain, Egypt, the Islamic Republic of Iran, Jordan,

Kuwait, Morocco, Oman, Saudi Arabia, Syria,Tunisia, and the United Arab Emirates).

Source: World Bank 2003.

Labor Migration

While the integration of the MENA region through trade and invest-

ment channels has been stagnant or falling during the past two decades,

its integration with the global economy through the mobility of workers

across national boundaries has been substantial. Labor-abundant coun-

tries in the region, whether resource rich or resource poor, have seen an

important share of their workers earn their living abroad. Labor migra-

tion has contributed to intraregional and interregional integration, cre-

ating two broad and distinct patterns of migration.

First, workers from Egypt, Jordan, Lebanon, the Republic of Yemen,

Syria, and West Bank and Gaza have migrated to resource-rich GCC

countries, predominantly Saudi Arabia.5 These flows were prompted by

the oil booms of the 1970s, which significantly boosted demand for man-

power in oil-exporting countries. As a result, the share of foreign popu-

lation rose significantly in the GCC countries over the 1970s and 1980s

(figure 2.11).
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FIGURE 2.9

World Market Share in Tourism Receipts

Percent
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Notes: EAPS = five countries (China, Indonesia, Malaysia, Republic of Korea, and Thailand) in the East Asia and Pacific region; ECA4 = four coun-
tries (Czech Republic, Hungary, Poland, and Turkey) in the Europe and Central Asia region; LAC4 = four countries (Argentina, Brazil, Chile, and
Mexico) in the Latin America and Caribbean region; MENAI 2 = 12 countries (Algeria, Bahrain, Egypt,the Islamic Republic of lran,Jordan, Kuwait,
Morocco, Oman, Saudi Arabia, Syria,Tunisia, and the United Arab Emirates).
Source: World Bank 2003.

FIGURE 2.10

MENA Share of World Exports of Services
Percent
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Notes: EAPS = five countries (China, Indonesia, Malaysia, Republic of Korea, and Thailand) in the East Asia and Pacific region; ECA4 = four coun-
tries (Czech Republic, Hungary, Poland, and Turkey) in the Europe and Central Asia region; LAC4 = four countries (Argentina, Brazil, Chile, and
Mexico) in the Latin America and Caribbean region; MENA 1I = 11 countries (Bahrain, Egypt, the Islamic Republic of Iran, Jordan, Kuwait, Libya,
Morocco, Oman, Saudi Arabia, and Tunisia).
Source: IMF, various years.
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FIGURE 2.11

Foreign Population as Share of Total, GCC Countries, the EU, and the United States

Percent

45
40-
35-
30-
25 -
20 
15 
10 
5-
0 

GCC total GCC total GCC total GCC total EU average United States
1975 1980 1985 1995 1995 1995

Source: World Bank data and Girgis 2002.

Second, workers from the Maghreb countries (Algeria, Morocco, and

Tunisia) have left the region for Europe. During the industrial boom of
the 1960s, several EU countries, such as Belgium, France, and the
Netherlands, actively recruited workers from the Maghreb to occupy

low-skill jobs in the industrial sector. As economic conditions deterio-

rated in Europe, imnnigration restrictions were tightened, but that only

led to an increase in illegal migration, especially to southern Europe.
Workers from the Maghreb now account for 20 to 40 percent of the for-

eign-born population in the European recipient countries (table 2.9).

So, where trade flows have been weak, migration has had an impor-
tant impact on the sending countries-contributing to incomes and for-

eign exchange earnings from workers' remittances. It has provided an al-
ternative to unfavorable labor market conditions at home. In addition,

many migrants have returned home after some time, bringing back skills,

experience, and savings for investment, all favoring the local economy
(Diwan and others 2003; McGormick and Wahba 1997).

TABLE 2.9

Stock of Foreign Population by Nationality, as a Percentage of Total Foreign Population,
Selected EU Countries, Latest Available Year

,, lunrr, r;k le - jr , W*r

Algeria l 17 - -

Morocco 14 16 12 19 18
Tunisia 1 6 4 -

Maghreb total 16 39 j 16 1 9 18

-Not available.
Source: OECD 2001
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For labor, MENA is one of the world's more integrated regions.
Workers' remittances make up a higher share of the economy (as meas-
ured by GDP) and of foreign exchange earnings (as measured by exports)

in MENA countries than in comparator countries or regions (table
2.10).6 Net migration rates-the number of immigrants minus emi-

grants-are also higher than elsewhere.

Despite migration's importance to MENA countries, it is not likely to
continue to provide an alternative to trade and investment in the long
run. Indeed, it appears to have peaked in the 1980s and leveled off since
(figure 2.12). As a share of GDP, MENA remittance inflows peaked at 6

percent in early the 1980s and have since declined to less than 3 percent.
Although remittance inflows could be affected by shifting portfolio

choices of workers abroad that are influenced by policies of home and
host countries, they can serve as an indicator of long-term trends in the

migration of temporary workers.

Factor incomes, which includes payments for professional services,
also declined sharply over the 1990s (figure 2.13). In Europe, high un-
employment rates, pressures from inflows from other regions, and con-
cerns about potential inflows from EU accession countries contributed

TABLE 2.10

Migration in the Economy, MENA and Selected Comparators

Algeria 85 2.3 -1 80
Morocco 20 1 63 -1.54
Tunisia 92 41 -0 84
Egypt, Arab Rep. of 23 5 3.8 -1 23
Jordan 52 2 218 -0.66
Syrian Arab Rep 6.9 26 -016
Yemen, Rep of 28 5 13 2 0 09
MENA excluding GCCc 213 77 -088

GCCC 5 _ S 91

Mexico 3 6 1.1 -3.26
Turkey 8.9 2.3 -085
Latin America and Caribbean 100 3 3 -1 60
Central and Eastern Europec 12 5 2.8 012
South Asia c 117 1 4 -0.47
Sub-Saharan Africa I 5.3 08 158

-Not available.
a. Latest available period 1994-2000.
b. Average annual net migration per 1,000 inhabitants, 1995-2000: negative implies out-migration.
c. Unweighted regional average.
Source: World Bank data, U.N. 2002.
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FIGURE 2.12

Workers' Remittances as a Percentage of GDP, Egypt and Morocco, 1970-2000
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Source: World Bank 2003.

FIGURE 2.13

MENA Share in Factor Incomes

LMIC share of factor incomes
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Note: LMIC is an aggregate of data for 63 available lower-middle-income countries.
EAP5 = five countries (China, Indonesia, Malaysia,the Republic of Korea,and Thailand) in the East Asia and Pacific region; ECA3 = three countries
(Hungary, Poland, and Turkey) in the Europe and Central Asia region; LAC4 = four countries (Argentina, Brazil, Chile, and Mexico) in the Latin
America and Caribbean region; MENA9 = nine countries (Bahrain, Egypt, Israel,Jordan, Kuwait, Morocco, Saudi Arabia, Syria,and Tunisia).
Source: World Bank data.
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to a tightening of restrictions in European countries. Falling oil prices
and rising unemployment among nationals in the GCC countries, com-
bined with competition from cheaper, unskilled labor from Asian coun-
tries, are also limiting the potential for further regional integration
through labor flows.

Structural and External Constraints to Trade Expansion
in MENA

Explaining the disappointing outcomes described above, trade integra-
tion of MENA countries relative to others is determined by a set of com-
plex factors that include structural features (distance from trade partners,
size of internal market, natural resource abundance), international polit-
ical environment (political conflicts in the neighborhood and partner-

country trade barriers), and policy variables (protection, macroeconomic
policy, and high behind-the-border costs, the latter extending to invest-
ment climate). While the role of policy variables in determining trade in-

tegration outcomes is discussed at length in the next chapter, here we
briefly address the constraints imposed by natural resource abundance
and the international political environment.

Resource Abundance and Trade

Natural resource abundance raises the share of nontraded goods and
protected sectors, at the cost of the development of competitive traded
goods and services sectors, as discussed in chapter 1. Two factors con-
tribute to such a bias against trade. First, natural resources bid up the
prices of nontraded goods and services and often result in overvalued ex-
change rates. Second, rent distribution often favors protection and an
aversion to reform. However, there are successful examples of countries,
such as Indonesia, Malaysia, and Mexico, which have overcome the dis-
advantages of natural resource and increased nonnatural resource ex-
ports, which shows that policies can effectively overcome a perceived
curse. From the MENA region, Tunisia and the UAE may be cited as
good examples of countries that achieved fast diversification away from
oil, although they both began initially with export sectors dominated
largely by natural resources.

Conflicts Impede Trade

Conflict and wars also impede trade (box 2.1). The MENA region has
seen an unusually large number of conflicts over the past four decades-
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BOX 2.1

Conflicts Impede Trade

Persistent conflict sharply reduces trade openness and growth. Frequent conflicts and
militarization are related to the absence of a lasting peace settlement in the region, but

also to several interstate and intrastate conflicts. These events raise the risk perceptions
and decrease the willingness of both domestic and foreign sources to invest in the region.

A recent comparative study of conflict-affected developing countries and a control group

of countries not affected (Gupta and others 2002) suggests that the numerous effects in-
clude slower GDP growth, falling trade, sharply reduced tourism, rising macroeconomic

consequences, large security expenditures, higher fiscal deficits and inflation, and the

crowding out of education and health spending. The compounded effects appear to be a

sharp slowdown in GDP growth in the preconflict stage (-1 percent GDP grow-th
change) and an even sharper decline during conflict (-2 percent). Given the extent and

duration of conflict in the

MENA region, the effects Change in GDP growth
are possibly even greater. Annual percentage change

Other research suggests 4
strong, contemporaneous,

negative spillover effects of 3

conflict on neighbors, with 2

such effects as high as

those of the conflict within 1

a country, with the conti- Preconflict Conflict
guity or nearness (length 0 Postconflict
of common border) a key -1

factor. These appear to
work through general con- -2

tagion as much as through
other channels (such as I 3

trade or labor migration or capital flows). When conflict does end, there is a sharp re-

bound in economic activity (+3 percent GDP change)-signaling the positive effects that

end of persistent conflict might have in the MENA region.

Ongoing staff research on the direct effects of conflict on trade in the MENA region
is strongly supportive of the above findings: even taking policy, geography, natural re-

sources, and other structural factors into account, conflict has a highly significant and
persistent negative impact on trade (and growth). Moreover, there remain strong neigh-

borhood impacts.

Sources:Gupta and others 2002; Ghezal and Lowi 2001; Mesquida and Wiener 2001; Murdoch and San-

dler 2002.
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some 14 years of civil conflict affecting 8 major countries, and some 15

years of cross-border regional and international conflicts affecting 14

countries (figure 2.14).

Partner-Country Trade Restraints

Even though the region enjoys natural proximity to high-income regions

(Europe) and regional and other trade agreements, partner-country re-
straints impose some significant downsides to trade integration in three

areas. The first is international sanctions, which have affected several

countries in the region for relatively long duration, isolating them and
affecting others in a strong neighborhood effect. The efficacy of sanc-

tions and their costs-not just on the directly affected countries, but on
a region as a whole-may need to be reassessed. Second, less than half

the population of the MENA region benefits from WTO membership,
an even worse level than in Sub-Saharan Africa. As of August 2002, 13 of
the 21 MENA countries were members of the WTO, with 5 others in

different stages of accession (Algeria, Saudi Arabia, and Lebanon have

FIGURE 2.14

Frequency of Conflict across Regions, 1945-99
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Note: Data available by conflict were mapped to standard World Bank regional classification. EAP = East Asia and Pacific; ECA = Euro'e and Cen-
tral Asia; LAC = Latin America and the Caribbean; MENA = Middle East and North Africa; SAR -South Asia; SSA = Sub-Saharan Africa. For defini-
tion of violent and nonviolent conflicts refer to http://www.hiik.de/en/index-e.htm.
Source: Heidelberg Institute of International Conflict Research 2003.
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working parties established, and Syria and Libya have submitted formal

requests). Third, even in the regional trade agreements, exclusions for
agriculture, services, and labor and difficult rules and procedures (rules

of origin, standards) have often meant that agreements do not produce
many results.

Conclusions

The MENA region has considerable diversity in country circumstances.
But virtually all have lost ground sharply in global trade and investment
integration. Only labor migration has been relatively strong, but even
here, recent trends are downward.

Structural and external political factors, such as conflicts, sanctions,
and partner-country-imposed constraints, are important in explaining

some of the above outcomes. These have imposed significant costs.

But as is shown in the next chapter, policies remain central and can
overcome these constraints. Indeed, a full econometric investigation of
the interplay of structural, external, and policy factors in explaining

cross-country trade performance, including in the MENA countries,
suggests that such policies remain central-especially trade and invest-

ment climate policies. For example, in two countries sharing the same
level of conflict incidence, differences in policies on trade protection and

business start-up costs account for a large variation in trade performance.
Recent evidence on vibrant export growth (near 20 percent a year

growth between 2000 and 2002) in Jordan shows how a country that is

heavily weighed down by conflicts or other structural factors in the
neighborhood can still benefit from faster trade integration that is policy

driven.

Notes

1. West Bank and Gaza would fit in this group, but data limitations
have not permitted its inclusion in the analysis.

2. Iraq could be included with this group, but data are limnited.
3. Libya would fit in this group too. The United Arab Emirates, a

high-income country in World Bank classification, is included as part of

the GCC.
4. Long-term evidence from global integration in prices and finan-

cial variables, as opposed to trade volumes, also confirms that globaliza-

tion observed in recent history is actually reglobalization to the prewar
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levels (O'Rourke and Williamson [1999] on commodity prices and

Bordo and Flandreau [2001] on financial markets).
5. These are the broad trends. To complete the picture, one might

add Egyptian workers moving to Jordan, workers from West Bank and

Gaza going to Israel, and Egyptian (and other Middle Eastern) workers

going to Iraq.
6. Workers' remittances are an imperfect measure of trends in labor

migration as they are driven by portfolio considerations and are there-

fore not an exact measure of labor earnings abroad.





CHAPTER 3

Identifying the Barriers:
Trade Policy, Investment Climate,

and the Political Economy

A key set of factors within the control of MENA governments relates to
trade policy and the overall investment climate.' In the MENA region,
trade policy (tariff and nontariff) barriers at the border are high, and ex-
change rates are often uncompetitive. Compounding the disincentives to
trade at the border are a range of behind-the-border constraints-typi-
cally the costs arising from inefficient transport, communications, and
transactions with public sector agencies as well as from regulatory barri-
ers to new entry.

The main messages are as follows:

* Protection remains high. Despite some lowering of tariffs and non-
tariff barriers over the past decade, MENA trade regimes have re-
mained among the most protected in the world. Tariffs are relatively
high, and nontariff barriers, including lengthy processes to comply
with customs and quality control standards, are still widespread. The
trade-impeding effect of these barriers has been compounded by
often persistent overvaluation of exchange rates.

* Behind-the-border constraints are considerable. Transport, logistics,
and conmmunication costs are high, effectively raising the costs of
trade. The investment climate generally discourages the start-up of
small and medium firms, which are often critical to success in trading.

* Analysis of the political economy of reform shows why past trade re-
forms have been weak. MENA governments often derive large rents
from oil, strategic aid, and workers' remittances-lessening the pres-
sure for reform. The distribution of these rents to protected state-
owned enterprises, the established private sector, and substantial parts
of the labor forcc employed in these sectors limits the ability to open
these economies and supports to the status quo. The interests of new
job seekers, consumers, and investors in traded sectors of the econ-
omy-the winners from reform-have been too underrepresented,
diverse, and dispersed to achieve effective reform.

95
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* But with slow growth and unemployment, the incentives for reform

are changing.

Timing, Intensity, and Persistence of Past Reforms

MENA countries differ greatly in their policy changes for trade and in-
vestment. Countries vary on the timing, intensity, and time consistency

(nonreversibility) of reforms-which provide some clues in discussing

past trade outcomes and future policy choices and options. On timing,

early and late reformers are a convenient distinction that has often been
used in the MENA context as elsewhere. On the intensity of reforms,

gradual versus intensive reformers are a useful distinction. Finally, on

time consistency, steady versus sporadic reformers is also a useful dis-
tinction.

Structural reforms in the MENA region began in the mid-1980s with

the first fall in oil prices, gathered pace in the late 1980s (1989-91) as
macroeconomic stabilization and associated reforms were initiated in

several countries, and then progressed through the 1990s. Although not
too different from their comparators in 1985, MENA countries (non-

GCC) lagged behind substantially in the next 16 years, particularly in
trade policy reforn and privatization efforts.

Early, Intensive, and Steady Reformers in Resource-Poor
Countries

The earliest reformers were Tunisia and Morocco. Tunisia introduced

as early as the 1970s a number of policies for export promotion and pri-
vate sector development. The main feature was the introduction of the

so-called "offshore" export processing firm, which benefited from trade
facilitation, exemptions from income taxes, and a special customs status.
Further systematic reform began in 1986 with a marked switch from an

import-substitution industrialization path to an export- and private sec-

tor-led growth strategy (Lahouel 1998) and entry into GATT in 1990.

During the 1990s, much of Tunisia's structural reforms continued, cen-

tering around the Euro-Med agreement that it signed in 1995. This

agreement scheduled the gradual reduction in tariffs starting with in-
vestment and intermediate goods. The offshore export platform regime

continued in the 1990s, with both domestic and FDI-led investments

that avoid cumbersome trade and investment barriers. Reforms have

continued at a steady pace with no reversals.
Morocco started its trade reform in 1983 (although shorter-lived pro-

grams began even earlier), when it initiated structural reforms to address
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difficult macroeconomic imbalances, and it joined GATT in 1987. A se-

ries of wide-ranging reforms were implemented in most key sectors, cen-
tered on tariff reductions, exchange rate liberalization, tax reforms, fi-

nancial sector liberalization, and privatization (Hamdouch 1998). In the

1990s, trade reforms continued with a Euro-Med agreement that it
signed in 1996 as an anchor, and it has also implemented some reforms

of behind-the-border institutions, including customs. Significant ex-
change rate overvaluation hurt progress in trade orientation but it has re-

cently improved because of a gradual shift toward more flexible manage-
ment of the exchange rate.

Jordan also belongs to the category of early, intensive, and steady re-
formers. Faced with large external shocks related to the collapse in oil
prices and hence trade and remittances, Jordan began an early macro-

economic stabilization and structLral reform program in the 1984-89
period, including trade, financial sector, and exchange rate reforms. It
was resumed in greater depth in the aftermath of the Gulf crisis in
1991-92 when the return of workers from the Gulf and a sharp rise in
external debt occasioned another bout of reforms. It has continued since,

much stronger since the mid-1990s on trade, privatization, and private
sector development. Jordan signed a Euro-Med agreement in 1997 and

a free trade agreement with the United States in 2002.
Resource-poor countries have thus generally begun their reforms ear-

lier and more consistently. However, in Egypt and Lebanon the pace has

been much slower and the approaches more sporadic. Despite some ear-
lier reform measures going back to the 1970s, Egypt began its most re-

cent macroeconomic stabilization and structural reforms after the 1991
Gulf crisis when the limits of state-led development were reached and a

major fiscal, debt, and current account crisis coincided. Reforms focused
on fiscal and debt reduction and macroeconomic stabilization, along

with trade reforms and privatization. In the late 1990s, however, reforms
were reversed with significant exchange rate overvaluation coinciding
with escalating behind-the-border trade restrictions in customs and

standards, resulting in a sharp fall in trade orientation. More recently, re-

forms have resumed with reductions in tariff rates, the signing of a Euro-
Med agreement in 2001, and-more significantly and recently-the

floating of the Egyptian pound (inJanuary 2003).
Lebanon too was unable to take advantage of its initially relatively

open policies and its resource-poor environment during much of the

1990s. A part of the reason was conflict and its aftermath. Some 15 years

of war and civil conflict (1975-90) left a legacy of massive destruction of
physical and economic infrastructure and weaker institutions. Recon-

struction expenditures and fiscal deficits since then have created large
macroeconomic imbalances, which together with pegged exchange rate
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policies and high interest rates (to finance the growing fiscal deficits),
have dramatically reduced the relative trade and investment integration
of the country. Since 2000, the government has been attempting to re-
duce fiscal deficits, address the large debt overhang, reduce trade restric-

tions, and improve the climate for private investment-but it has a way
to go. Lebanon signed a Euro-Med agreement in 2002.

Djibouti is in a special category because of its low income level, prox-

imity to conflict and famine-affected areas, and few resources other than
its port (and revenues and assistance related to foreign military facilities).

Djibouti has maintained relatively open trade policies, and operates a

free port that serves as an entrepot for Horn of Africa trade. However,

weak institutions related to low incomes and a legacy of high civil service
salaries continue to pose major difficulties in other policy areas, espe-

cially fiscal and macroeconomic positions and the investment climate-
as do adverse neighborhood effects (such as refugees from conflict).

Later, More Gradual, Sporadic Reformers in Labor-Abundant,
Resource-Rich Countries

Similar to the experiences in Egypt and Lebanon, but in some contrast

to the more intensive early reformers in the resource-poor countries,

are the later reformers in resource-rich Algeria, Islamic Republic of
Iran, Republic of Yemen, and Syria. Reforms in these countries have
been more gradual and sporadic. Algeria was faced with massive

shocks in 1986 from the collapse of oil prices, and began some first,

limited attempts at trade reform, which were strengthened over
1994-97. It began a large program, focusing on exchange rate adjust-

ment, trade liberalization, domestic price liberalization, public sector
reforms and privatization, public finances, social safety nets, and agri-

cultural and housing sector reforms (Nashashibi and others 1998), but
reversed itself significantly in 1998 by imposing a 60 percent surcharge

on some imports against the backdrop of civil strife and political un-

certainties. Mean tariffs hardly changed between the late 1980s and

1990s, according to Oliva (2000). Trade reforms restarted in 2001 and
2002 in the context of efforts to gain WTO membership and to sup-
port Algeria's Euro-Med association agreement, which it signed in

2001. Algeria has reduced tariffs, cut maximum tariffs, and simplified
structures. The temporary tariffs of 60 percent are being phased out

over five years, starting with a 12 percent reduction in 2002. The Euro-
Med agreement that Algeria signed in December 2001 envisages a

gradual reduction of tariffs on industrial products over 12 years. Pri-
vate sector investment and participation in housing, water, and energy

are also proceeding.
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The Islamic Republic of Iran's reform efforts began after the end of
the 1988 Iran-Iraq war within the framework of its first and second five-
year plans-in the areas of foreign exchange, reducing quantitative trade

restrictions, relaxing price and quantity controls, and moving toward
trade liberalization. However, attempts at exchange rate unification in
1993 failed, and distortions remained strong with the widening of dual
rates and restrictions. After a deterioration in economic performance
(average growth was less than 2 percent a year during 1995-2000), a se-
vere compression of imports (to make room for external debt repay-

ments as the Islamic Republic of Iran's access to external financing was
severely restricted), and effects of economic sanctions since 1996, macro-
economic reform and structural adjustment was again initiated in 1998.
Reforms have centered on exchange rate unification, which has since
been accomplished, and on extensive trade reforms by replacing nontar-

iff barriers with tariffs, cutting tariffs sharply, removing export restric-
tions, and replacing overlapping sales taxes with a value added tax (VAT)
(Karshenas 1998; World Bank 2001). The Islamic Republic of Iran also
significantly adjusted energy prices recently, although subsidies remain
high. Banking and regulatory reforms remain largely stalled (World
Bank 2003c).

In Syria, a significant trade and investment liberalization episode
started in 1991 with liberalization of domestic and foreign trade, accom-
panied by initially encouraging results (augmented by a major oil dis-
covery). The efforts were not sustained, however, because of significant
reversals in trade and investment policies, its continued multiple ex-
change rate system, extensive nontariff barriers, and regulatory and li-
censing bottlenecks to trade. By 2000, the governunent had once again

resumed attention to trade and private investment climate reforms in the
context of concluding bilateral (Euro-Med) and multilateral (WTO ap-
plication) trade agreements-which included some modest progress to-
ward unification of three exchange rates and some private sector regula-
tory reforms (World Bank 2002a).

The Republic of Yemen has faced major shocks since unification in
1990, including the Gulf war of 1991, the return of 1 million Yemeni mi-
grant workers from the Gulf countries, and renewed civil war in 1994.
Since 1995, the economy has recovered but remains highly dependent
on oil, which accounted for about a third of GDP (in 2000), 76 percent
of revenues, and 90 percent of export earnings. Policies toward trade are
relatively open, and exchange rates are supportive, but the investment

climate remains quite poor-which is reflected in weak rule of law and
property rights, ineffective regulatory frameworks, and problems with
security and conflict (World Bank 2002b). The goverminent began to ad-
dress these issues in 2000 in the context of its poverty reduction strategy.
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Reforms in More-Open, GCC Countries

The six GCC economies have long maintained an open trade system,

convertible currencies with fixed nominal exchange rates, free movement
of capital, and large inflows of skilled and unskilled labor. In addition,
their advanced financial systems have been an important catalyst for pro-
moting their integration into the international economy. With the con-

tinued erosion of oil prices in the late 1980s, most countries initially im-
plemented adjustment policies involving primarily cuts in expenditure,

particularly capital outlays. Despite the expenditure cuts, and given the

severity of the decline in oil revenue, aggregate budget deficits increased.
This phase was interrupted by the Gulf crisis of 1990-91. The GCC
countries emerged from the Gulf crisis in a weaker economic and finan-

cial position at a time when the resumption of the adjustment process
was further complicated by the continued downward slide in oil prices
and a slowdown in global economic activity.

Since 1995 most GCC countries have successfully intensified their
adjustment efforts in response to an unfavorable oil market outlook, by

introducing medium-term plans incorporating balanced budgets by the
year 2000, as well as measures to promote private sector growth and

human resource development. A number of GCC countries have en-

couraged growth in selected areas, such as entrepot trade (the UAE), fi-
nancial services and tourism (Bahrain and the UAE). It is, however, im-

portant to distinguish the relatively greater success in policies to diversify
growth among the smaller GCC countries, in comparison with others.

In the largest GCC country of Saudi Arabia, reform efforts began
much later, in 1999, and have progressed more slowly. Although trade

policies are open, production subsidies have been used extensively to

protect a large, inefficient, domestic nonoil sector, often publicly owned.
The country has begun to consider and in some cases implement a series
of structural reform measures to give more responsibility to the private
sector, liberalize trade and investment regimes, and generally diversify

the economy. The main reform efforts include initiatives to join the

WTO (not yet completed), privatize parts of the dominant state sector,

improve the FDI climate (including the crucial hydrocarbon sector), and
diversify tax revenues away from overreliance on volatile oil prices. In

August 1999, the country established a Supreme Economic Council to

accelerate reforms..
An accelerated program of customs union among all the members of

the GCC has taken effect as of early 2003 with a low common external
tariff of 5 percent-unifying tariff rates across the spectrum from the low
tariffs of the UAE to the high tariffs of Saudi Arabia. This step has been

an important landmark for the GCC, which was established in 1981 to
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integrate the member countries. Adverse trade-diversion effects are ex-
pected to be minimal because trade between GCC countries already at-
tracts no duties, and uniform customs procedures under the customs
union would eliminate additional distortionary effects. A currency union
is planned for 2010, and the Supreme Economic Council hopes to phase
in the membership of the Republic of Yemen, a country with much lower
income levels.

Trade Protection and Competitiveness

Of the many factors that affect trade outcomes, price-related ones are
usually among the most important (box 3.1). The prices of tradable goods
and services are strongly affected by tariff levels and nontariff barriers as
well as by real effective exchange rates, which are themselves influenced
by macroeconomic policies and conditions. There is compelling evidence
that trade protection is high for the developing countries in MENA rela-
tive to their income levels. Comparing over regions and over time, we
find that MENA trade barriers have been the slowest to come down, and
there have been episodes as well of reversals in policy during the 1990s.
Exchange rate misalignments, in several countries and over significant pe-

riods, have also affected trade performance.

Trends in Tariff and Nontariff Barriers

Higb protection. Trade protection can be shown by a variety of measures
reflecting tariff rates and the tariff equivalents of nontariff barriers. Table
3.1 presents data for MENA and several comparator groups using sev-
eral different measures whose derivations are described in the notes to
the table. All the measures show a similar ranking. Key results include
the following:

* Average nontariff barrier protection is higher in the MENA region

than in other lower-middle-income countries; indeed, it is higher
than in all other regions of the world except for Latin America.

* Average MENA trade protection measured in terms of Anderson-
Neary Ideal Measure (Anderson and Neary 1996) is one-quarter
above the comparable average for lower-middle-income countries; it
is also higher than in all other comparator groups.

* Tunisia and Morocco have among the highest protection rates in the
MENA region (and the world) despite several reform episodes since
the early 1980s, while Egypt has the highest dispersion of tariff rates.
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BOX 3.1

How Do Tariffs and Exchange Rates Affect Export Performance in Egypt?

Egypt's exports as a share of GDP collapsed from 14 percent of GDP in 1990 to about
7 percent in 2000, a staggering loss in trade orientation. A recent study attributes this
loss to government trade and tariff policies, and a large exchange rate overvaluation, rais-

ing the antiexport bias and destroying any incentive for local firms to export.
The rate of return on investment for producing for heavily protected local markets

was twice that for exporting, because trade barriers boosted the profitability of produc-
ing for local markets. Rising overvaluation further reduced profitability. Then add to this

other costs, such as customs, inspections, taxation regime, and a host of regulatory bar-

riers, and top it off with high port and transport costs. The result is the export outcomes
seen in aggregate-with resulting loss of potential jobs approaching millions. Galal and
Fawzy (2002) reject the alternative explanation often offered in Egypt (the classic export-

pessimism argument): that firms are failing to export because of the inability of Egypt-
ian firms to compete because of outdated technology, management, techniques, and

marketing strategies, and therefore that these firms would not respond to better incen-

tives. Instead, they suggest firms can only respond to competitive pressures if trade and
tariff reforms are undertaken.

Source: G(alal and Fawzy 2002.

0 On the positive side, Oman and Saudi Arabia, two oil-rich countries,
have lower protection than the average for upper-middle-income

comparators.

Slow decline in MENA tariff banriers. Trade protection in MENA develop-

ing countries has declined slowly in contrast to the rapid decline observed
in other developing country regions (figure 3.1). This kept MENA trade
protection the second highest among developing country regions in the
late 1990s. Evidence compiled by Dasgupta, Keller, and Srinivasan (2002)

also shows little change in average tariff rates (average of six countries:

four as above plus Algeria and Bahrain), possibly even some reversals in
1991-95. Using an indirect approach that accounts for the effect of non-

tariff barriers, Nash and Andriamananjara (1997), in a sample of eight
countries, confirm the finding of reversal for tariff-equivalent of import
restrictions for the group of countries they identify as "Trade Adjustment

Lending" countries (Algeria, Jordan, Morocco, and Tunisia) in an earlier

period, though the restrictions declined in the more recent period, as
found in Dasgupta, Keller, and Srinivasan (2002). A cascading incidence

of customs, valuations, standards, and other nontariff barriers at the bor-

ders have also multiplied high trade barriers (box 3.2).
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TABLE 3.1

Trade Protection Indicators for MENA
(most recent year)

.~ - -! jj,iil { iA 'liaAJ, .. , j ._,_ , ;,,|,7,,r. lko;lritr- '* :.,4',..r J2, .1 -.

Algeria 22.4 15 0 14.3 15 8 20 0
Bahrain 88 - - - -

Egypt, Arab Rep of 20 5 13 8 39 5 28 8 19 0
Iran, Islamic Rep. of 49 3.1 4.2 - -

Jordan 162 135 156 Go -

Lebanon 8.3 12.0 112 - 22 2
Morocco 326 25 4 205 5.5 25 9
Oman 4.7 4.5 1.2 13.1 44
Saudi Arabia 12.3 10.5 31 156 110
Syrian Arab Rep. 210 - - - -

Tunisia 301 263 12.6 328 192
MENA 16.5 13.8 13.6 15.9 17.4
ECA4 12.9 7.2 18.3 12.4 3.5
LAC4 12.2 12.9 6.9 48.4 13.9
EAP5 11.3 8.3 17.9 13.5 6.0
LMIC 15.3 12.5 15.0 13.4 13.2

-Not available.
Notes: Tariff rates used are most favored nation tariff rates. Nontariff barrier coverage refers to the number of tariff lines that have at least one
nontariff barrier.The Anderson and Neary Ideal Measure is the uniform tariff rate that must be applied to the free-trade regime as a compen-
sating variation to return welfare to most recent year of observation (see Anderson and Neary [1996]). The comparators are ECA4 (four coun-
tries in the Europe and Central Asia region-Czech Republic, Hungary, Poland, and Turkey), LAC4 (four countries in the Latin America and
Caribbean region-Argentina, Brazil,Chile,and Mexico),and EAP5 (five countries in the East Asia and Pacific region-China, lndonesia,Malaysia,
Republic of Korea, and Thailand). LMIC refers to lower-middle-income countries (with gross national income [GNI] per capita in the range of
USS746-US$2,975).The comparator numbers are simple averages of the data for the respective countries they represent.
Source: Staff estimates based on TRAINS database (UNCTAD, various years).

Nontariff barriers and quantitative restrictions. There has been much im-
provement in recent years with respect to nontariff barriers in the

MENA region. In Tunisia, the earlier extensive quantitative restrictions

(affecting some 90 percent of domestic output) have progressively been
reduced (textiles, passenger cars, agricultural products), but some items
still remain. In Morocco, most quantitative restrictions have been elimi-

nated. In Algeria, quantitative restrictions have been reduced, although
temporary reversals occur and prior authorization lists still exist for some

items. In Jordan, removal of quantitative restrictions was the main item
of trade liberalization in 1988 and reduced coverage from 40 percent to
7 percent of production; most remaining quantitative restrictions have

been eliminated since 1995. In Egypt, import licensing was eliminated in

1993, and the scope of quantitative restrictions was progressively re-
duced. In Lebanon, some import licensing and multiple authorizations

remain. Syria has several lists of goods with import eligibility require-

ments (public sector, private sector, and two negative or banned lists)
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FIGURE 3.1

Unwe8ghted Import Tariff Rates
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Note: Regional averages are unweighted. MENA average is representative for mainly non-GCC countries, based on nine countries (Algeria,
Bahrain, Egypt,the Islamic Republic of Iran,Jordan, Lebanon, Morocco, Syria, and Tunisia). EAP = East Asia and Pacific region; ECA= Europe and
Central Asia region; LAC = Latin America and Caribbean region; SAR = South Asia region; SSA = Sub-Saharan Africa.
Source: Staff estimates.

BOX 3. 2

Cmn ns;,Va1ua1Han, and Standards. P3ragwess bnd

Customs. Jordan has improved its Customs Department by adopting Automated System for

Customs Data (ASYCUDA)-based information technology, simplifying procedures, in-
creasing transparency in dealing with the public, speeding duty refinds, and enstuing EU-
consistent documents and a green channel for certain imports. Some problems remain, in-
cluding inconsistent application of rules, tariff rates, testing and inspection, and fines.
Accelerated training has played an important role to improve professionalism. Gordan is
now the World Customs Union [WCU]-designated regional representative for MENA.)

Morocco has made progress in customs reform by rationalizing procedures, allowing
single goods dedaration, customs clearance at the importer's premises, and selective in-
spection. Other countries also have been improving their services. Lebanon, for example,
has also introduced a new information system based on ASYCUTDA and other EU-consis-
tent documents and processes. Elsewhere, customs services remain problematic.

In Egypt, enforcement of trade regulations by the Customs Authority requires coor-
dination with a large number of other government agencies, namely the General Orga-
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BOX 3.2 (continued)

nization for Import and Export Control (GOIFC). Organization for Standardization.

Food Control Department, and others. Aihoulh -intended a.s a one-stop inspection, led
by Customns there is no hupplementarvn smn_le-w%indott inspection that harmonizes doc-

urmentation. The procedure is hb73nune and require-, .2 iignarures tfor manual 6i1img Of
- docuinfCilts\ while only- 6 -,re needed For electronic filing. H-lowever. electronic hilunig is not

easil Y accessible. .Xloreo%er. the Customr s Authority is characterlied hb an aggressive ap-

proach to collection rathier than tracle facilitation often dispuung appropriate classifica-

tion and value otf the cargo, inot accepting commercial invoices, mnd suffering tfrom an

oteerall lack of tralIspIrenL that creates an environment of great uncertainty. Ior a reg-

ular goods shipimient w%ith "clean" dolCuments, the clearance timL is aboutlt te to ctven
- -dav<.'thile "unclean" docuwmens talke much longer depending on the circumnitanc-s.

*One transport intermediary we internie' ed cited that Custconms stops every ski pment for
inspection, and that each shipment is insp-.cted on the W..sis of a saiipbni of 10 pcrIent

to 10)0 percent ol the goods in the shipment. In the case of containerized voods. '-irtu-

a.lly all the goods are unsruffed at the port hor inspectinn and are never stuuffed agalin into

the container for the inland mo%emrnt.

In the Repubilic of Ylmnien, although services hive larely improved, duty drawbhack

*mechanisms art still overl1 restrictive ad corplicatud.

In Tuniiaa. %thich ib further ahead than mos~t MXIENA couwrries in trade ser-ices, cus-

toms tormalites are (sa;lrprk'minglv'k view%ed *aS coinplex and time-consuing ila nd regula-

tionis and bureaicratic procedures is nontransparent.

Ibluationi The mnove awav from administratiNve c-usto?ms va,luation remauns mixed, as is most

evident fronm the problems noted in Ep-pt. Moro cco ha-s reduced considerably its incidenet
of adimiinisrrative praciuces. but in Algeria. minimum7 dutiablt Values %%cre introduced in

1 996 and expanded tfinal co:,nsuLMer goods, food, and textiles). In Syria, the application of

- customms exchane. rates different frcm impcirt settlement has bleen northcr exa.mple oftad-

minrrsrative vl3uation, and similar incidenccs are also found in Tunisia and Lehanon.

Stnhdnrdtls The system of standards has become'the niost signiificant nontaritf barrier in

Egnpt. TI: hese standards often lack international eqwvalence. and many wtere created to

enforce quality norms Qithout close relevance to health or sifery protection. In addition,

resting and certificatuon procedures arc lengthy and cost 15 t o 91 percent compliance

costzs lor food), and are estimated to have reduced exports by QJ percent. Else%there. jor-

d:an'; prodUct standards till have to be revised to c rifornm to internationial standards 3nd

inspection procedures need to be simpblfied. Lebanon .5till applies a series of standards

based on-n'aticonal normis, thereby restricting trade. Progress has, hot exver. been flaster in

\Alorocccia3nd Tunisia where most standards isoine SIU percent) are now% based on inter-

nitionil norms. But controls to verml colntformnty with technical rtgulations and health

norms remain especiallY problematic in Tunisiai.
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with a general licensing requirement for all imports (Devlin and Yee

2002; IMF 2002; WTO various years).

Trade Transaction Costs in the MENA Region:
An Exporter's Perspective

Zarrouk (2003) reports on a survey of randomly selected import/export

companies from nine MENA countries and jurisdictions (Egypt, Jordan,
Israel, Lebanon, Saudi Arabia, Syria, Tunisia, the UAE, and West Bank

and Gaza). The focus of the survey was the burden of regulations on
trade transactions. Some of the answers provided by the respondent sam-

ple of 250 companies are as follows:

* Trading costs (excluding customs duties and domestic taxes on im-
ports) average some 10.6 percent of the value of trade. These costs
arise from such sources as customs clearance, bribes, certification
processes relating to product standards, transshipment regulations,

and entry visa requirements. Given that the weighted average tariff
for the region is around 14 percent, this means that other sources add
a significant layer of additional protection.

* Customs clearance procedures and public sector corruption are
recorded as being the two most important contributors to the addi-
tional costs of trade (table 3.2).

* Companies spend an average of 95 person-days a year dealing with
trade transactions. About 10 percent of respondents have daily con-

tacts with customs and other officials.

TABLE 3.2

Survey of MENA Exporting Firms: Ranking of Trade Costs

' -' --'it -

Customs duties 1 3 0 1.1
Domestic taxes 2 2.6 13
Customs clearance 3 2.5 1.1
Public sector corruption 4 2 4 1 4
Inspection,conformity certification 5 2.2 1.3
Transshipment, regulatory measures 6 21 1 3
Entry visa restrictions (for business) 7 1 8 1.5

a. Average. Responses were scaled from I to 4, where 1 implies the constraint is not costly and 4 means it is prohibitive. Constraints with score
equal to or greater than 1.8 are retained.
Source: Zarrouk 2003.
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A large number of documents and signatures are required for standard

trade transactions (table 3.3). These add significantly to administrative

and time costs and create more bribe-taking opportunities.

Exchange Rate Misalignment and Decline in
Competitiveness

MENA countries have lost market shares in world nonfuel exports sinice

1980 (figure 3.2). Moreover, disaggregating by type of export suggests that
this loss in market share was pervasive (table 3.4). MENA lost market

TABLE 3.3

Typical Number of Documents and Signatures Required to Process a Trade Transaction
in MENA Countries

r * ~- . I i [I, ,e, - lJ ..- , , ,- , '. . r l , gr.. r JF .

inF.:.r i-.,,,,[ :,I -,ri

Air freight 5 5 10-20 8-10
Sea freight 6 5 12-20 0
Road transport 5 5 ti-is tI-l S
Source: Zarrouk 2003.

FIGURE 3.2

Decline in MENA World Market Share of Nonfuel Exports
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Source: Bank staff estimates based on WDI (World Bank 2003b).The Europe and Central Asia and Sub-Saharan Africa regions are not shown be-
cause of the lack of data. MENA countries are the geographic region of MENA according to the World Bank definition.
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TABLE 3.4

Percentage Share of Regions in Developing Country Export of Manufactures
by Category

Region 1980 l1995 1980 195 980 1 9t 1980 I 99S 1980 l9S

East Asia 66.50 75 30 44.60 5.0 76.90 77.30 72.30 73 30 9010 905
South Asia S 20 3.70 S.00 S0 8 90 7.30 2.30 l 60 l 20 06
Latin America and Caribbean 19 40 15.20 3.0 280 iOo00 9 40 18 70 20 20 S 80 8.00
MENA 4.90 3.60 10.10 7 50 2 20 4.60 310 2.80 0.70 0.60
Sub-Saharan Africa 400 2 20 6.60 6.10 210 1.50 3.60 2.10 2.20 0.30

Note: Resource intensive includes manufactures such as processed foods and tobacco, simple wood products, refined petroleum products,
dyes, leather, precious stones, and organic chemicals (67 SITC three-digit items). Low technology includes manufactures such as textiles, gar-
ments, footwear, other leather products, toys, simple metal and plastic products, furniture, and glassware (49 items). Medium technology in-
cludes manufactures such as automotive products, industrial chemicals, basic metals, standardized machinery, and simple electrical and elec-
tronic products (69 items). High technology includes a fairly small number of research and development-based products such as
pharmaceuticals, computers, transistors, and other advanced electronics, complex electrical machinery, aircraft, and precision instruments (20
items).
Source: Lall 1999.

shares in resource-intensive exports, for which it had a relatively large ini-

tial share; most of this loss was captured by East Asian countries. In

medium-technology industries too, MENA failed to keep its market

shares; the relative gainers here were Latin America and East Asia (and
now, increasingly, Eastern Europe). In high-technology sectors, MENA

shares were in any case low and there was no corresponding improvement.
The only sector showing some gain was labor-intensive, low-technology

exports, where export shares doubled from a low base. This gain may have
resulted from the MFA, which has limited contestability in the world tex-
tile and clothing market and rationed trade by quotas.

When losses in market shares are across the board as seen above,
there is a strong presumption that competitiveness has been hurt by ex-
change rate misalignment and overvaluation. Recent assessments of eco-

noinic policies and performance in developing countries have underlined

the crucial issue of the management of the real exchange rate. Though
the "real exchange rate" is not a direct policy instrument in the hands of

authorities, it can be manipulated in part by actions taken with respect to

the nominal exchange rate.2 In general, countries that avoid real ex-

change rate overvaluation tend to be more successful in promoting man-
ufactured exports.

The MENA experience with real exchange rate misalignment has

been reviewed recently by Nabli and Veganzones-Varoudakis (2002).
They show that, during the past three decades, the MENA countries in
their sample experienced substantial overvaluation of their real exchange

rate-around 29 percent a year from the mid-1970s to the mid-1980s,



ldentifying the Barriers: Trade Policy, Investment Climate, and the Political Economy 109

and 22 percent a year from the mid-1980s to 1999 (table 3.5). In general,
the extent of overvaluation did not seem to have significantly decreased
during the 1990s-contrary to the experience of Latin American,

African, or Asian economies.

Meanwhile, exchange rate volatility has generally been lower in the
MENA region (table 3.5), which can surely be explained by the less flexible
exchange rate regimes of these countries. This conclusion should be nu-

anced, however. In particular, during the second subperiod (1985-99), the
volatility of the exchange rate in the MENA region is not too different from

that in Latin American countries, and is higher than in Asian economies.
The effect of the overvaluation and misalignment of exchange rates

on exports is demonstrated more formally through an estimated equa-

tion relating exports to a number of variables, including exchange rates

for a panel of 53 countries from 1970-80 (depending on the country) to

1999, for both total exports, and manufactured exports (Nabli and Veg-

anzones-Varoudakis 2002).3 The estimations confirm the negative im-
pact of exchange rate misalignment on both total and manufactured ex-

port performance in the countries studied. The elasticity of exchange
rate misalignment is rather strong in the case of manufactured exports

(-0.72), but smaller but still significant for total exports (-0.10). The

weaker elasticity in the latter case can be explained by the fact that total

exports of goods and services include products that are less sensitive to

exchange rates-such as oil products and other primary goods, which are

often owned and managed by governments.

TABLE 3.5

Average Misalignment and Volatility

MENA 29 7.9
Latin America 20 112
Africa (CFA) 61 12.7
Africa (non-CFA) 29 11.3
South Asia 43 13
Southeast Asia 10 5.4

9. ' _. .4-1 ~~~~~~~~~~~~~ I 11 -1 ~~~~~~~~~' - "~Ith '"J.......,¢**.Y SZS2 flr.i.nXr ;b.- E.* *LZf. !' L,. 1 mL;'r;s§+'.-.. '^ ;'i - <-: . E _ ,'t'n

MENA 22 12.4
Latin America 10 12 9
Africa (CFA) 28 14.5

Africa (non CFA) 13 16

South Asia 1 5 8.3
Southeast Asia 5 8.6

Note: CFA refers to French franc zone countries in Africa.
Source: Nabli and Veganzones-Varoudakis 2002.
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For the MENA region as a whole, exchange rate policy explains losses

in competitiveness and in manufactured exports. Real exchange rate

overvaluation has reduced, on average, the ratio of manufactured exports

to GDP by 18 percent a year. Manufactured exports, which averaged 4.4
percent of GDP from 1970 to 1999, could have reached 5.2 percent of

GDP if no overvaluation had taken place. These losses were more con-

centrated in the 1970s and 1980s than in the 1990s, because of the higher

overvaluation of the currencies during those two subperiods.
Some countries with a more diversified export base, such as Jordan

and Morocco (table 3.6), had the highest losses because of misalignment

during the 1970s and 1980s. Because of its high level of manufactured

exports, Tunisia still incurred a large loss during the 1990s despite a rel-

atively low level of misalignment. In the major oil-exporting countries,

the Islamic Republic of Iran and Algeria, the large overvaluation of the
currency has certainly contributed to the low diversification of their ex-

ports away from oil. But the losses, as measured here, appear small given

the low initial level of manufactured exports.
Finally, a significant reason for the persistent misalignment and over-

valuation of exchange rates in the MENA region is closely associated

with pegged or fixed exchange rate practices. Virtually all MENA coun-

tries have followed de facto or formal pegged nominal exchange rates,

with only some recent changes toward floating exchange rates (Levy-

Yayati, Sturzenegger, and Reggio 2003). This is related to a general fear

of floating. While the gains may have been in terms of reduced inflation,

TABLE 3.6

Cost of Misalignment on Manufactured Exports, Selected MENA Countries

Years ExpM Mis Costa ExpM Mis Costa ExpM Mis Cost,

1970-79 3.0 1.79 -1.7 27.0 1.1S -2.9 3.0 1.42 -0.9
1980-89 1.5 1.59 -0.6 190 1 22 -30 4.0 1.24 -0.7

1990-99 3.3 1.08 -0.2 37.0 1.09 -2.4 7.0 1 84 -40

1970-99 26 1 49 -0.8 276 l.15 -2.7 45 1 49 -18

Years ExpM Mis Costa ExpM Mis Cost4 8xpM Mis Costa

1970-79 26.0 1 57 -10.5 16.0 1.49 -57 250
1980-89 43 0 1.31 -94 390 1.08 -2.4 49.0 1.03 -1.0

1990-99 490 1.09 -3.1 53.0 1 1 -3.7 750 1.16 -8.7

1970-99 39.1 1.25 -77 36 1 1.21 -3.9 49.6 1.09 -48

a. Cost is the cost of overvaluation as percentage of total exports.
Note: ExpM is the ratio of manufactured exports as a percentage of total exports. Mis is the average misalignment over the period expressed
as the percentage rate by which actual real exchange rate exceeds"equilibrium' exchange rate. Positive (negative) values mean overvaluation
(undervaluation).
Source: Based on Nabli and Veganzones-Varoudakis 2002.
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the tradeoff clearly has been to hurt GDP growth and trade. In develop-
ing countries, pegged exchange rates (both short and long) have been

significantly and negatively related to per capita output growth (Levy-

Yayati, Sturzenegger, and Reggio 2003).

Behind-the-Border Constraints

Integration is not only a function of trade barriers and macroeconomic

policy. The process of integration involves a prior phase of investment

supply response that is influenced not only by border price signals but
also by a host of behind-the-border investment climate factors that affect
the domestic costs of production (box 3.3). One important class of such

constraints includes barriers to entry imposed by regulatory policies and

institutional practices.

Barriers to the Entry of Firms

Business dynamism is affected strongly by how easy it is to go into or out
of business.4 The more difficult it is to set up a business, the less likely it
is that potential entrepreneurs will make the necessary investment of

time and effort. In particular, high costs of entry are likely to deter the
setting up of small and medium enterprises, which are usually a signifi-

cant source of new employment. It has also been found that business
entry costs and regulations are a critical determinant of the export of

manufactures (Tybout 1997), probably because such exports are often
initially undertaken by small and medium enterprises.

Some recent evidence shows also that high entry costs are a significant

deterrent to FDI, and thus to trade (World Bank 2003a). The higher the
entry costs, the lower the inflows of FDI (figure 3.3). It may be surmised

that high entry costs deter domestic investment as well, especially that
forthcoming from small and medium enterprises.

How high are the barriers to entry in the MENA region? Some in-
dicative data on the costs of setting up a new business have recently been

compiled for a large sample of countries, including 11 MENA countries.

These data show the following (table 3.7):

* In terms of number of procedures, MENA countries are on par with
LAC4 and have a greater number of procedures compared with EAP5

and ECA4.

* Though the duration of procedures in MENA is at the lower end,

markedly lower than EAP5, MENA entrepreneurs lose out in bearing

a distinctly higher cost.
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FIGURE 3.3

High Entry Costs Inhibit Foreign Direct Investment Inflows

Partial correlations controlling for
market size, human capital,
and macroeconomic stability
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Entry costs

Note:The entry cost measure used in the figure refers to the costs of obtaining the necessary permits and licenses and other procedures re-
quired to set up a new establishment.See Djankov and others (2001)
Source: World Bank staff.

* Four of the 11 MENA countries (Egypt, Lebanon, the Republic of

Yemen, and Saudi Arabia) are in the costliest 20 percent among the

110 countries for which survey results were available).5

Significant barriers to entry are also often imposed on cross-border

investment flows. A recent survey (Zarrouk 2003) found the typical im-
pediments to intraregional investments in MENA (table 3.8) as ranked

by potential investors.
Trade also is affected by the costs and reliability of logistical services

provided by ports, customs authorities, and transporters. Box 3.4 de-

scribes how the activities of one garment exporter in Jordan are affected

by various logistics issues. More generally, logistics in MENA have the

following characteristics that bear on the region's competitiveness in

world trade and investment.

* Freight costs (inclusive of insurance). These costs in MENA countries are

the second highest among world regions, higher than in South Asia,

East Asia, Latin America, and middle-income European regions. For

example, freight costs place a 19 percent cost handicap on MENA ex-

porters compared with their middle-income European competitors.
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TABLE 3.7

Cost of Complying with Official Requirements to Set Up New Businesses

,t .. &jr.n - - - - Jr,i't...d r . ;. r4j I,& :;~7iTi T~i~,;'

Algeria 18 29 35.7 0605
Egypt, Arab Rep 13 52 76 3 0.816

Iran, Islamic Rep of 9 69 10.9 0.201

Jordan 14 89 480 0.706

Lebanon 6 46 116 0 0.871

Morocco 13 62 18.6 0431

Saudi Arabia 13 99 1529 0899

Syrian Arab Rep 10 42 16.9 0366
Tunisia 9 47 213 0495

United Arab Emirates 10 29 244 0.559

Yemen, Rep of 13 95 316.6 0.972

MENA 12 60 76.1

EAPS 10 72 16.1

ECA4 10 66 34.0

LAC4 12 59 14.2

Notes: LAC4 = fourcountries in the Latin American and Caribbean region-Argentina,Brazil,Chile,and Mexico;EAPS =five countries in the East
Asia and Pacific region-China, Indonesia, Malaysia, Republic of Korea, and Thailand; ECA4 = four countries in the Europe and Central Asia re-
gion-Czech Republic, Hungary, Poland, and Turkey.
Source: World Bank staff estimates based on surveys available at http://rru.worldbank.org/doing business/default.aspx; World Bank 2003d.

l" 4 09o'3t3P%% 4;t~ ' :
Investment Climate in Morocco.

A re&ent borld Bank Firm Analy-sis and Compertiteness Sawnev otfllorocco Icovering
859 enterprises) and its comparison to similar surveyvs in China, India. and Thailand pro-
'ides a perspective on underlying causes of the region's 'teak investment climate.

Specitic weaknesses in the investment climate in-Xlorocco include:

* Limnited entyy. In Morocco it takes I 3 permits. to open a business, relatve to I() in
Indiac-6 in China. and 3 in Thailand. The iimedian number of dass reqwrcdi in this 
proces&is'0l in'China and Thailand.tdimpared with 5' in Morocco.

* Highg hborcosits. Rdlative 6i5'China and-India3-;'age'rares in M\orioccan manufacturing
plants are twice as high whilel labor p'roductvity is roughly comparable with China
and slightix higher than India: This is' turther undeNcored-bv a real exchange rate ap-
-pr&ciationrof 42 percent'relaove to Chmiaand,64 percent relative to India over the

past decade. For skil.led and unskilled production %%orkers; Mtoroccan emplovees hase
' less education on average than similar emnployees in Thailand or lndia. In addition.

- rB..v ,ennrt,lic' na ii, /te ibg m pzae.
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BOX 3,3 (continued)

there is much less training available in Moroccan firms, relative to other emerging

market economies. In the industries surveyed, about 40 percent of Korean firms have

formal training programs, and 30 percent of Thai and Indian firms have training pro-

grams, but only about 15 percent of Moroccan firms have such programs.

* Low-quality, costly infrastructure services-particularly telecoinmunications and

transport. Telephone lines per 1,000 people in the largest city in China are roughly

three times more costly than in Morocco (although recent reforms as a result of

telecommunications liberalization have led to a large increase in mobile phones) and

the cost of shipping a container of textiles from Morocco to the United States is twice

the level in China. Moroccan firms also pay about twice as much for energy as firms

in Thailand or China.

* Limited access to finance. Moroccan manufacturing firms are financed overwhelm-

ingly from owner equity and retained earnings. For the typical balance sheet, only 20

percent of financing comes from the banking sector, relative to India (36 percent) and

Thailand (47 percent). Interest rates are also high in Morocco, 13.3 percent, in com-

parison with 5.9 percent in China, and 7.8 percent in Thailand. Not surprisingly, in-

vestment rates in Indian and Chinese firms have been considerably above investment

rates in Moroccan firrns.

* Low levels of innovation. Morocco lags far behind China in research and develop-

ment spending by firms. Only 5 percent of the firms sampled in Morocco report any

research and development spending. Only 9 percent of firms have an ISO (Interna-

tional Standards Organization) 9000 certification or are in the process of obtaining

one (the ISO certification ensures that a firm is meeting international technical stan-

dards in its production process). Firms in Thailand spend about 6 percent of sales on

research and development, and those in China spend 2 percent.

TABLE 3.8

Rankings of Constraints to Intraregional Investment in MENA

Constraint Rark

Legal system enforcement I
Agency law restricting business to nationals 2
Prohibited foreign ownership of real estate 3
Limitation on foreign ownership 4
Government corruption and red tape 5
Tax system and fees 6

Source: Zarrouk 2003.



Identifying the Barriers: Trade Policy, Investment Climate, and the Political Economy 115

The cost of insurance and freight (CIF) and free-on-board (FOB)

shipments, as a measure of shipping costs, for MENA countries
(Bahrain, Djibouti, Egypt, the Islamic Republic of Iran, Jordan,
Kuwait, Libya, Malta, Oman, Qatar, and Republic of Yemen) ranges

from about 1 1 to 15 percent, compared with 5 to 10 percent in other
developing countries (Argentina, Bolivia, Brazil, Chile, China,

Colombia, Mexico, the Philippines, the Republic of Korea, South

Africa, Turkey, and Uruguay).

* Customs clearance time. Median customs clearance time in the MENA
region averages 5.5 days and is 2 days longer than the developed

country benchmark and significantly greater than in such compara-

tors as Chile (3 days), Mexico (4 days), and Thailand (4 days).

BOX 3.4 -

Jordanian Garment Exporter Faces Difficult Cross-Border Procedures

A case stud%- c. lopiscics tor this report tbcused on Lhe probleniis of a Jordanian garmcnt

exporter. This is a malor exporter in Jordan wLith tw ofacilires located in Jordan's quili-

h-ing industrial zones iQlZs., in Amman aund L-bid. The company also has a sister coni-

pany Lhat prc6Lduces yarn for the grarment market: and provdes its raw materials. Clients

are basel in the l!nuted Stares and Europe, including larget and K Malrt. The transac-
no-n srudied w%-asa consignient of (J,0O() pieces of corton shirts ordered by a LTS. buyer.

The company prefers to do business on letter-of-credit (LC) termis for established as %-ell
as new cuitoiners. and so a conact at sale is don' rupusuio this mechanism. Ihe iorder
is prbcessed once the LC !s accepted, followed b%- planning and organizing the produc-

tion logistics. Samples are produced and tested to ensure qualint comiipliance and control
gi0en the different colors and1 sizcs Specified in the order. T-he icovirity takes about 4

*%eekls to complete; by the nme it is conipleted 28 days have elapsed.
-Raw material inputs are largely- sourced fromi a sister company through raw corton

fromi Eg-pt :and S!Ti3 that is transported by ship to Aqaba and trucked Inland. This tex-

tle comipainv therefore keeps no inventonr of yarn, aind purchases the material on rhe
basis df productioni demamd. Howk everi accessories suchi as bLittons. sewing threads, pnce

stickers, naime labels, size labels. polvcthvlene bags. and so forth, are sourced from
abroad aS per the contract. Accessories are tlow%n In on ijust-in-nrme basis from Hong

* Kong. China, at a cost of LISS2 per kilogram, and sonmetimes by courier 3t a cost ot
LUSS10 per kilogranm inclusike of cuctoms clearince sernice. Given the size of the order

cQO,000 piece of- shirts), the airfreight cost is 11$SI00!A0. Production times f;r this order
require 3) dayls of knitting. dyeing, cutting, inspecting, sewing. Ironng. inspecting, pack-

,. - ' ~~~~~~~~~~~~~~~~~tI,'Tl lr Litl l;.'1, 1/, ft,l.l . c i e,; f1r 1
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BOX 3A (continued)

ing, and re-inspecting. Typical production rates are 3,000 shirts a day. Shortly before
completion, preshipment preparation begins by coordinating shipping logistics with the
buyer, who is taking delivery of the order at the Port of Haifa. The company contacts
the buyer to finalize shipping arrangements and instructions are given to the buyer's
nominated freight forwarder who in turn coordinates with the shipping line to release
the empty forty-foot equivalent unit (FEU) container.

Why Haifa? Jordanian exporters are increasingly being requested by buyers to place
shipments at Haifa for transfer of cargo ownership and shipping. Two exporters inter-
viewed for this study indicated that their orders are shipped through Haifa rather than
Aqaba, a practice adopted because of better service frequency even though the liner rate
is more expensive than that of Aqaba. This routing also involves a land-border crossing
to Israeli territory and the attendant problems of border inspections. Jordanian and Is-
raeli custorns procedures combined require additional documentation. The company
prepares the documents for export, such as commercial invoice, certificate of origin,
packing list, export dedaration, and additional documents required for transit through
Israel. Importantly, each container is to be treated as a single shipment, and so four sep-
arate sets of documents are generated, as required by Israeli customs. Once the freight
forwarder notifies the truck operator to pick up the empty containers from the shipping
line's container yard in Amman, and delivers them to the plant, the cartons of shirts are
packed. Documents are also handed over to the nominated freight forwarder who will
facilitate the transit through Israeli territory.

Cross-border formalities begin once the container is trucked to the border at the
bridge. The trucking time is short, taking only one hour, with a total charge of
US$1,120, or US$280 per container. At the bridge, the nominated freight forwarder
(or his clearing agent) hands over the export declaration form together with other doc-
uments to Jordanian Customs officials. Once approved, the documents are handed
back to the clearing agent, and the truck moves to the Israeli side of the border to meet
up with Israeli Customs officials. At the Israeli Customs station, the set of documents
is handed over for inspection, and the container is transferred from a Jordanian truck
to an Israeli truck. Since the Israeli side of the border only processes 15 trucks a day,
a consignment of 4 containers may be caught by the processing limit if it reaches the
bridge during the latter part of the day. In this case, the full consignment is processed
the next day.

A journey to Haifa takes only 1.5 hours, because the distance is short, and the convoy
of trucks travels in bond until it reaches the container terminal. Costs of haulage from
the bridge to the Port of Haifa are nearly US$1,000 per container, and so the total cost
for the four containers is about US$4,000. The containers stay in the terminal for two
days before they are loaded onto the container ship, with terminal charges of US$180
per FEU. After 23 days, the container vessel arrives in New York with total ocean
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I BOX 3.4 (continued)

; charges tor the four containers at US$9.200, or US$2,300 per FEU. The transaction is
completed %%hen the containers are unloaded and.cleared through the New% Nork termi-
nal and transported to the buyer"s distribution center.

This logstics chain is relati"elv trouble free %kith the exceptoon of the cross-border
* procedures required to export through the Port of Haifa.. Air freight for lust-in-time de-
* lioef ot accessornes is the most costly link- in the logistics chain, although total logistics

cost are only 6.7-percent of. the landed product -rice.

Source: De% [Ln jnd Ice 2'02.

Political Economy of Trade and Investment Climate
Reform

Why have trade policy, and investment climate, reforms been slow and
not shown much progress in many countries in the region despite rela-

tively long-standing, known benefits of such reforms? The fundamental
reasons are to be found in political economy factors.

Past Winners and Losers in the Political Economy of Reform

A coalition of relatively powerful constituents has stood to lose from trade
and investment climate reforms to open the economies in the region.
These constitute primarily powerful public sector agencies that often con-

trol the trade and investment gateway points (customs, taxation, standards,
and certification), public sector enterprises (manufacturing and services

providers in telecommunications; ports; stevedoring; road, sea, and air
transport; banking; and utilities) and their workers and unions, and private
sectors in protected import-substitution activities. State-owned enterprises
still represent on average about one-third of GDP in the region (Petri
1997). At the same time, agriculture too is heavily protected, and the rural
sector, both large and small farmers, constitutes another strong element of

support for the status quo. There is no strong incentive for the political
leadership to trade reform in the presence of such strong, vested interests
in the status quo. The current system of distribution of rents from oil and

aid flows has seemingly been sufficient to keep this coalition in place.

At the same time, a large section of civil society, media, and intellec-
tuals, usually representing the better educated, have also shared in strong
protectionist and nationalistic tendencies. This is consistent with the
findings of political economy studies elsewhere (Mayda and Rodrik
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2001), which suggest that in poorer countries, the social views of the bet-
ter educated can often lead to an identity of interests with business and
bureaucratic elites despite the fact that the educated elite stand to gain

from more open and competitive economies. This is the opposite, for ex-
ample, of the case in richer countries where the relatively skilled and ed-
ucated tend to be strong supporters of trade and investment reforms and
the relatively unskilled oppose such reform.

The potential winners from reform tend to be poorly organized and
have little political clout-unemployed workers, new entrants to the
labor force, educated youth, and small existing or new manufacturers in

new export-oriented industries and services.
The incentives to trade liberalization have thus been weak economi-

cally and politically. The static losses to powerful current interests have

been perceived to be larger than the prospective dynamic gains to future
generations; and current conditions may not provide sufficient gains
from integration without deeper reforms. And even if the economic in-
centives are strong, the political incentives have been weak-in the ab-
sence of a crisis (Galal 2000).

Some Empirical Evidence

In MENA countries, the measured evidence suggests high pressure of
import substitution lobbyists, and a weak base of support for trade liber-

alization (such as exporters).
The first generation of theoretical and empirical models in the litera-

ture has focused on structural reasons. These have generally argued that
trade is restricted because politically influential groups seek such inter-
ventions to improve their welfare. Mayda and Rodrik (2001) also ad-
vance other reasons why trade restrictions may be favored: as a means of
reducing costly redistribution and as informationally efficient. Cross-
country studies of political economy barriers to trade reform are, how-
ever, few. Nabli (1990) in a study of 51 liberalization episodes in 1950-80
identifies five factors that are critical in the process of trade liberaliza-
tion: the power of import-substitution industries, the strength of export-
oriented industries lobbies, the time lapsed since the beginning of the
import-substitution regime, the size of the country, and leadership com-
mitment and role.

To find empirical support for the influence of competing lobbies, im-
port-substitution industries, and export-oriented industries, we examined
evidence from the recently available trade and production database from
Nicita and Olarreaga (2001). This allows the construction of more accu-
rate measures of power of lobbies than was possible before. This advantage
comes from the concordance of international standard industrial classifi-
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cation (ISIC)-based industrial production with SITC-based tariff and
trade data. Based on a sample of 24 developing countries for which full
datasets are available, we test the association between the power of the im-
port-substitution industries and the export-oriented industries lobby in the
early 1990s with the level of trade protection in late 1990s. The power of

the import-substitution industries lobby is measured by the share of value
added in industries (three-digit ISIC) that enjoy an import tariff rate of 15
percent and greater, but export less than 20 percent of output. The power
of the export-oriented industries lobby is measured by the share of value
added in industries with at least 20 percent production that is exported.

That the power of the import-substitution industries lobby is associated
with higher degrees of protection is evident from figure 3.4. The positive as-

sociation between the size of the export-oriented industries lobby and lower
levels of trade protection are seen in figure 3.5. Contrasting the power of the

demand and supply of pressure for endogenous determination of reforms,

figure 3.6 points to the fact that greater trade liberalization is associated with
a weaker import-substitution industries lobby and a stronger export-ori-

ented industries lobby. The two MENA countties included in these charts,
Egypt and Morocco, display high pressure from the import-substitution in-

dustries lobby and weak liberalization lobby pressures.

FIGURE 3.4

Import-Substitution Industries Lobby Keeps Protection Rates Higher in Egypt and Morocco

Uniform tariff equivalent,
relative to free trade, late 1990s

0.40

Morocco
0.35

India
0.30 p

0.25 Mex*EO Ch in.
Costa Rica CIna * Fgy

0.20 -Urug-uay Cameroon * V
0.2 ru y Colombia _ Kenya

^ ~~~~Araentina P | l ]_ 0.15 United States ' In onesia

Turk outh Africa
0.10 C

olvia
0.05 Malaysia Sri Lankd Thailand

Si gapore Hungary * Philippines
0 0 S

0 20.0 40.0 60.0 80.0 100.0

Power of protection lobby, early 1 990s
Source:Staffestimatesbased on Anderson-Neary Ideal MeasureandTradeand Production database.



120 Trade, Investment, and Development in the Middle East and North Africa

FIGURE 3.5

Export-Oriented Industries Lobby Helps in Lowering Protection

Uniform tariff equivalent, relative to free trade, late 1 990s
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FIGURE 3.6

Endogenous Determination of Protection Determined by Import-Substitution
Industries and Export-Oriented Industries Lobbies

Power of liberalization lobby, early 1990s
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Changing Opportunities for Reform

The current situation is also inherendy unstable, as chapter 1 has dis-
cussed-with slow growth and rising economic difficulties leading to a
worsening of living standards over time, falling profits and shrinking
investment opportunities for the business community, an increasing
flight of private capital, and pressures from rising unemployment in the
street being the most immediate challenges for political leadership.
The pressures for change have thus become increasingly more pro-
nounced over time. At some point-whether induced by a crisis or oth-
erwise-reforms may become unavoidable. Indeed, the small states
that are not significant oil producers have faced greater immediate
pressure for reforms, and are further ahead in integration Jordan, Mo-
rocco, Tunisia). Other oil producers with large labor forces also face
increasing pressure for reforms from growing unemployment (Algeria,
the Islamic Republic of Iran, the Republic of Yemen, and Syria). Falling
oil prices in the 1990s, large fiscal deficits, and employment pressures
have generated pressures for deeper structural reforms in some smaller
major oil-producing states (Bahrain, Dubai, and Oman). And in all the
remaining states (Egypt, Lebanon, Morocco, Saudi Arabia), worsening
unemployment combined with falling oil and other rents are causing
reexamination and much greater endogenous pressures for reform.
The old models of state-dominated, rent-distributing, and inward-
looking economies have thus come under increasingly more severe in-
ternal pressures from labor markets in the past decade. Policies that
might have been merely costly in the 1980s and 1990s have now started
to look increasingly unaffordable throughout the MENA region,
which augurs better for the future.

Developing an effective program of trade policy reforms is thus es-
sential if the MENA region is to make a decisive break from the past
track record of poor performance described in this and previous chapters
and achieve their potential gains from greater trade integration. There is
also another important reason for pushing harder on effective reform. As
such reforms progress and become more effective and show visible re-
sults, they will create a virtuous cycle leading to more growth and jobs,
which in time will strengthen the base of support for such reforms.

Notes

1. The term investment climate is often used to denote a broad range
of policies covering macroeconomic policy, trade, infrastructure, institu-
tions, and governance.
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2. Some MENA countries (GCC countries) maintain a nominal peg

to the U.S. dollar and yet protect competitiveness by importing cheaper

foreign labor with higher productivity.

3. Other included variables are GDP growth of trade partners, ratio

of investment to GDP, physical infrastructure and human capital vari-

ables, and terms of trade shocks.

4. A recent study finds that business start-up requirements and costs

can vary quite dramatically across countries, even among industrial

countries. For example, it takes 16 procedures, US$3,946 in fees, and a

wait of a minimum of 62 business days to register a new business in Italy.

In Canada, an entrepreneur can complete the whole process in two days

by paying US$280 in fees and completing only two procedures. The of-

ficial cost of following standard entry registration procedures for a sim-

ple firm ranges from less than 0.5 percent of per capita GDP in the

United States to more than 4.6 times per capita GDP in the Dominican

Republic, with the worldwide average being 47 percent of annual per

capita income (Djankov and others 2001).

5. Other sources provide similar evidence of high entry costs. For

example, business telephone connection charges for new enterprises are

exorbitant in MENA. The connection charges in Syria (US$890), Egypt

(US$288), Lebanon (US$283), and Kuwait (US$242) are significantly

more than the corresponding charges in Malaysia (US$13), India

(US$18), Turkey (US$20), Philippines (US$22), Brazil (US$27), and

South Africa (US$30).



CHAPTER 4

Achieving the Gains from
Economic Integration

The central issue going forward is for MENA countries to capture the
large gains possible from economic integration and to take advantage of
the opportunities missed for the past two decades. Bold and decisive ac-
tion, with the support of the region's trading partners, will be essential.
This chapter lays out the possible elements of such a strategy. The chap-
ter first addresses three broad issues relevant to the design of the reform
agenda in MENA countries. Then it outlines the possible content, pace,
and sequence of trade and investment reforms for the three groups of
countries: labor abundant and resource poor, labor abundant and re-
source rich, and labor importing and resource rich.

The main messages are as follows:

* Some observers fear that MENA countries might be crowded out in
manufacturing in both labor-intensive and skill-intensive products be-
cause of intense competition from countries with greater comparative
advantages in these areas. That fear is unfounded. The prospects for spe-
cializing in manufacturing will remain strong in all MENA countries, es-
pecially as their incomes grow, their skills are upgraded, and their wages
become competitive by international standards. Services will also grow,
with pronounced shifts out of low-productivity public and private ser-
vices and agriculture. Complementary human resource improvements
and broader improvements in governance and gender equity will be es-
sential to enable shifts to more knowledge-based activities.

* Forging even closer trade and investment links with high-income Eu-
rope and other trading partners is part of this future. Anchoring re-
forms in revitalized regional trade agreements and in multilateral fo-
rums, such as the WTO, will help lock in reforms with domestic
constituencies and strengthen the credibility and commitment to re-
form generally. MENAs trading partners need to rethink the chal-
lenges in this region, including the devastating effect of conflict and
sanctions and the disincentives of strategic aid. The issues will include

123
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opening markets for labor, services, and agriculture and harmonizing

trade and investment processes. Faster and deeper integration will
also be important in revitalizing the incentives and effectiveness of in-

traregional trade agreements.

* The MENA region is no different from the rest of the world in terms

of the impact of economic policies. Poor policies usually result in poor

outcomes, and good policies in better outcomes. Expanding trade de-
pends on eliciting an adequate private investrnent response, inducing

technological and productivity gains from a more open economic sys-

tem, and minimizing output and job losses in the transition.

* Trade reforms must be preceded by a depreciation of the real ex-
change rate to ensure the sustainability of the liberalization process.

To build momentum, programs must start boldly and then follow
through with further measures. This process is far more durable than
an initially hesitant approach, which creates doubts about the credi-

bility of the program. To be effective, trade reforms must widen the
domain of liberalization so that more sectors and groups perceive the

benefits and spread the costs more evenly. Accelerated trade reforms
would bring fairly immediate gains in aggregate consumption of 3 to

5 percentage points, creating visible benefits for consumers and do-

mestic support for change.

* Labor-abundant, resource-poor countries need to progress to decisive

and credible reforms of trade and the investment climate. More than a
decade of adjustment time has already elapsed for domestic industry.
And with enormous pressures in domestic labor markets, significant

benefits from accelerated reform, and few downside risks, there is little

reason for gradualism. Deep integration is the way forward and should
include cutting tariffs across the board to accelerated zero-targeted tar-

iff rates under the Euro-Med agreements (and 10 percent to 15 percent
rates within a multilateral framework), eliminating nontariff barriers
completely, setting the stage for trade liberalization with significant de-

preciations of the real exchange rate, completing customs reforms, re-
ducing economywide regulatory barriers (away from export platforms),

and liberalizing services and reducing entry barriers to investment.

* In the labor-abundant, resource-rich countries, the time is ripe for re-

form. Despite formidable barriers to changing the status quo, there
are substantial labor market pressures. A possible reform package

would deal first with the distortionary effects of oil rents and would

include more competitive exchange rates and domestic price deregu-

lation. The next steps would cut tariffs across the board to 10 percent
or lower, dismantle the extensive nontariff barriers and domestic stan-
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dards and inspections, reform customs, and deregulate services and

domestic and foreign investment. Implementing the package will take

time, possibly a decade or more in most countries. That time frame

will allow countries to progressively break down the natural con-
stituencies of support for the status quo and to deal with sectorwide

reforms. The process will require political leadership, technical ca-

pacity, public support, management of transition costs, and support
from external partners.

* Some of the resource-rich countries in the Gulf region are showing
the way in trade and structural reforms. They have a US$355 billion

GCC customs union; are liberalizing private entry in power, water,
real estate, and other previously protected sectors; and are reforming

banking and financial regulations. These countries have sector-spe-

cific strategies for such niche areas as tourism, information technol-
ogy, entrepot trade, and media, and they are strengthening their

macroeconomic policies. For the future, the main challenges are to
make the customs union work, implement privatization and financial

sector regulation, and reform labor markets.

* Gradualism may be appropriate in some sectors. Sectors with possibly

large job losses-especially in the public sector and in agriculture-

will require careful management throughout the region.

The Broader Reform Agenda

Faster growth of output, productivity, and jobs will result if MENA

countries tackle deep-seated barriers to trade and investment. Reforms
need to go beyond shallow and limited trade policy reforms at the bor-

der and numerous trade agreements, which were the staple of the 1 990s,

to much deeper domestic policy reforms. Liberalizing trade in goods as
well as liberalizing services might yield much bigger gains in welfare. It

also is critical to accelerate tariff and nontariff reforms, move to appro-
priate exchange rate regimes, and improve the investment climate.

But a broader agenda of reforms, elaborated in the three companion

volumes to this report, will need to complement the following reforms:

* hnproving governance to increase the voice of citizens and the ac-

countability of government.

* Putting gender issues at the center of development.

* Producing a skilled labor force for knowledge-based manufacturing

and services.
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The Future: Specialization and Exports

In manufacturing, international trade is cutting up the production chain

and permitting finer gradations of specialization within that chain
among skills and labor costs and productivity. Small, resource-poor

countries in the region stand to benefit from such production chains-
and given their size, the prospects are virtually unlimited in world mar-

kets. Larger countries will also benefit from such specialization. Their

larger domestic markets, and proximity to major international markets,
will drive a much larger range and scale of domestic manufacturing pos-

sibilities.
The prospects for specialization in manufacturing will thus remain

immense and undiluted in all MENA countries. The manufacturing sec-

tors of most MENA countries are small by international standards-al-
most half the typical levels in other lower-middle-income countries. The
prospective gains from more open trade and dwindling mining sectors

over time are large (table 4.1).
Services are dominated by large public sectors, with central govern-

ment wages and salaries at 12 percent of GDP, more than twice the 5

percent in other countries. Low-value, low-productivity private services
are probably overserved. With more openness and trade, a shift is likely

to more productive private services, with a corresponding reduction in
low-productivity and overstaffed public and private services. Tourism,
transport, finance, and telecommunications are sectors with rapid

growth potential.
Agriculture's share in the production structure is likely to remain about

the same or decline-given the limited cultivable land and water re-
sources in the region. Opening trade and reducing subsidies will hasten

the shift away from agriculture. Given the high employment in agricul-
ture, often on poor, marginal lands, the transition issues will be significant
and will thus need careful management (chapter 6). Even so, the oppor-
tunities for faster growth in less water-intensive crops remain good.

Making Trade Reforms Successful

The objectives of trade reform are always to accelerate growth, diversify
economies, and generate faster growth in productive employment op-

portunities and living standards. The distinguishing characteristics of ef-

fective trade reform rest on three overriding factors: (1) eliciting an ade-

quate supply of private investment response, whether from domestic or
foreign investors or both; (2) inducing technological or productivity

gains from a more open economic system; and (3) minimizing output
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TABLE 4.1

Structure of Production, 2000

4%* AT*.-.',- t tq t.-L vi t u ' @' J f ',,,sT };-t-- ,r~ r ^ 

Per capita incorne (PPPS) 5,040 6,070 3,670 5,270 4,600

Production structure (percent)
Agriculture 9 12 17 14 14

Manufacturing 8 18 19 14 27

Mining and utilities 52 11 15 23 14
Services 31 59 49 48 45

Note: PPP = purchasing power parity.
Source: World Bank 2003.

and job losses in the transition. The content, pace, and sequencing of
trade policy reforms, when tailored to elicit these outcomes in specific
settings, make reforms effective. Indeed, maniy relatively successful

countries (for example, China, India, or Vietnam) have often undertaken
what look at first sight to be incomplete or nonorthodox approaches to

liberalizing trade and investment. But they have produced outcomes that

are often better than in many other cases where reforms have been much

more orthodox and complete (as in Brazil or Argentina). That is why de-

sign of policies has to be tailored to the circumstances.

Sequencing and the Speed of Reforms

The debate on sequencing and speed of reforms, intense in the 1980s for

Latin America, gained even more attention for the transition countries
of Eastern Europe in the 1990s, if for a much wider array of economy-
wide policies. Even so, there is support for the notion that optimal se-
quencing might often favor a more incremental "gradualist" approach

than a program of comprehensive and immediate reforms ("big-bang"
approach) in the context of a crisis. The reasons range from allowing the

costs of reform to be spread over time (avoiding the danger of reversals),
to institutional arguments for creating adequate capacity and learning,

and to political economy arguments of building support for reforms.

The counterarguments for faster change are to gain credibility, ensure
complementarity among different parts of the reforms, reduce uncer-

tainty, and capture opportunity.
What does international experience suggest about the optimal se-

quencing of trade policy reforms? The consensus is clear on the relation-
ship to macroeconomic policies. First, macroeconomic stabilization must
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precede trade reform. Stabilization is a precondition because instability
distorts the signals transmitted by changes in relative prices brought
about by trade reforms. Second, successful trade reforms generally must

be preceded by a depreciation of the real exchange rate-to ensure the
sustainability of the liberalization process by dampening the excess de-
mand for importables (Agenor and Montiel 2001). The real exchange rate

can be influenced cither by nominal devaluation or restrictive demand
policies. A depreciation of the real exchange rate prior to trade reforms

offsets the adverse effects-for the balance of payments and for domestic
producers-of cuts in tariff protection, while stimulating exports.

Exchange rate flexibility is critical to successful trade reform (Bannis-

ter and Thugge 2001). Cross-country studies suggest that once this initial
condition is met, there is little to be gained from further depreciation.

The lower tax revenues from tariff cuts may constrain the government's
ability to maintain fiscal balance and thus the pace of tariff reductions. But

trade reform compensates for this automatically by raising the tax base
through higher imports. It is also a disincentive to smuggling, underin-

voicing, and rent seeking, again raising tax revenues. It is suggested that

there is no significant relationship between trade reform and the revenue
collected from external trade taxes. But when there is concern over the

fiscal impact, tariff cuts can proceed in steps-gradually reducing the level

and structure of tariffs and expanding the domestic revenue base, includ-

ing a VAT. Of nine countries that undertook 35 trade-oriented adjust-
ment programs in the 1980s, five improved their revenues, and only three

experienced declines-and as a group the trade taxes as a share of GDP
rose modestly after reform (Tarr and Matusz 1999). Quota reformers also

raise more revenues (Thomas, Nash, and Edwards 1991; figure 4.1).

For example, in Morocco, customs duties are an important source of
revenues for the national budget, and accounted for 4.2 percent of GDP

in 1995-just before tariffs started to be dismantled under the associa-
tion agreement with the EU. In 1996-2000, revenues from customs du-

ties fell to 3.3 percent of GDP, a significant and large loss. But revenues

from a new VAT on imports rose in the same period to 3.3 percent of
GDP, more than compensating for the losses from customs duties.

Moreover, most of the decline in import tariffs was compensated by a

nearly 25 percent rise in imports, so that customs duties also continued

to generate higher revenues.
What about the sequence and pace of trade reforms themselves? By

now, the evidence is relatively clear from liberalization episodes around
the world that:

* First, to build momentum, programs must start boldly and then fol-

low through with further measures. This proves more durable than an
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FIGURE 4.1
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initially hesitant approach, which creates doubts about the credibility
of the program. So, trade reform must encompass broad-based liber-
alization and widen its domain successively and quickly-so that more
individual sectors or groups are able to perceive the benefits.

* Second, programs that decisively reduce import quotas or import li-
censing monopolies succeed more than those that retain such privi-
leges. That step sends a clear signal that no rent-seeking, special en-
claves deserve more protection than others-and that such actions
provide widespread benefits to consumers and others through lower

prices and higher-quality goods.

* Third, tariff reform must make across-the-board cuts in tariffs, setting
as little administrative discretion as possible, and progressively lower
ceilings within a time-bound program. Indeed, lowering all tariffs to
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as uniform a rate as possible is the best way to do away with a discre-
tionary and administrative approach, which fosters deeper lobbying
and rent seeking that can derail the credibility of the program.

* Fourth, reforms must go well beyond at-the-border trade policies to
eliminate behind-the-border impediments in customs, standards,

ports, and other barriers. Indeed, trade reform cannot work without
such complementary reforms.

* Fifth, trade reforms must be accompanied by consistent and bold in-
vestment deregulation to free up new entry and allow private invest-

ment to respond. That investment response is probably the most de-
cisive element in the success or failure of the entire program.

* Sixth, the financial sector needs to allow the shift in resources from
previously protected and unproductive, state enterprise-dominated

sectors to the new exportable sectors.

* Seventh, a case for gradualism can nevertheless be made for sectors in

which job losses are likely to be significant.

Managing Transition Costs and Job Losses

Even though benefits in the medium to longer term are clear, policymak-
ers and politicians still fear short-run adjustment costs. A review of stud-

ies concludes that adjustment costs are usually small compared with the

benefits of trade liberalization. Studies that focused on manufacturing

employment find that it typically increased within a year after liberaliza-
tion. Adjustmnent costs are therefore usually short term, ending when
workers find alternative jobs. Estimates of the duration of unemployment

in most industries are not high. In many industries, normal labor turnover
exceeds dislocation from trade liberalization, making downsizing rela-
tively easy. Interindustry shifts minimize the dislocation of employment,
with labor-intensive industries often growing faster, and the biggest gains

to employment coming from new firms, typically small ones.

A case can be made for gradualism in some sectors because trade liber-
alization might affect income groups and some sectors and industries quite

differently, with winners and losers. Reforms may also have a large output
cost in some sectors anid industries in the short tenr because reallocating

capital takes time and is limited by the inflexibility of labor. A large in-
crease in unemployment might also weaken support for the refonns. So

the pace of across-the-board refonns should take into account sectors in

which the costs of adjustment are likely to be large. For example, NAFTA
delayed the liberalization of trade in maize for 10 years, phasing it in to

allow for adjustment by rural subsistence fanrers in Mexico (Hufbauer and
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Schott 1993). The long adjustment period was considered necessary be-

cause of the price difference between long-protected Mexican domestic
maize production and U.S. maize exports.

Similarly, a slower pace of attrition in long-protected public sector en-

terprises may well be needed in state enterprise-dominated transition
countries, where the cost of large labor downsizing may be politically

difficult, threatening the trade reform program. But where there are no

compelling grounds for such actions-no major industries or public sec-

tors with large labor forces threatened by trade liberalization-there is

little to be gained from gradualism.
In many MENA countries, some sectors will likely suffer significant

job losses-such as capital-intensive manufacturing, public enterprises,

and agriculture. Business expansion takes time, and in some cases the in-
vestment climate may not be sufficiently attractive-leaving restructured

and export-oriented companies without incentives to expand and to ab-

sorb labor released by the shrinking sectors. So job destruction may out-
pace job creation because lowering trade barriers may initially hurt shel-
tered domestic producers and displace unskilled workers in

import-competing industries (Rama 2001).

Although import-competing industries are usually capital intensive,
MENA industries-like those in many middle-income countries-are in-
tensive in unskilled labor. They are also often protected disproportionately

because they face potentially stiff competition from lower-cost producers

(Wood 1997). Before the trade liberalization in Morocco, the nominal tar-
iff and import license coverage in apparel and footwear was among the

highest in manufacturing (Currie and Harrison 1997). And in 1995 in
Egypt, import-weighted tariffs on textiles were about three times higher

than average tariffs for the economy (Dessus and Suwa-Eisenmann 1998).
Whether there would be significant job losses in particular sectors de-

pends on four issues:

* The underlying aggregate growth in the economy, with higher ag-
gregate growth offsetting the downward pressure on these sectors.

* The ability of the trade liberalization program to insulate some sec-
tors from overall trade liberalization measures, by providing partial

time-bound protection.

* The compensatory measures to allow enterprises to manage the tran-

sition more smoothly-such as providing enterprises with funds to re-

structure operations, such as in the Tunisia mise a' niveau program and

similar programs in Morocco and Egypt.

* The ability to restrain job losses in state-owned enterprises without

derailing the objectives of reform (allowing losses to mount tem-
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porarily in state-owned enterprises while downsizing operations as an
implicit compensation measure).

The investment response of new firms and new entry into new sectors
are also critical-with quick payoffs in new activities. Mexico jump-

started the maquiladora border investments to generate new jobs-while
negotiating longer phase-ins of trade liberalization for employment-
heavy sectors, such as automobiles, agriculture, and pharmaceuticals, and
leaving the state banking and oil sectors relatively untouched.

Small and medium-size development and new entry is likely to be es-
pecially critical, highlighting the critical need for investment climate im-
provements and for reducing the costs of new entries and start-ups of
new businesses. In experiences around the world, such new entry has

often been the driving force of gains in employment.
Successful transitions rely on many new businesses, buoyant growth,

and compensatory mechanisms. In Tunisia and Morocco in the late
1980s, net job losses in heavily protected manufacturing sectors were
quite small, and aggregate employment remained buoyant even in the

transition. But job destruction has been particularly dramatic when
trade policy reform has been associated with large-scale downsizing of
state-owned enterprises and the absence of structural reforms to in-

duce new private sector entry. In the transition economies in Eastern
Europe, millions of workers were made redundant so that the restruc-

tured enterprises could become profitable as private firms. In Algeria
in the early 1990s, trade liberalization coincided with a sharp macro-

economic downturn and fiscal retrenchment, with fairly massive job
losses in previously heavily protected sectors. An estimated 500,000

workers-about 10 percent of the labor force-lost their jobs from
1991 to 1998 as a result of (still partial) restructuring of nonviable
state-owned enterprises, contributing to the eventual failure of the
program.

All this highlights the need for careful design in the pace and se-
quencing of trade and investment climate reforms-and for close moni-
toring and early corrections, but without backtracking, which can be
costly for the credibility of the program. In China, India, Indonesia,
Mexico, Vietnam, and elsewhere, transition issues have generally been
handled well through:

* Liberalizing early in key areas and inputs, and addressing key bottle-
necks (such as customs or inspections) to jump-start new export-ori-
ented activities.

* Embarking on large-scale and upfront domestic investment deregula-
tion to foster new entry and job growth.
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* Delaying state enterprise downsizing and job losses, but exposing
them to competition and reducing the scale of their operations so that
losses are held in check by hard budget constraints.

* Instituting compensatory mechanisms for firms that can restructure.

* Maintaining competitive exchange rates.

* Phasing reforms in with the macroeconomic cycle.

A similar strategy is possible for all countries in the MENA region, so
the political and economic fear of large job losses should not be a signif-
icant reason for deferring the reform agenda.

In agriculture it is even more likely that trade liberalization needs to
calibrated carefully, with adequate pace and sequencing to avoid risks of
large job losses. Because of high protection levels enjoyed by the field
crops and livestock, eliminating or significantly reducing tariffs in these
sectors will pose serious challenges (Chaherli 2002). In higher potential
agro-ecological zones and in irrigated areas, adapting to trade liberaliza-
tion will be easier.

Most studies indicate that the typically subsidized, low-productivity
rainfed cereal production in drier agro-ecological zones, with small pro-
ducers, will bear the brunt of trade liberalization. The implicit labor dis-
placement would be significant. So labor transfers within and from the
agricultural and agro-industrial sectors will be critical in managing the
transition. At the same time, the huge trade and pricing distortions in
agriculture raise prices for industrial users and urban consumers-and
misallocate the scarce water resources. A carefully phased plan for re-
ducing the trade and pricing distortions, while putting in place compen-
sation for marginal farmers to switch to alternative activities, will thus be
essential (chapter 6).

Export Processing Zones

Export processing zones and other special economic zones have been
proposed to jump-start export and private investment activities and avoid
the coordination and transition problems associated with economywide
opening and liberalization. Jordan has QIZs and the Aqaba free trade
zone. In Morocco there is heavy emphasis on the free port of Tangiers
and in Dubai on Jebel Ali. Tunisia offers generous tax advantages to off-
shore sectors. Egypt has a number of special and free trade area zones.

Experiences with export processing zones are mixed. When they
work, there can be positive spillovers for the rest of the economy. But
growth can come at a high cost, as in Tunisia. And unless the gains trans-
late into economywide productivity and competitiveness, small changes
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in the world environment may push foreign firms to other shores. In
larger, resource-rich countries, export processing zones may result in
short-term gains in investment, exports, and employment, but these
gains diminish over time and divert attention from more fundamental

problems. Special economic zones present similar problems. They work
only in special circumstances (China, with its proximity to Hong Kong,
China) and can be costly to build and operate. In Iran free trade zones

have failed to achieve their primary goals of increasing exports and at-
tracting foreign investnent.

The biggest single reason for new entry into such offshore platforms
is to avoid the cumbersome customs and administrative formalities that
afflict domestic markets and discourage spillovers of openness and trade.

Offshore programs have helped to correct strong antiexport biases.
However, the future of such special areas is in question. They are at-
tempts to apply a trade policy instrument in limited locations and appli-
cability to compensate for broader failures in investment climate
throughout the entire economies. Reforming the investment climate di-
rectly would yield far more of the potential gains from trade integration.

Anchoring Reforms in Regional Integration Agreements

An important part of the trade and broader economic reform strategy in
MENA countries will be revitalized regional trade agreements. There

are several ways to make these trade agreements work better.
First, trade with Europe, the natural geographic trade partner of the

MENA region, falls far short of its potential (Nugent 2002). With new
members expanding the size and scale of the EU market, the potential
gains for a number of MENA countries are expanding as well. The

Euro-Med agreements and the Barcelona Process could be strengthened
by accelerated commitments by MENA countries to reduce trade barri-
ers, liberalize services, and phase in domestic agricultural reforms. The
EU could offer immediate expanded access to its markets for agriculture,
as well as increased temporary migration, funds for managing transition

costs, and more efficient rules of origin (chapter 7).
Second, as trade and investment barriers to the rest of the world are

reduced the biggest beneficiary will be intraregional trade because of the
countries' proximity, language, and other ties. The Maghreb countries
will continue to be pulled more toward the EU because of the greater
similarity of economic structures and the much bigger EU markets. But
accelerating intraregional trade will be as important for Mashrek and
GCC countries, with the GCC customs union creating a large common
market for the other Mashrek countries. Substantial expansion in re-

gional trade is possible if the barriers to trade and investment that apply
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to all countries are progressively eliminated for countries in the region.

Intraregional trade agreements could be strengthened by mutual agree-

ments to reduce product exclusions in agriculture and services and to
harmonize customs and regulatory processes (standards, investment and
other licensing processes, visa restrictions).

Third, MENA countries would do well to maintain open access to
world markets, anchoring their trade and investment reforms in a multi-
lateral framework such as the WVTO, to give them greater credibility. But
first more countries in the region will have to become full members of

the VVTO (box 4.1).

BOX 4.1

Why Are So Few MENA Countries Members of the WTO?

Less than halt the populanton of Al- NA region lives in a \\-X-T memlber countn-the
louEst share of ill dtelopilng regions;. As ot August 2002. 13 of'the 2I AlLENA countri&s

r re XVCTO memnbers and 5 acre in va3rioAUS StalgCS of accession i Algeria. Lebanon. and
-Saudi Arabia have established w%orking parties, aind Libya 3nd STria havC submitted for-

mal requests). Aigeria t'abhi-shed a Q%orking parry as kIing ago as 1987, and SaudI Arabia
in J9;,3 et the llamnic Republ)ic ot Iran, Iraq, and Vc-sr Bank and Gaza have not vet re-
quested membership. In 202)2, the XVJ1-0 estahlished a special unit to artend to the

,ALENA region, s needs.
\Vh% such reluctance Lbv AIEN-A countries to ioin the \\TC) First, the trusr in rule-

biaed internatilonal trading is slov to bild in a regrion wtith a disproportionate share of
countries uLinder trade anLd foreiem invesrment sancuons the Islamic Repulic of Iran,
Iraq, and Libb-. Second, for the Mediterranean AlILNA countries, preferentiil trading
arrangemennts with the ELT have immediate appeal becau;e of geographic provimitv and
EU financi.l and technical support. Third, primarn ol exporters with little other trade
*are wa3ry oftthe pcrceived anmbivalence to' ard bringingi ol Lrade under the \vTO. X\1hen

oil price are' rising there ic a threat of "disciplining" the oil cartel For production quot is
dleemed. in tiolanon of Article X of the X\T(O. Ho%xevEr, w hen odl prices are falling,
countrmie, are reluctant to reduce ol inipo)rt taLriffs. -

Tht case lor spteding up the XVTTt) accession process antI beginning active partici-
pation in the Doha agenda is compelling Hoelmkmn and Rov 2000f). IV-'TC- rules on na-
tional treatmzenit, nmo;t a\ orj-ed nation trearillncn, an1d the.primancv 't taritts as a tra.de pol-

Icy instrument ensure more efficicent resource allocau.on, lk'TO-conisitent latis and
regulations establish good practices, policjes, and institutionsj; n. ndiscrinmirna mIiarket

a.ctess is guaranteed tor all X\\TC) members; and the enhanced crcditbility of Lro\erniiient

p-policies that are bound as conlnirnlenLS to the XX'TO gives investovrs greater conhidence
in the pt'rmatjnence oT rekirnis. -
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Reforms in Resource-Poor Countries: the Arab Republic
of Egypt, Jordan, Lebanon, Morocco, and Tunisia

Trade policy reforms in the resource-poor countries have been under
way for more than a decade. While their reforms are relatively advanced

for the region, they lag behind the rest of the world, especially success-
ful reformers, on virtually every trade protection indicator (see chapter

3). At 36 percent, Morocco's unweighted average tariff is the highest

among comparable countries (the average is 15 percent for lower-mid-
dle-income countries). And in Tunisia, with the longest history of trade

reform, the average rate is still 30 percent and nontariff barriers remain

extensive, some 33 percent of all tariff lines-among the highest cover-
age in the world. Jordan, more advanced in its reforms than the other

countries, needs to sustain its progress, which is made difficult by the ex-
ogenous drag on its integration of its conflict-ridden neighborhood
(World Bank 2002a).

Countries need to move on to a new round of decisive and credible
trade liberalization. There is little reason for gradualism. After more

than a decade of adjustment time for domestic industry, enormous pres-
sures in domestic labor markets for new jobs, and huge potential bene-

fits of accelerated reform, gradual trade reforms for certain categories of

imports have simply encouraged firms to invest in highly protected sec-
tors, maintaining high antitrade bias.

The underlying political economy of protection remains deeply en-
trenched, even though it benefits few segments of the population. The

import-substitution industries lobby keeps protection high in these re-

source-poor economies, with benefits going to a few large industrialists
and officials, while the voice of exporters, especially small firms, is dif-

fused and weak. So, high protection remains in force. A decisive break
is needed if these countries are to benefit fully from the opportunities

of faster integration. There is no reason why these countries cannot
rapidly increase trade integration and job creation in the next few years,

given their favorable size, endowments, and proximity to major indus-

trial country markets. Immediate neighborhood effects will continue to
diminish prospects in Jordan, but even there, nonoil exports have been

growing dramatically in the past three years (more than 20 percent a
year), and thousands of new jobs have been created, although concerns

about employment of foreign nationals point to labor market issues and
the skills and competitiveness of local employees, which have to be ad-
dressed. For Egypt, the needed reforms are more complex, given its

large size and strongly protected national markets and because it shares

some of the characteristics of resource-abundant countries (see below).
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Tariffs and Nontariff Barriers

Countries need to accelerate tariff reductions and apply them across the
board. That step includes avoiding any trade diversion effects of regional
trade agreements by providing only marginal tariff advantages-if any-
to regional trade partners. Any revenue losses can be recouped through
domestic taxes, such as a VAT. Tariff peaks need to be drastically re-
duced, as in food products and light manufactures.

Nontariff barriers need to be replaced by tariffs. Tunisia replaced im-
port licensing with administrative barriers, such as cahiers de charge, which
still impede trade. Egypt reduced nontariff barriers and eliminated import
licensing in 1993, but some product groups (textiles and clothing) still
face large nontariff barriers. Replacement of nontariff barriers with their
tariff equivalents would create transparency and competition.

Domestic standards and inspections often lack any international
equivalence, and many countries enforce quality norms that provide lit-
tle health or safety protection. Testing and certification procedures are
lengthy and costly. In Egypt, standards application has become the most
significant trade barrier. Standards and inspections ought to be aligned
with WTO principles.

Euro-Med Agreement

Instead of the Euro-Med agreement of scheduled tariff reductions,
which is too slow, negotiations should focus on achieving greater bene-
fits from trade partners in return for offers of accelerated trade reform.
For example, Tunisia's trade liberalization has focused on the association
agreement, yielding significant gains in protection for Group 1 and 2
products (capital goods and intermediates). However, Group 3 and 4
products (consumer goods and close substitutes to domestic production)
received long-term exemptions. As a result, effective protection remains
high, at more than 60 percent. In more heavily protected manufacturing,
such as food and metal products, effective protection has increased dra-
matically to more than 200 percent.

Exchange Rate Policies

Exchange rate polices need to be supportive of an accelerated round of
trade reform. Significant adjustments of real exchange rates, through nom-
inal rate adjustments or domestic demand measures, need to precede trade
reforns. Tunisia has a managed float, with a real exchange rate target. Mo-
rocco and Jordan have pegged exchange rate polices. Morocco's persistent
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overvaluation contributed significantly to its poor export performance dur-

ing the 1990s, but more recently, it has been moving gradually to more flex-
ible exchange rates. Egypt's recent depreciation and shift to a floating ex-
change rate offers the opportunity to slash tariff protection across the board
from an average of 28 percent to 10 to 15 percent, because the depreciation

will protect import industries. In Lebanon, macroeconomic reforms are

needed before the country can reap any benefits from trade reforms.

Customs Reforms

Customs reforms are proceeding well in Morocco (box 4.2) and Jordan,
but need to be accelerated in Egypt and Tunisia. Customs procedures

remain complex and time consuming. In recent surveys Tunisian firms

report that it can take three weeks or more to comply with administra-
tive bottlenecks. The costs are especially high for small firms. In Egypt,
enforcement of trade regulations by customs requires coordination with

multiple govermnent authorities, with complex procedures and little
transparency. Customs frequently inspects every shipment, even opening

containerized cargo, with extremely high transaction costs.

BOX 4.2

Best Practices in Customs Reform: Lessons from Morocco

Morocco has been implementing customs reforms by following principles suggested by
the World Customs Organization and through technical assistance from other partners.
A small but effective unit was established, and new performance-based bonuses for cus-

toms officers were implemented and stemmed corruption. iVith active private partner-
ship, four main elements of the program have included (1) simplified procedures and se-
lective controls-replacing sheaves of forms, setting up approved clearing centers in
approved companies and warehouses outside the customs perimeter to decongest ports,
creating a national clearing credit system empowering custorms staff to clear goods at
premises of approved importers, and implementing selective controls through red and
green channels, with 85 percent processed under no-inspection-required green channel
by 2001; (2) increased use of information technology-by thc end of 2000, the Customs
Administration had computerized its operations and extended selective services to ap-
proved companies; (3) improved management of special customs procedures-new pro-
cedures have simplified special imports arrangements particularly for temporary imports,
exports, and bonded warehouses; and (4) enhanced private partnerships-extensive con-
sultations, easy-to-use websites to track clearing operations, and easier customs guaran-
tees to simplify procedures.
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Services and New Businesses

Critical service sectors need to be opened up to competition, especially

in telecommunications, financial services, transport, education, and
health. Commitments to market access require reexamination, especially

in Jordan and Tunisia. In Jordan and Morocco, port and road transport
deregulation is critical in view of the high transport costs. Privatization
and regulatory reform in air transport are also urgent, especially in air-

freight services. Tunisia requires further telecommunications liberaliza-
tion. Egypt, Jordan, and Tunisia may need to actively encourage compe-

tition from foreign banks, by opening up their banking sectors.
Deregulation to reduce bureaucratic procedures and transaction costs

for new firms is needed in all three countries. The great number of steps

required to open a business is extremely costly and exceeds most standards.

Reforms in Labor-Abundant, Resource-Rich Countries:

Algeria, the Islamic Republic of Iran, Syria, and the

Republic of Yemen

The natural resource-rich countries have a more complicated task in

shifting from state-dominated and protectionist economic systems to
open, market-led systems. Much of the core support for reform has to

come from the very sectors that stand to lose initially from trade policy
reforms-the dominant, protected public enterprises and private sectors.
Influential elements of the broader civil society retain a distinct bias to-
ward the status quo because of the rents that accrue to the educated mid-
dle class in these closed systems. The private sectors have often been

driven underground and are weak. Oil resources and rents have influ-
enced the highly centralized decisionmaking process and the growth of

vast public sectors. Not surprising, then, that reforms are episodic: when
oil prices fall and macroeconomic stability is threatened, momentum
gathers on the need for reform. Reform is then reversed or stalled when

prices recover.
Yet the current situation is inherently unstable, and there are signifi-

cant pressures for more credible and consistent change. The biggest pres-
sure comes from labor markets. The current system is unable to generate

enough jobs for a young, educated, and rapidly growing labor force. Un-
employment rates are among the highest in the world, and real wages are

falling. Falling per capita oil rents compound the problems. And even the
most protected domestic industries are increasingly threatened by accel-
erating competition in world markets. At some point reform becomes in-

evitable. The political leadership realizes that and is more responsive to
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reforms in a process that they can manage, while yielding benefits for a
greater nunber and limiting the costs of the transition. Fundamental
changes in governance and institutions must accompany trade policy re-
form to encourage competitive entry of private investment, especially in
low-income countries such as the Republic of Yemen (box 4.3).

What, then, is needed for successful trade and investment climate re-

form? Successful experiences around the world, such as in India (box
4.4), China, Malaysia, Mexico, the transition economies in Europe (box

BOX 4.3

Yemen: The Importance of Investment Climate and Governance in Low-in-
come Settings

For thousands of years, the Republic of Yemen was at the center of Arab intraregional

trade, generating prosperity. With the collapse of Ottoman rule in 1919, the traditional
local rulers who took over in the north shut the country off from the rest of the world

for decades, drastically reducing living standards. In the south, British colonial rule was
concentrated in Aden, while the other provinces were governed under traditional feudal

rule. Since unification in 1990, modern elections and governance systems have begun to

build new systems and faster growth and development, helped by oil revenues.
Accelerated trade integration depends on further improvements in investnent climate

and governance. The Republic of Yemen now enjoys greater macroeconiomic stability
and a supportive exchange rate following large, real effective depreciation. In the past

few years, nonoil exports have expanded, but performance remains well below potential:
some US$23 million annually today, versus an estimated potential of US$860 million

(Someya 2001; World Bank 2002b). The Republic of Yemen also has relatively strong
business traditions, with successful multinational enterprises operated by traders.

Fundamental investment climate changes are essential, however. Insecurity, violence,
and weak property rights are long-standing issues. A survey of Yemeni firms in 2001 sug-
gests that poor governance manifests itself in several ways: corruption and inefficiency in

interactions with officials, ineffective or absent institutions for enforcement of contracts
and land rights, and weak performance of public services (high entry costs to establish a

new business). These problems create massive botdenecks for private investment, espe-

cially for small and medium-size firms.

Systemic improvements in governance will require high-level support, consensus, and

careful implementation within a rules-based system. In the meantime, ring-fencing
within special areas, such as in the Aden free port area, is being tried. At the local level,

greater responsibility, accountability, and competition among governorates and urban
areas is helping to create stronger incentives for achieving results, complementing efforts

at the national level.
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4.5), and Tunisia, Jordan, and the United Arab Emirates in the MENA
region, highlight five critical factors:

* Strong political leadership at the highest levels, determined to imple-
ment fimdamental reforms and to overcome resistance from those
who stand to lose initially. Some kind of crisis is probably needed to
provoke such firm commitment.

* Strong technical capacity in a high-profile interministerial team to de-
sign and implement the most urgent reforms with high payoffs and

BOX 4.4

What Prompted India's Trade Reforms?

For miost it. postindependence hisron. India puw-sted ifrrport-substitunon industrial-
izaton. emnphlsizing central planninig and a large role tor the public sector. The balance
Ol prmnents cri-sis hrought on by the Gulf war led tC) reforms in Lrade policy and invesr-
ment deregulation in 1901. Policies to open tp the econonly continued even iaftcr the
balance of payments crisis ended, despite signi6carit- domestic oppositon. XV'h1? The
challenges tof external glob.lization played a pa,rt as did the. ch.Illenges of the labor mlar-
Let. One researcher has suggested. how%ever.-that a strategic rivalry Uinth China also
prompited the reforims rAlrmngir 1990i.

China. ;Larung tfrom a lonker base k196I) per capita1 Incomie of LUS.i> to India'

LS$S206), has outpaced India by most accounts. By 1095, Chinas reported per capita
GDP-h:id surpassed India's. with trade and foreign investment as engines. Alamgir re-
ports thit ,uccessive Economnic Surveys. the annuzil stock-taking by thie Indian Finace
ALinistny. reported on the nLuch more dynamnic performance of China and Fast Asia as
core -lessons for sustaining and accelerating crade policy reformns. Before liberalization
started mi 1991, India's peak tariff w%as 300 percenrt the lughest in the u%orld, and China's
w%as 150 percent. Beginning in July 1991, Lndii matched China's reductions in peak tar-
iffs and rhen in other tariffs. In January 1092. China red1uced tariffs on 225 items and
adcopted a harmionized classification systemn. India follow&ed suit in April, low%ering peak
tanffs to 1 10 percent and also adopLting a harmionized systern. By the end of 199' China
and India had both compt6titivel loered their average tariffs to 20.1 percent and 20.3
percent. respectively. Aldangir :armies that tius '1as not mere coincidence. Indian polick-
i makers consistently lowered tariffs despite domestic outcries, under both strong manjor-

ir* f and shak- coalition governments. "remarkable in a countr as poiticized aind frag-
mented a-s India."

Ln the core AIENA region. examples are feweri and the emulation of better perform-
ance weaIker still. Yet in the smaller Gulf srates,- close watching of one another's per-
t;ormances and rapid adopuon of best practices seems to explain better performance in a
w ide array of policies.
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consistent and credible changes over time. Reforms need to suit spe-
cific country contexts.

o Strong consensus and support from the private investment commu-
nity, civil society, media, think tanks, and others that reforms are ur-

gent and needed. Building that consensus in advance is a key.

o Managing transition costs carefully so that losses in jobs and output

are kept to tolerable levels, while maintaining a consistent pace and
sequence of reforms that produce positive and visible gains-with no

backtracking

BOX 4.5

Lessons from Integration and Transition Experiences in Eastern Europe

The success of integration in Central and Eastern Europe offers several lessons (World

Bank 2000):

* Integration agreements recognized the associated countries' ultimate objective of fuSl

accession to the EU and went beyond the narrowly conceived issues of market access
to include realignment of economic systems.

* Differences in initial conditions and the speed of reforms help explain differences in

performance. For example, Hungary, Poland, and Slovenia were more open to begin
with than were Bulgaria and Romania, while the Baltic states did not introduce mar-

ket reforms until they became independent in 1991.

o The depth of macroeconomic and structural reforms was also crucial in explaining
why some countries did better than others-with the boldest reformers achieving the
best transition results.

o Once macroeconomic stabilization was under way, structural reforms made a greater
contribution. External trade liberalization, price liberalization, privatization, banking
reforms, and enterprise restructuring and privatization have often played a key role.

o New activities have been the main drivers of private sector growth, and countries with
the most FDI have performed best.

o Hard budget constraints for state enterprises and banking sector reforms were im-
portant in most cases.

o Political change was a powerful imperative for success. Countries that undertook
bolder and more substantial reforms did better. The Czech Republic, Estonia, Hun-
gary, and Poland led in this area.
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* Consistent support from external partners that does not dilute incentives
to reform. External partners need to support the best examples to allow

spillover effects of learning on the rest of the countries (see box 4.5).

Preconditions for Reform

Taking into account these factors, what should the countries in the group
of larger, resource-rich countries do to initiate and sustain effective trade

reform?

Countries first need to achieve macroeconomic stability-as most
have-at a reasonable level of oil prices. But they also need to deal with
the massive distortionary effects of oil rents on traded goods and ser-

vices. This means managing the booms and busts better, avoiding the

stop-go cycles of structural reform and backtracking, to progressively re-
duce the rent-seeking effects of oil. For example, during the 1979-81

boom, more than 40 percent of Indonesia's oil windfall was saved abroad,
and supporting exchange rate policies allowed the nonoil sectors to grow

despite the oil boom.

Specifically, countries might need to:

* Establish fiscal rules that insulate government spending from wind-

falls and downturns, by setting up explicit rules-based mechanisms for

saving or drawing down temporary oil funds.

* Set aside an increasing proportion of oil revenues as longer-term sur-
pluses for future generations (as a provident fund for old-age pensions
for the current generation or for social safety nets for job losses in the
transition).

* Establish a more realistic, longer-term equilibrium real exchange rate.

To be credible these measures need to be backed by constitutional-
type reforms so that the rules cannot be easily changed. Many of these

countries distribute a significant part of the oil rents as production sub-

sidies or low energy prices to consumers, with the same distortionary
macroeconomic effects as public spending. Energy prices need to be

raised progressively to world levels. Diversification and growth of nonoil

traded goods and services will be impossible without some combination

of these measures.
In less well-endowed countries, such as Syria, floating market-deter-

mined exchange rates may be needed to move exchange rates to more re-

alistic levels.

Domestic pricing deregulation for key traded goods and services is
another precondition to effective trade reform. Price controls, regula-
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tions, and subsidies, so pervasive in these economies, muffle the price

signals through which trade policy reforms work.

Trade Policy Reforms

Having achieved these basic preconditions, governments can move on to

trade policy reforms. Across-the-board cuts in tariffs spread the costs of re-

form across all sectors, increasing the benefits and reducing resistance. The
goal should be a uniform tariff rate of about 10 percent (a target lower than

in resource-poor countries because offsetting oil revenues should permit
lower trade taxes). Algeria's tariff reduction program is progressing and a
five-year program to eliminate the additional 60 percent duty is being im-

plemented. But the mean tariff is high at 22 percent, and administrative

procedures tend to be unpredictable, discouraging investment. Syria's ef-
fective tariff rates are low at 8 to 10 percent of CUF value, implying simple
average tariff rates of about 21 percent, but the structure of tariffs favors
capital goods and penalizes consumption goods (Lucke 2001). Lowering all
tariffs and reducing dispersion would bring large benefits to consumers (2

percent increase in consumption) with little effect on domestic production.
The Islamic Republic of Iran's unweighted tariff equivalent of tariff and

nontariff barriers is about 30 percent. An across-the-board cut in protection
would have large beneficial effects (World Bank 2001).

Import duties can be replaced by a stronger nonoil tax base, boosting

overall government revenue. In Algeria, for example, the complexity of
the VAT and other taxes and high rates of evasion result in low yields.
The Islamic Republic of Iran's import licensing is governed by three

overlapping classifications of goods administered by the Ministry of

Commerce, a second list of permissible imports with foreign exchange
earned from nonoil exports, and a third positive list of exempt items.

Free trade zones provide loopholes for import licensing, a rich source of
rent seeking and tax avoidance. In Syria, coverage of nontariff barriers is

extensive and administratively complex. Export restrictions and bans are
also in place in various countries, and quality control checks and techni-

cal standards are also major impediments to trade.

Customs reforms are also needed. Customs frequently inspects every
shipment, including containerized cargo, leading to high transaction costs.

All countries would benefit from deregulation of services and the intro-

duction of competition to state-owned and -operated activities-in ports,

transport, telecommunications, and finance. The waiting time for a fixed
telephone line is 10 years in Syria and 6 years in Algeria. Algeria, the Is-

lamic Republic of Iran, and Syria limit foreign bank activity, with state-
owned banks dominating (up to 95 percent of assets). The result is poor
services, high costs, extensive lending to state enterprises, shaky balance
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sheets, and weak financing of new activities and trade. Financial sector re-
form ranks high on the agenda of services requiring critical attention.

Finally deregulation of domestic and foreign investment is also criti-
cal for export and trade activities. Attracting more FDI will require deep-
seated reforms and improvements in the business climate and the envi-
ronment for private sector activity.

The required trade policy reforms are quite different from those of the
labor-abundant, resource-poor countries (box 4.6). A consistent and cred-

ible package of reforms needs to be systematically implemented over a 10-
year or so period in most of these countries, with strong political leader-
ship and strong technical capacity in an interministerial team with the

BOX 4.6

How Does the Policy Package Differ for Labor-Abundant, Resource-Rich
Countries and for Resource-Poor Countries?

The recoinmnc-nded policy nux tor both groups appe3rs smilnar: reduction ot r3rinH. and
nonrarritf barriers and behind-the-border custonis and services deregulainon. But there
are micor differences. First, the pajckage of reftornis in larger, resource-rich countries
must include prior macroeconomic and nicroeco:noinic retorms t;,r dealing with the oil-
rent distribution problem. XX-ithcout that, these countries Lannot begin to create the nec-
essarn insutuional improvemients and exchange rite changes that will allo%% ITreater trade
in ,oods and serviccs. Second, larger, resource-rich countries must address domestic
price deregularion if there is to be a signiticant supply response. Domestic sectonvide re-
torms carry mucli greater Weight than in resource-p oor coLLntries.

Third. tinancial sector retorm is more urgent in resource-rich settings, because it is es-
senual for enabling shifts in resource allocation and supply response gains from trade re-
tornns. FDI can play a larger role in rcsource-poor countries. Fourth. trade and domestic
price dereiulation n resource-rich countries w'ill need to be mnore carceful] differentiated
to avoid large negative impacts on jobs in public ;ectors thar act :as implicir emnployment
safert nets-for example, by targeting a prog-ressie attrition of vorkers rather than mas-

sike la')offs (as in China, India. indonesia, Mexico, or Vie ntian i. Finall-, a marjor di fference
beL.tween thtw two casCs is a much longer proposed phasimg of reforms in larize, reso)urce-
rich countmes (up to 10 years) than in resource-poor countries (2 to 3 years).

How do the sugge;ted rfornms differentiate from standaird reform recommendationis
Here toC), there are signiticant differences. First, no one-size-fits-all policies ni3ke sense:
the pick-ages recommended here seek to reco'nize country speciicitiCes more carefulk,

especially in terms ot suze, oil-rent resource effects, and insurutional-cun-r-political ecc,n-
ony effects, as indicated above. Second, they recomniend more careful consideration of
pc0tential triansiton and adiusmient cosLt, in sectors such as public sector job 1osses and

those affecting agriculrure. Third, the timing of reforms is more gradual and systematic.
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power to address the most critical bottlenecks. Indonesia implemented
successive annual trade deregulation packages during 1986-94. A strong
team successively handled tariff reductions, removal of nontariff barriers,
customs services, and complementary reforms over a range of increasingly

difficult areas. Rent-seeking constituencies were prevented from obstruct-

ing the dismantling of import protection built up since independence
(Bhattacharya and Pangestu 1993). Nonoil exports rose from 25 percent to

75 percent of total export earnings, and nonoil taxes and GDP rose by

equally impressive magnitudes (Dasgupta, Hulu, and Das Gupta 2002).
Public sector enterprises in manufacturing and service sectors, which

employ large sections of the labor force, are the greatest obstacle to ef-
fective trade reform in many of these countries. These enterprises are
threatened by many of the trade measures, and by the change to a pri-

vate sector-led economy. They also form a natural coalition with others
who stand to lose from trade reforms, especially a smaller group of rent-

seeking constituencies that directly benefit from many of the current
trade restrictions.

Trade policy reformers will need to isolate and break up these natural

constituencies of support for the status quo. One way is to increasingly
isolate them by removing the main sources of their rents in trade, typi-

cally by removing administrative discretion, setting tariff rules, and elim-

inating licensing and quota barriers. That would release large and visible

benefits to consumers, through lower prices and greater availability of

consumer goods, raising aggregate consumption by as much as 3 to 5
percent. It would be important to deal carefully with state enterprises

and potential job losses, by allowing some state enterprises to remain in
operation with harder budget constraints. A progressive reduction in the

size of state enterprises could avoid large job losses (as in Indonesia).
Investment deregulation and reforms in key sectors would also be

needed in ports, transport, telecommunications, customs, standards and in-

spections, banking, and finance. A recent study by the McKinsey Global In-
stitute suggests that sector-specific regulatory issues are the most important

impediment to faster growth in every country in the world (box 4.7).

Reforms in Labor-importing, Resource-Rich Countries:
The GCC States

The resource-rich GCC countries face two main challenges: accelerat-

ing nonoil growth to generate adequate employment opportunities for

the 70 percent of the population who is under 30 years old and a rapidly
growing population (while it is moderating, the level is still high at 3 per-

cent), and reducing vulnerability to oil price fluctuations. On both ac-
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BOX 4.7.

The Importance of Competition Issues and Sector Reforms: Labeling Re-
quirements in Egyptian Textiles

Sector-specific issues include competiton policies. restnctdve practices, state ownership.
and pricing reforms. Consider the texfiles industn, amn Important export sector in much
of the MIENA region, iLth high levels ot enployment. ln Egypt the te.xcle sector em-

* ploys somie ha1lfa million w.orLers and accounts tor 4X) percent of exports earnings. Trade
channels :ire.highl' restrieted. Capacity utiliztion %'aries 6*om 40 percent to 85 perccnt.
and problems abound, from the una%vailabiliry-of inputs to poor maintenance. By the late
19CJ-*Is. the accumulated debt of public companies %i as substantiall. higher than their
tixed assets, suggestng insolvency. Protection rates Lire high. w%ith tariffs alone at more
than 70 percent. Wl'hen the ban on imports wvas lifted, the .Mlinistry of Supply and For-
eign Trade required that all Imported fabrics ha%-e the importer;s namiie (oven unto the
label. efthcticely stopping ill imports. This measure was designed to protect stare-owined
fabric producers at the expense of privately owned garment manufacrurinLg firns. %khich
had increasingly rurned to imported cloth.

counts, the smaller GCC countries have done well. They have main-
tained open policies on the movement of goods, labor, and capital within
member states and relatively open policies with respect to the rest of the
world, which has helped to diversify exports. They have also responded
well to oil price volatility by using their oil resources to modernize their
infrastructures, provide employment, expand education, and improve so-
cial indicators. But challenges remain. Per capita incomes in Saudi Ara-
bia have fallen (in nominal terms) from a high of about US$26,000 in the
early 1980s to about US$6,000, an almost unprecedented drop.

The GCC countries have embarked on even deeper reforms that
promise to sustain these basic policy directions and accelerate their inte-
gration with the global economy. They have established a US$335 bil-
lion customs union, which will allow them to forge a larger common
market with lower trade barriers to the rest of the world, with a standard
5 percent external customs tariff. The goal is to form a homogeneous
unit to facilitate intragroup trade and collective negotiations with the
WTIO and to attract foreign investment. The agreement contains clauses
on the establishment of a monetary union and the launching of a com-
mon currency by 2010 to reduce the transaction costs and uncertainty of
bilateral exchange rates and deepen integration. Convergence of unilat-
eral monetary and exchange rate policies will require attention Gadresic
2002). The customs union also sets up a new independent Gulf author-
ity for enhanced coordination across states.
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Good progress is being achieved in opening up private and foreign in-
vestment in restricted areas. Independent power projects are being en-

hanced in Abu Dhabi, Dubai, Oman, and elsewhere. Water sectors are
also being opened to foreign and domestic investment. Corporatization
and privatization measures are also being advanced, along with pricing
reforms. Abu Dhabi raised electricity and water charges for expatriates
by 80 percent (above cost for the first time). Foreign ownership of real
estate has also been opened up in Bahrain, and offshore-type real estate
liberalization is proceeding well in Dubai. Kuwait recently adopted

measures to open up to foreign investment. Regulatory improvements
are being introduced in the banking and financial sectors. High stan-

dards of technical excellence are being established in infrastructure ser-
vices, matching global best standards.

Sector-specific strategies are also being pursued, with private invest-
ment and partnerships to develop special niches. These include develop-
ment of subregional hubs for information and telecommunications,
which are attracting international investors.

Personnel and income policies to facilitate productive employment

opportunities are ongoing. And the pullback from state involvement in
productive activities has been accompanied by tax and expenditure re-

forms to strengthen public finances and reduce oil price volatility.
Challenges in trade integration lie mainly in four interlinked areas.

First, labor markets suffer from wage rigidities, skills mismatches, and
institutional factors. Some GCC countries are replacing foreign workers
with nationals by setting quotas on expatriate workers and raising em-

ployment costs for expatriates. These policies could be counterproduc-
tive in the longer term because wage flexibility and skilled workers are

needed for growth of the nonoil sectors. Mandatory systems are not a
good substitute for wage flexibility. Education and skills training im-
provements are also critical.

Second, the government wage bill, defense and security spending, and
subsidies and entitlements are straining government budgets. The tradi-

tional role of the government as dominant employer and wage policy set-
ter needs reconsideration, as do subsidies for food, health, education, and
basic industries. Explicit subsidies are small by international standards (2
to 3 percent of GDP), but implicit subsidies through low energy prices
and long-term loans are significantly larger. Revenue policies wiln also
need attention, especially fees for utility services and the introduction of
broad-based consumption taxes.

Third, structural policies to diversify economies will need continued
attention, especially privatization since most of the larger, nonoil indus-
tries remain in public hands. New regulatory standards are needed for fi-
nancial markets and to spur development of local equity markets. Finally,
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making the GCC customs union work will require establishing common
customs rules and procedures, harmonizing technical and regulatory

procedures (standards, security, inspection, and licensing), increasing
transparency, and nlinirnizing administrative barriers.

Looking Forward

Political leaders, labor unions, and civil society must address these issues
to open up to the rest of the world. Many countries have done so under

even more difficult circumstances. The MENA region is not unique in

having to deal with slow-to-change characteristics such as culture, reli-

gion, politics, oil, strategic aid flows, and even conflict. Perceptions
about some of these characteristics can sometimes affect trade opening,
by diminishing private sector confidence. The role of policy is to address

these perceptions, where they present significant impediments. Positive
effects need to be strengthened, and negative effects addressed through
confidence-building measures. The Republic of Korea substantially in-

creased trade in the 1960s and 1970s, even as it dealt with prolonged
conflict. Indonesia diversified out of oil and grew rapidly in the 1980s

and early 1990s, managing its oil revenues more effectively. And China
became the world's second-largest trading nation in the 1990s, while fac-

ing difficult internal and external obstacles. Achieving rapid economic

integration with the world economy, led by a dynamic and competitive
private sector, is a central issue for the region. There are likely to be sig-

nificant transition costs and opposition from protected sectors. While
difficult, these can be managed. But transformation requires a clear con-

sensus within society of the importance of credible trade reform over

time. Public support for reform is an especially powerful determinant of
successful reform.





CHAPTER 5

Services:
The Key to Integration

International experience suggests that better-quality and lower-cost
backbone services (transport, finance, and information and communica-
tion technologies) and important production inputs (electricity) reduce
the cost of exporting and strengthen linkages with global production
networks. In addition, regulatory reforms that inject more competition
into service and network industries force operators to improve efficiency

and pass on the lower production costs to users. Supporting outcomes
can be achieved by lowering the trade barriers in services and making
room for more foreign investment.

Despite recent initiatives, the MENA region is far from having ser-
vices do much to promote trade and investment. Indeed, today's regula-
tory constraints and inefficiencies are substantial impediments to trade
and investment. The chapter's main messages are as follows:

* Inefficient and costly services, provided mostly by the public sector,
raise the cost of MENA merchandise exports, limit the attractiveness

to investment, and impede the expansion of trade for the region.

* With the right enabling environment, liberalizing key services, espe-
cially telecommunications and transport, can facilitate the develop-
ment of export capacity in other services, especially in tourism and in-
formation and communication technology (ICT).

* Liberalizing services can also foster more domestic private investment
and help attract more job-creating foreign investment. This stepped-
up investment can offset the short-term adjustment costs stemming
from the reduction of protection for import-competing industries.

* Well-designed private participation schemes for infrastructure ser-
vices, coupled with procompetitive regulatory regimes and strong
regulatory capacity, are key ingredients for lasting success.
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Benefits of Liberalizing Services

Since the mid-1980s the growth of global trade in services has outpaced

that of goods, reaching US$1.4 trillion in 2000, or 22 percent of the
trade in goods.1 The share of developing countries in world service ex-
ports has been increasing. But the benefits come not only from higher

service export earnings. Reforms that inject more competition into do-

mestic markets for services can improve the quality and lower the cost of

backbone services, such as transport, power, telecommunications, and fi-
nance. And that in turn can improve the efficiency and competitiveness
of all domestic producers-and increase the welfare of final consumers.

Liberalizing services can thus facilitate trade in goods.

A common pattern of integration in today's global economy is the
fragmentation of production chains across borders (Arndt and
Kierzkowski 2001). This fragmentation is reflected in the above-average

growth of global trade in components and partially assembled manufac-
tured goods (Yeats 1998). With the increasing sophistication of the divi-

sion of labor in the global economy, speed, flexibility, reliability, and low-

cost transport and information logistics are giving competitive edges to
companies participating in production chains around the globe.

Countries have strengthened their positions in global production
chains by improving their ICT capabilities, lowering the cost of trans-

port, and creating more competitive finance and insurance markets. Bet-
ter and lower-cost service delivery has greatly improved their attractive-
ness to foreign and domestic investment, amplifying the benefits from

liberalizing trade in services.
General equilibrium model estimations suggest that liberalizing ser-

vices could bring substantial gains. The static income gains for develop-
ing countries from removing cross-border trade and investment barriers

in transportation, communications, finance, and other private trade-re-
lated services have been estimated at 9.4 percent of GDP on a baseline

growth path over the next decade (World Bank 2002a). Studies for
MENA countries confirm these results. For Tunisia the potential welfare

or real income gains range between 2.2 and 9.2 percent of GDP, de-
pending on the scale of liberalization (Konan and Maskus 2002). For

Egypt they are estimated at between 1.1 and 6.5 percent of GDP.
Developing countries capture more benefits than high-income coun-

tries do from services liberalization. Ellustrative calculations show that
the benefits to developing countries from service liberalization are nearly

six times those of liberalizing merchandise trade. And estimated static
gains for any one of four categories of services-trade and transport, fi-

nancial services, communications, and other private services-exceed

those of total merchandise trade liberalization (figure 5.1).
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FIGURE 5.1

Static Welfare Gains from Service Liberalization
(in 1997 US$ billions, for 2015)
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Source: World Bank 2002a.

The recent experiencc of countries in Central and Eastern Europe-
where privatization and trade liberalization went in tandem with service
sector reform-shows the potential for generating a large increase in ser-
vice employment. Case studies also point to significant potential employ-
ment gains. For Tunisia, in a high-case scenario, ICT development-
spurred by opening up telecommunications markets to competition and
exports of software and information technology (IT)-enabled services-
could boost GDP by as much as 4.4 percent and raise total employment
by about 2.6 percent in the medium term (World Bank 2001c).2

Service Reform and Export Niches in Information Technology

Liberalizing key services, such as transport and telecommunications,
greatly facilitates the development of export capacity in other services,
especially in tourism and ICT. The importance of promoting sustainable
tourism development in MENA countries can hardly be overstated,
given the potential for job creation and export revenues. But the poten-
tial is also good for exports of ICT services. Good examples of develop-
ing country success stories are the booming Indian exports of ICT busi-
ness services and software, while Malaysia has become an international
hub for business-to-business (B2B) trade in ICT products and especially
semiconductors. Indian software exports grew from US$225 million in
1992-93 to US$1.8 billion in 1997-98. By 2008 the Indian ICT sector
could provide about 2.2 million jobs, generate 35 percent of India's ex-
port earnings, and attract US$5 billion of FDI (World Bank 2001b).
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MENA has yet to become a hub for export-oriented ICT services, al-
though a numnber of countries have the human resources and capabilities for
doing so. Software development and related activities are starting to create
export niches. In Egypt, the good capabilities in software are evident in the
high quality of some software packages produced locally and exported to

the Gulf states-and in the growing market for offshore software develop-
ment. Software exports have also increased in Tunisia, although that has
been driven by the activities of a handful of high-flyer firms (World Bank
2001c; University of Napoli Federico II 2001). Still, software development

remains limited in most MENA countries, because firms tend to be small,
lacking critical technologies and project management know-how. They also
concentrate on the small and cost-sensitive domestic markets, which tend
to be dominated by government procurement because of the low computer

penetration. The software and computing services industry is also impeded
by widespread software piracy, which must be addressed by better enforce-

ment of laws on intellectual property rights.3

The global market for ICT-enabled services is also booming, and is
expected to exceed US$140 billion by 2008, a dramatic increase from the

US$10 billion estimated in 1998 (box 5.1). The development of the off-
shore ICT-enabled services industry is driven by the need for multina-

tional companies to reduce business and transactions costs that is being

facilitated by falling telecommunications costs.
In the MENA region the provision of ICT-enabled services remains

at the very beginning stages of development. Several Jordanian firms are
engaged in a variety of data-conversion tasks for export markets. Call
centers have been a significant growth opportunity in Morocco since
2000, resulting in large part from telecommunications deregulation.
Egypt has a few companies engaged in offshore engineering and design,

as well as remote education activities.

Status of MENA Countries' WTO Commitments in
Services

The WTO General Agreement on Trade in Services (GATS) commits

member governments to undertake negotiations on specific issues and to
enter successive rounds of negotiations to progressively liberalize their

trade in services. The first round of service negotiations started officially
in early 2000 under the Council for Trade in Services. The Doha Dec-
laration endorsed the work already done, reaffirmed the negotiating
guidelines and procedures, and established a deadline for the conclusion

of the negotiations as part of a single undertaking (WTO 2001). Partic-
ipating in the multilateral process of trade liberalization in services is
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BOX 5.1

The Global Market for ICT-Enabled Services Provided in Offshore Locations

ICT-enabled sernices enco- mpass a broad range of actvities nu3de possible by advances in

telecommunicaticns anid computing powter and the spread cf the Internet. Faced with kill,

-stalling, and ime constraints, firnis in industnal counmes tum to [CT profiessionals in de-

j eloping counmes for a variet- of admirustrative, back-office. and professional services.

Internutional companies Lan realize cost savings estimated at 4( to 50 percent tromn

outsouwcing n6ncore, back-office processes to lower-cost locations. Even larger savings

j are possible in more sophisticated %%white-collar w%ork, given significant Q%age differences

for such w%orkers between hugh-income and de- Projected Global Market for

* eloping countries. LTnlike soft-ware develop- ICTaEnabled Services CUSS billion)

ment, w-hich Is sensitive to cyclical trends, com- -- r

panies are alwa% s under pressure to reduce - - -, "e.

back--office operating costs. ,. r- .3 n an- ririr,c I

ICT-enabled services provided in ofttshore lo- En.a.;Se ,d4<.qr Q

* canons in emerging markets include: Hla, r 'Žc

* DaLta conversion. comprising operations that '4

cony-err data or graphics into an electronic for- -Pne ri' -- 1 '.

mat, a -labor-intensive process. Examples in- ,'u
1

w'- - I,>'

- clude simple data entry, digiztion, medical - " - -

* - transcription, and deposition summaries. . -. ''j 1l C' -

Xoice center operations, relatively lc -end ac-

tivities, which include offshore reserU anon -

centers, insurince claims processing. call centers .-and. telemarketing.

a Outsourcing back-office and professionli anld administratuive services, such a.S humani

- resource management. India Is an example of a count--that benefits from outsourc-

ing of noncorc proccesscs to third parues'by.mu -Jinational conipanies.

Gi-en the lack of a consistent definition of the iCT-enabled services industr and the

dvnarnic impacts of technological Innovation, it is hard to dev-elop an accurate indication

o fov-erall market size. But recent studies indicate an enornlous and rapidly growing mar-

ket, perhaps larger than the entire global softwrre& m-diist-.

particularly important for developing countries. Because many domestic

providers of services in developing countries operate below international

efficiency standards, securing effective competition in domestic markets

has to go in tandem with lowering trade barriers in services and making

room for foreign entry into domestic markets.

Contrary to steps taken by other developing countries, and despite re-

cent initiatives, the MENA region still lags behind in regulatory reform
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to open services to competition. MENA country commitments for mar-

ket access for broad groups of service sectors (median of five sectors) are
in the middle range among other country groups (figure 5.2). Countries

in Eastern Europe, also geographically close to the EU, have been more

eager to commnit to service liberalization, with litde variability among
countries, almost on par with high-income OECD countries.

MENA countries have granted more commitments for tourism and
financial services (table 5.1). This will help further realize the substantial

tourism potential of the region and improve the efficiency of financial

transactions, laying the groundwork for the development of domestic fi-

nancial markets. But the lukewarm commitnents in the transport and

distribution sectors do not bode well for expanding trade in the region.
Moreover, in view of the education and knowledge gaps singled out by

the United Nations Development Programme (2002), the absence of
conmmitments in education is not encouraging.

Without further in-depth analysis of the commitments by country

(limits, most favored nation exclusions, and other), it is hard to evaluate
the likely impact of current policies on MENA trade performance. But

even this crude measure of counting open sectors reveals that only four
GCC countries-excluding Bahrain, with an opening only in the finan-

cial sector, and Saudi Arabia, which is not yet a member of the VW7TO-

are in the forefront of service liberalization. In the rest of the region, the

FIGURE 5.2

Market Access Commitments under GATS
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Source: WTO 2000.
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TABLE 5.1

GATS Market Access Commitments by MENA Countries

a l, , , .> ,,r -, : i.u ic,r,(Ci ,* ,~ ,, , :~jr-- . ' [ 'I1.'1:t! |u, , ' 8r . Tr r T,:,i

Financial services x x x x x x x 7
Tourism and travel-related services x x x x x x x 7
Business services X X X X X 5
Communication services X X X X X 5
Construction and related

engineering services X X X X X 5
Environmental services x x x x 4
Recreational, cultural, and

sporting services x x 2
Transport services x x 2
Distribution services x 1
Health-related and social services x 1
Educational services 0
Other services not included

elsewhere 0
Total 8 7 6 6 4 4 3

Source: WTO 2000.

agenda is pretty much open, and more ambitious moves could elicit sig-
nificant rewards.

Transport Services

In the MENA region-and particularly in North Africa-most trade

outside the region is by sea or air. Transport by road and rail is used pri-

marily for domestic and regional trade. But because it is needed for door-
to-door delivery, the efficiency of the land leg determines the overall ef-

ficiency of multimodal transport logistics.
Sea transport is most important, accounting for 83 percent of south-

ern Mediterranean country trade by weight in 1997 (Muller-Jentsch

2002), but only for 53 percent by value, with products having a higher

value-to-weight ratio tending to go by air. Transport by air is also im-

portant for MENA tourism. In Egypt the share of air transport in for-
eign arrivals is about 74 percent, and in Morocco, 66 percent. Intensive

in labor, tourism generates jobs. Tourism receipts amounted to US$10.5

billion for the region in 1999-2000-about 29 percent of total export

eamings in Egypt, 2 3 percent in Jordan, and 18 percent in Morocco and

Tumsna.

Calculating transport-related costs for an economy is not straightfor-

ward, but proximate indicators can be constructed by comparing CIF
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and free on board (FOB) values of trade flows. The difference between
the CIF and FOB values of imports, as a share of the FOB value of im-
ports, indicates the ad valorem freight and insurance costs. For seven

MENA countries freight costs amounted on average to an estimated 11.8
percent of imports in 2000. Transport costs are particularly high in Jor-

dan, Morocco, and Syria, and are much lower in Tunisia (figure 5.3).
Transport costs in the MENA region are higher than in other regions.

They also surpass costs in geographically more isolated developing

countries, such as Chile. The efficiency of transport would benefit from
regulatory reform in the sector as outined below, but also from im-

provements in other network industries-especially in ICT (box 5.2).

Air Transport

Despite some progress, the regulatory reform of air transport is still at

an early stage. Services remain largely provided by state-owned airlines
and airports, with competition restrained by restrictive licensing regimes

for domestic flights and international air service agreements. Public

ownership, combined with restricted competition, mean poor manage-
ment and low efficiency for most MENA carriers (Muller-Jentsch 2002).

Efficiency indicators, such as freight and passenger capacity use while
planes are airborne, suggest that MENA carriers fall short of interna-

FIGURE 5.3

MENA Trade Is Burdened by High Transport Costs
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Source: UNCTAD, adapted from Muller-Jentsch 2002.
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BOX. 5.2

Transport's Symbiosis with Information and Communications Technologies

Transport logisticc are intensive in intormation. Fast and reliable intormauon processing
is a prerequjsire I;:or the efticient tlo%% otfgoods. since transport is "perishable'-the spare

capacity o t' a plane or ship cannot be sold once the trip hac been mlade. Information tlo%%s

in transportation are facilit3ted by a variert! of ICT applications. such as inv-entory and
%%arehouse inanagtnient systems, route opumization, tracing and tracking soIt'nare. ind
satellite-based fleet management swstems.

So tfar, MlErNA countries hav c largelk missed out on these dev elopments. Throughout

the region. [tate-i)wned airlhncs airports, ports. and rail%aN:s have failed to introduce

Lsate-of-the-art ICT applications, reducing their own efficiencn, but also disrupting the
s)-stemr%ide tflow% of intfrrmation and increasing frictions in trade. On the demiiand side.

widespread use of ICT applications in transport logistics has been himpered by %%eak in-
centives to improve efficienct-. because of the lack of comipennon in tranisport mrarkets.
Lack of commercial management in state-owned transport companies has also been a

factor, as oultdatcd company structures and cumbersomte working procedures have been
unfriendlv to mnodern ICT O)n the supply side, the high cost and limited .vailability of

ICT services-such as leased linei. networking services, and the Internet-have also

been factors, partly reflecutng linited conipetinon in telecomniunications m3arkets and

data transiiiission in most AILNA countriws.

tional standards by an estimated 15 to 20 percent (figure 5.4). And since
the marginal cost for additional passengers and cargo is low, the low ca-
pacity use rates suggest that there is much room for improvement in

those carriers' poor financial health. Regulatory reform should aim at
strengthening competition and the transparency of the regulatory

regime (box 5.3).
Air cargo would merit even greater attention in regulatory reform, as

it is one of the fastest growing segments of the air transport market-

with an estimated 40 percent of global manufactured exports by value
now being carried by air. Goods with a high value-to-weight ratio, as

well as perishable products, find their way to the markets by air. The ex-

pansion of global production-sharing networks-and the widespread use

of just-in-time production methods and supply-chain management-
have increased the importance of reliable and low-cost air cargo services.

In the MENA region the growth of air cargo has been below the

global average-partly because MENA countries find it difficult to di-
versify their exports into high-value-added products, and partly because

of regulatory barriers (Muller-Jentsch 2002). In many MENA countries
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FIGURE 5.4

MENA Carriers Underperform by International Efficiency Standards
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restrictive air-service agreements prevent free route development and

network optimization. Leasing constraints, customs delays, and ineffi-

cient ground handling add to the barriers. Reforms that encourage more

competition and improve performance in air cargo would strengthen the

region's links to global markets, attract more FDI, and diversify MENA

exports toward higher-value-added products.

Regulatory reform in air transport also needs to encompass airports-

particularly ground handling, which is inefficient and costly and fre-

quendy identified as a key bottleneck (box 5.3). Several MENA countries

are encouraging private participation in the operation of airports-which,

coupled with procompetitive regulation, should increase the efficiency of

airport service provision. Egypt has awarded build-operate-transfer con-

cessions for three new airports. Algeria is considering similar steps.

Maritime Transport

The speed, cost-effectiveness, and reliability of maritime transport are

critical for the promotion of exports and the integration of MENA into

global production networks. This is especially true for the shipment of

containers, the fastest growing segment in maritime transport, both

around the globe and within the region. A high rate of containerization

is critical to improving not only the efficiency of maritime transport, but
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BOX 5.3

Priorities for Regulatory Reform in MENA's Air Transport

Intern.itional experience suggests that tc tosrer competition-especially mn domestic air

transport-rOutes. capacity, and tlight frequency should he deteniiined by mi.arket con-

ditions, not rigid licensing regimes. ancd nation.l ownership and cc)ntrol rules should be

kept toa minimu1m1. In inost MNENA cOuntrics, the licensing regnimes protect [lag carri-

ers. And despite the entn of private airlines. fe%% -can ecimpete wvith the incumbents be-

c3use thev are often confined to niche markets. Cross-border air transport regulti0on in
\IIENA is still doniiinated bv traditional bilateral a.ir-service ag-reements th-at regulate

rarttic rights. c:lpacirn and routes.
Because the domestic air transport markets in AIENA are smnall-limiring potential

efticienc% gains-ret;rm should fOCluS on ihiternatonal air traniport. Liberalizanon to-
%%ard the EUqshould be , prioritv. iaen aitsaimportane asa rket t;-irNIENA countries.

rhe most corn prehensive strateg- hor cross-border liberalization wvould be the gridual
creation of a common Euro-Mlediterranean air transport space. e%enrually to m.1tch the
f -ree trade arei aimed fcor in the association agreements with the EUT. This could involve

the gradual acces;ion of NIENA countries to the European Civil Aviation Area (EC-AA)
agreed on in 21)01-which wi1ll extend to the Cenoral and Eastern European countries

the single market for air transport in the ELI kAluller-lentLch 20O" 1.
Extending thc ECAAVX to the southern Alediterranear would greatly facilitate tourism.

trade, mnd husiness travel within the retgion. Remno%ing e.\astIng barriers to competition
w-ould Ils6i encourage tforeign inmesument and create opportunrties for domestic opera-

tors to, participate in cross-border allances. Greater competition would also improve
carriers' efficiency and help in passing oi costO reductions to) users. The benefits could be

subitantal. A. srudy in thte United States found that fares on routes %%ith three compet-

ing carriers wcre on average 8 percent low%er than those on routes with two competitors.
'thuch in turn ert 8; percent lower than those on roures with only one airline.

- Procomperitive regulation in airports aftects the cort sticrnire of carriers and coin-
petition in the 3iarket. To achieve mc)re competitive *.utcomei, ground handling wouldl

* need to be unbundled from airport and airune operations, w%ith third-party handling II-
censing liberalized. Airport charges and uirport slots %%ould need to be cirefullv regu-
lated in a procoinpentite w%ay-especially the slots, a key determinant of marklet access

and coripennon.

SouFce Mulk ! -kntich 20(12

also that of the multimodal transport system, as containerization lowers

the cost of cargo modal transfers. Despite recent progress, the efficiency

of maritime transport in the MENA region remains low by international
standards. Ports-the entry points for the region's trade-remain a weak

link in the intermodal transport chain.
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MENA countries still lag behind in the rate of containerization in
general cargo traffic. At the end of the 1990s, the containerization of
Egypt's general cargo was 27 percent for imports and 36 percent for ex-
ports. Algeria's average containerization for trade was estimated at 16
percent, and Tunisia's at 37 percent. International averages range from
50 to 60 percent, with much higher rates for most high-income countries

(Muller-Jentsch 2002).
Competition in port services remains limited throughout the MENA

region, and the absence of private participation in port operations re-
duces the incentives to improve efficiency. This situation lowers the
quality and increases the cost of cargo handling, warehousing, and
bunkering, lowering the containerization of cargo traffic. Performance
indicators of MENA ports-such as cargo-handling costs and customs
clearance times-are elusive, but case studies and anecdotal evidence
point to substantial scope for efficiency improvements. A study found
that container freight rates to Alexandria in 1998 were generally 15 to 20
percent higher than to other Mediterranean destinations (World Bank
1998). In Casablanca, Morocco's main port, ship handling times could be
reduced by about 75 percent if productivity were to match international
standards.

Most ports in the region are run by public authorities, on the model
of the "service port," in which the authority regulates the port and pro-
vides all commercial port services. Government budget constraints,

combined with obstacles to private participation, prevent the modern-
ization and adequate maintenance of port facilities. Red tape adds to the
bottlenecks, causing delays and disrupting the maritime transport chain.
Elsewhere in the world the "landlord port" is becoming the standard op-

erating model, unbundling the regulatory functions (linked to natural
monopoly elements, such as provision of basic infrastructure) from the
potentially competitive commercial services. More competition in com-
mercial port services, coupled with appropriate regulation, would in-
crease the efficiency of MENA ports in cargo handling, reducing the cost
of cargo movements and increasing the containerization of trade.4

Land-Based Transport Servi-es

Because of the closure of several borders, land-based transport plays only
a minor role in cross-border merchandise transport in MENA, with road
transport dominating rail by far. Restrictive regulations in the trucking
industry increase transport cost and reduce efficiency in many MENA
countries. Red tape at border crossings also hampers efficiency. More-
over, fuel prices, taxes, and user fees do not reflect the negative external-
ities generated by trucking-such as congestion, environmental costs,



Services: The Key to Integration 163

and damage to infrastructure. But there have been some attempts to re-

form trucking. Tunisia removed legal barriers to market entry, deregu-

lated rates, and sold government-owned trucking companies.

Railways, particularly well-suited to provide efficient hinterland con-

nections for ports, especially for containerized cargo, have a potential

cost advantage over trucking for long-distance transport. And the 1990s

saw the reemergence of private rail operations in developing countries,

after more than half a century of nationalization and public sector man-

agement. By the end of the decade, the governments of 14 developing

countries had taken steps of varying magnitudes to spin off rail opera-

tions from government to private control. In the MENA region, as a re-

sult of decades of state ownership, railways suffer from underinvestment,

overstaffing, and lower competitiveness than trucking. In most countries,

performance indicators compare unfavorably with EU averages (figure

5.5) (Kessides 2002). But there are exceptions, as in Egypt and Jordan

where productivity indicators are satisfactory-probably reflecting the

peculiarities of their rail networks. 5

Outsourcing noncore railway activities, streamlining organizational

structures, and introducing concessions to operate infrastructure and

provide rail services would improve efficiency and reduce costs. Morocco

has taken the lead in railway restructuring. In 1995 it launched an ambi-

tious reform program, which turned around the inefficient and loss-

making Office National des Chemins de Fer into a profitable company

by rationalizing operations, reducing surplus staff, and introducing com-

mercial management. Jordan too has taken steps to improve efficiency,

privatizing its railway freight operations.

FIGURE 5.5

Considerable Scope for Improving Railway Efficiency in MENA Countries
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Note: Thousands of traffic units (TUs) per employee: percentage deviations from EU average (1990-99, EU average = 100%).
Source: World Bank staff.
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7elecommun5caVons

Telecommunications provide backbone services that affect efficiency and
growth of a wide range of user industries. The quahty and price of such key

services shape overall economic performance, affecting the capacity of busi-
nesses to compete in foreign and domestic markets and the scope for inte-
gration in global production-sharing networks. Reflecting the rapid pace of
innovation in ICTs, competitive market forces are becoming more impor-
tant in the provision of telecommunications and networking services, mov-

ing the sector away from the old "natural monopoly" market model.
Many developing countries have fast-tracked their opening of

telecommunications to competition, with Latin America in the lead,

closely followed by South Asia and East Asia and the Pacific (Cowhey and
Klimenko 2000). But regulatory reform in telecommnunications has been
slow in the MENA region, where markets remain on average less com-
petitive than in other developing countries. This gap can be measured by

an indicator that takes into account the competition in networks and ser-
vice provision in different segments of the telecommunications markets,

the openness to FDI, and the existence of procompetitive regulation and
an independent regulatory body (Varoudakis and Rosotto 2001) (figure
5.6). The pace of regulatory reform has recently increased in MENA

countries-especially in Algeria, Jordan, and Morocco, which has taken
the region's lead in market openness. But there still is considerable scope

for freeing up telecommunications markets (box 5.4).

BOX SA

Opening Telecommunications Markets to Competition in MENA:
Some Progress-with Hesitant Steps

MENA countries have recently stepped up the pace of telecommunications reform. But

progress has been uneven, with only five countries having moderate market openness.
Morocco, Jordan, and Tunisia illustrate the differences in the pace of reform.

Morocco's liberalization is most advanced. The test bed for effective competition in
iMorocco was the award of the second global system for mobile communication (GSM) li-

cense. After a highly competitive bidding process, the license was awarded to the Telefon-
ica-led consortium, which paid more than US$1 billion, a record for the region. The threat

of competition stimulated the incumbent operator, IAM, to lower tariffs four times in one
year. This produced unprecedented growth in the mobile market, from 150,000 customers

at the beginning of 1999 to 4,000,000 at the end of 2000. Morocco capitalized on the suc-
cess achieved in the mobile market to move forward on the privatization front. The in-

cumbent operator has been corporatized, and after a long tender process, a 3 5 percent stake
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BOX 5.4 (continued)
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International evidence suggests that greater market openness in

telecommunications, coupled with a high-quality regulatory regime,
drives ICT development. Greater market openness props up expenditure

in telecommunications-by encouraging expansion of the network at
lower cost, while improving the efficiency of incumbent operators, thus
expanding the array of services offered to users and lowering the costs of

services to ICT-using sectors (Boylaud and Nicoletti 2000; OECD 2000;

Mattoo, Rathindran, and Subramanian 2001; Varoudakis and Rosotto
2001). Because MENA telecommunications markets are less competi-
tive, the overall quality of services is also below the average in other de-

veloping countries, despite the potential in the region's high per capita
income. Quality is measured by a composite indicator encompassing the

density of fixed and mobile telephone networks, the cost of local com-

munications, and the average waiting time for a fixed line (figure 5.6).
More efficient and lower-cost telecommunications could help im-

prove the weak position of MENA countries in global production net-

works, boosting the region's participation in global trade. Evidence from
developing countries over the 1990s suggests that the share of manufac-

tured exports in GDP increases with improvements in the overall qual-
ity of telecommunications (figure 5.6). The impact of telecommunica-

tions is significant after accounting for other structural determinants of

manufactured exports, such as real effective exchange rate competitive-

ness and GDP growth of the main trade partners (Rosotto, Sekkat, and
Varoudakis 2003). On the basis of these estimates, forgone export earn-

ings for MENA-resulting from the gap in the quality of telecommuni-
cations with, say, Central and Eastern European countries-are esti-

mated at about 40 percent of total manufactured exports, or 3 percent of

GDP. The impact could be even greater, with greater know-how and

productivity of exporting firms and the high leverage of telecommunica-
tions liberalization in strengthening the investment climate and fostering

FDI in other economic sectors.

More competition in leased lines and backbone networks, along with
appropriate pricing policies to stimulate demand, would facilitate Inter-

net penetration and ICT sector development. The spread of the Inter-
net-after accounting for other structural determinants-turns out to be
greater in countries with more open telecommunications markets, with

MENA again lagging behind (figure 5.6).
ICT development, spurred by low-cost and high-quality telecommu-

nications, can also bridge part of the "quality gap" in MENA trade. In-
ternational evidence suggests that a good level of Internet connectivity

(measured by Internet host penetration) is associated with larger high-
tech shares in total manufactured exports (figure 5.6). Better Internet

connectivity, by facilitating assimilation of existing technologies, enables
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FIGURE 5.6

Telecommunications Liberalization in MENA: What's at Stake?
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exporters in developing countries to move up the scale of technological

specialization and position themselves in global high-tech markets. It
also facilitates business-to-business e-commerce, improving the links of

domestic producers to the cross-border chains of transnational corpora-

tions (World Bank 2001b).
Many developing countries have taken advantage of the specialization

opportunities in high-tech exports created by global production links. In

the late 199 0 s manufactured exports from countries in East Asia and the
Pacific were more tech heavy than high-income countries' exports (fig-
ure 5.6). But the high-tech content of MENA countries' manufactured
exports remains low-the lowest, on average, among developing regions.

One major obstacle to greater use of ICT in MENA-especially the In-

ternet-is the high cost of telecommunications, Internet services, and
networking infrastructure. Content controls also impede the spread of
the Internet. Lower costs would spur traffic and demand for infrastruc-

ture-which, thanks to economies of scale, would further lower the cost

of delivering the service. And higher demand would attract new invest-
ments in infrastructure, further improving connectivity.

Power

Ensuring reliable provision of electricity at low cost improves the com-

petitiveness of industry in both domestic and foreign markets. Indeed,
electricity costs make up a significant share of costs in many manufac-

turing industries. In addition, access to reliable electricity supply in rural
areas is a major development challenge, as just over one-third of the rural
population in developing countries have access to electricity-a figure

that has not changed significantly over the past 20 years. Most MENA
countries have achieved high levels of electrification-90 percent on av-
erage for the whole region in 2000. In Egypt the favorable geographic

distribution of the rural population-along the Nile-has permitted
cost-effective supply of hydro power. But an estimated 2 5 million people

elsewhere remain without access to power, with electrification rates as
low as 42 percent in the Republic of Yemen and 55 percent in Morocco.

Until recently the electricity supply industry typically was vertically
integrated, with a franchise monopoly as the sole supplier of electricity,
under public ownership, either by the state or municipal governments.

The past decade has seen a dramatic change in views about how the in-

dustry should be structured and regulated (Newbery 1999). The chal-

lenge now is to meet fast-growing demand through greater private par-

ticipation in the sector-and to introduce competition to improve

efficiency. This requires restructuring the industry according to local
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conditions (in some cases unbundling services) and taking steps to im-

prove the creditworthiness of operators-through better cost recovery,
price structures, and fee collection. But experience suggests that choos-

ing the right reform strategy is more challenging than early optimists
claimed. Countries that have not restructured their electricity systems

can now reflect on the lessons and consider the options (box 5.5).

BOX 5.5

Restructuring the Electricity Supply Industry without the Lights Going Off:
Lessons from Two Decades of Reform

SiInce 1980, wvhen Chile corninenced a radical progrAlm of restructuring and privatiza-
non,- nmo,re than 60 countries have introduced retbrmrn in the electriLcir sector. 1oda0 .
what mna be termcd th standard reform n model separates the potentiall% competitive
parts from-the corc nartural monopoly for tr.unsmission and distribution. with a regula-
tor, agencw sctting the transinission and distribution uitriffs. Competing generators oIfer
electricrit to the *% holesale mnarket. Eligible custormers are free to chc)ose their supplier.

And'neQ% enrtrants are free to build new ca p.icitv with nondiscriminatory access to' th'e
grid and final custromers.

In most uonurie;. regtrulatorN reforims in the-CleCLricir!- sectors have brought about
sev-eral of the e\pected benefits-enhanced productivity and cost -effectiveness, im-
proved_ ourput qualihty greater responsiveness to conisumer needs, and increased in'est-
ment driven b[-imnarket inceti'les rather than bureaucr3tic preference. Stil. the postre-
torm experience rceeals substanujal cross-countr- di'fferences in mnarket behavior and
performance in restructured electricity niarketz For example. new% entry privne sector
invesntent. price change. anmd price volardiry have all been mixed. Xnd in somiie coun-
tries the uunintieded consqcquences of refuorims seem to ha3-e caucd signijficant problems.

Perh.aps the single most important lesson is that miiodels that appear to work well in
soine cirCLu111rancee and pl 1ces inay not tbe easily transferable to cYountries in different cir-
cuinstances. \Vrious emipLrical assessment: suggest thai several factors m.ay be responsible
for the obscned variance in performnance: the structural option adOpted. the extent of
market liberalization, the speed and sequencing ot retornis, the quality of regulatory go'-

ernanct, and the interactuon between miiarket rules anid mnarket strucrure. But it is widely
claiiiied that the sector's- regudaton- go'ernance" regime is mo:,re important for attracting
lcing-terin prvarc investment than the specifi ch6oice of industrifl structure.
* Sevcral basic quesn1.1on1s and contentious issues remain:

- How to. improve incentives t'or efficiency in avalabilidr and o:peraton %%hile main-
taining incentives for and abilityn t fin'ance efticient expansion.

- i B.- * it,.,,, . , . .'i5 _5r' I
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BOX 5.5 (continued)

• Whether the presence of coordination economies implies that vertical separation of
transmission from generation will undermine the ability to undertake investment

based on long-term systemwide planning.

s Whether there are significant gains from restructuring systems that are moderately

well run in terms of availability, dispatch, and grid adequacy.

* Whether all asset types should be privatized or private ownership should be limited
to the structurally competitive segments of the industry.

e Whether economies of scale in generation limit the potential for introducing compe-

tition in relatively small markets.

• Whether large economies of scale in distribution imply that that too much fragmen-
tation of distribution facilities will increase distribution costs, whether the supply

function (or retailing) should be separated from distribution, and the extent to which
the supply function should be liberalized.

* What minimal set of regulations is needed under ideal circumstances, and how this

set should be expanded in response to equity concerns, consumer protection, and
other social goals.

Source: World Bank staff.

In MENA countries the industry still comprises mostly vertically inte-
grated state-owned monopolies with weak financial health, low operating
efficiency, and extensive government interference in their operations.

Regulatory frameworks are not characterized by independence, trans-
parency, and accountability. Regulatory and operational functions are not

sufficiently separated to assure potential private investors and new en-

trants that the future policy developments in the sector will be fair and
competitively neutral. Until the end of the 1990s MENAs reform score-
card in the industry was thus very low, ahead only of Africa (figure 5.7).6

The lack of comprehensive regulatory reform is reflected in poor op-

erational efficiency throughout the region, resulting in high electricity
costs or in sizable operational losses when electricity prices are con-
trolled. Indeed, several of the region's electricity systems are plagued by
high transmission and distribution losses, which in 1990-98 exceeded the

world average in most countries (figure 5.7). Notable exceptions are Mo-

rocco and Jordan, which are ahead of the others in regulatory reform.

Some countries are taking promising steps. Algeria, Jordan, and
Lebanon have new electricity laws, which include corporatizing the in-
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FIGURE 5.7

Electricity Supply Industry Reform and Performance
The electricity supply industry remains less
competitive in MENA, leading to low network efficiency.

Regulatory reform indicator as of 1998 Electricity transmission losses in percentage
(maximum 6) of domestic supply (2000)
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cumbent and setting up a regulatory body. Egypt has created a holding

company with corporate subsidiaries and established a regulatory agency.

Egypt, Morocco, Tunisia, and West Bank and Gaza have independent

power producers. Jordan, which has had a locally privately owned distri-

bution company for many years, has fully unbundled and is preparing to

privatize the other entities as well. In Morocco, about 50 percent of dis-

tribution is operated through private concessions, with steps taken to ra-

tionalize energy consumption through appropriate tariff reform.

Financial Services

Access to finance at competitive costs enables new firms to expand capac-

ity and take advantage of export opportunities-or compete more success-

fully in less protected domestic markets. Better access to finance also helps

businesses head off the shocks associated with participation in more open

global markets. Many developing countries have implemented important

financial sector reforms, with the aim of mobilizing savings, facilitating ac-

cess to finance, and improving the allocation of financial resources.

Most MENA countries embarked on financial sector reform only in

the 1990s, almost two decades after East Asia and Latin America. Bank-

ing systems were state dominated and excessively regulated-and they
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remain so in Algeria, the Islamic Republic of Iran, and Syria, where state-

owned banks still account for more than 95 percent of domestic bank as-

sets (Lee 2002; Nashashibi, Elhage, and Fedelino 2001). In some cases

state-owned banks have extended soft loans to loss-making public enter-

prises, creating contingent liabilities for the public sector and credit bot-

tlenecks to private sector investment.

In Algeria the successive buybacks by the government of bad bank

loans to state enterprises over 1993-97 represented more than 50 percent

of the average outstanding loans to the economy, and close to 30 percent

of average GDP. A fresh cleanup in 2001 cost an additional 15 percent of

GDP. But in the region as a whole, the share of bank lending to the pub-

lic sector has come down from nearly 40 percent in 1990-95 to about 25

percent in 1996-2000, allowing more room for private sector financing.

Foreign bank entry in developing countries, through establishing

branches and subsidiaries in the context of the GATS framework, can en-

hance internal financial liberalization as it injects more competition into

domestic banking systems. Spurred by growth in trade and the liberal-

ization of financial services around the globe, international banks have

been lured to economies in transition and countries in Latin America
(Mathieson and Rold6s 2001).7

The foreign bank presence remains low in MENA (figure 5.8). But

foreign bank entry is on an upward trend, at about 9 percent of total bank

assets in 2000, up from 4 percent in 1995.

In Gulf countries the foreign bank presence is higher, at an estimated

14 percent, but was constant throughout the 1990s. Lebanon, Morocco,

and Tunisia are ahead of other countries in the region in foreign bank

participation.

Because local banks in protected banking markets charge high prices for

their services and lack incentives to improve efficiency, the entry of foreign

competitors can improve the quality of financial services in a number of

ways (World Bank 2001a): (1) by limiting excess pricing by incumbent

banks; (2) by enhancing the efficiency of domestic banks, because foreign

bank presence may enable domestic banks to cut costs by assimilating su-

perior banking techniques and rationalizing their networks; and (3)

through spillovers, by training staff in modern banking techniques.

Despite these potential benefits, concerns are often voiced that access

to credit may be impaired for some sectors of the economy-particularly

small and medium-size enterprises-because foreign banks tend to serve

large customers. But evidence from a survey of more than 4,000 enter-

prises in 38 developing and transition economies suggests that, although

large enterprises seem to take better advantage of foreign bank presence,

benefits also appear to accrue to small and medium-size enterprises

(Barth, Caprio, and Levine 2001; Clarke, Cull, and Martinez Peria 2001).
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FIGURE 5.8

Financial Reform and Foreign Bank Presence in MENA
Foreign bank presence remains limited in MENA. Participation of foreign banks from non-

MENA, high-income countries is weak.

Foreign bank assets in percentage Foreign participation in the equity capital of
of total bank assets domestic banks (in percent by home country, 2000)
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First, the lower interest margins spurred by foreign bank entry may help
expand the amount of lending to small and medium-size enterprises, even
if the share of lending to them declines. Second, foreign bank competi-

tion for large customers may displace some domestic banks, forcing them
to seek new market niches, improving the access for small borrowers.

In MENA such benefits may be rather limited at present-because of
the low overall presence of foreign banks and the relatively limited par-

ticipation of banks from high-income countries outside the region (fig-
ure 5.8). Stepping up domestic bank restructuring, privatization, and
modernization would increase the presence of foreign banks and be nec-
essary to safeguard the soundness of domestic banks in the face of
stronger competition. Foreign banks could also contribute to the re-
structuring and modernization of the domestic banking system as strate-
gic partners, facilitating the privatization of state banks.

Services Reform and Private Investment: Opportunities
and Pitfalls

Because services often cannot be traded, increasing access to service mar-
kets generally requires the entry of foreign competitors through FDI.



174 Trade, Investment, and Development in the Middle East and North Africa

This will lead to the introduction of new technologies that improve effi-
ciency and competitiveness, but that also increase the hiring of domestic
labor. Investment in services now accounts for about half the inward FDI

stock in the world (UNCTAD 2001).
Traditionally, developing countries used to be recipients of FD1 in man-

ufacturing and the primary sector. This changed drastically over the 1990s.

The shift to the private provision of infrastructure services in the 1990s
was much more rapid and widespread than originally anticipated. By 2001

developing countries had seen more than US$7S5 billion of investment

flows to nearly 2,500 infrastructure projects (Harris 2003) (figure 5.9). In-
vestment was concentrated in Latin America, where investrnents were

largely associated with the sale or concessioning of existing assets, and East
Asia, which saw a far higher proportion of greenfield projects. The bulk of

this was in power and telecommunications, but other sectors also saw sub-
stantial private participation-especially water and transport (figure 5.9).

MENA countries find it difficult to benefit from these global trends be-
cause they have approached service reform in a piecemeal fashion-with pri-
vatization slower than in other parts of the world and barriers to entry often

remaining forbidding, for both domestic and foreign investors. That is why
cunulative FDI in infrastructure in the MENA region constituted only 3

percent of the world total in 2001, a meager US$23 billion (figure 5.9).
MENA countries attracted only about US$6 billion of private invest-

ment in the electricity supply industry in the 1990s. Compare that with
US$64 billion in Latin America and US$56 billion in East Asia. The re-
gion's poor record in attracting private investmnent is especially problem-

atic because of the continuing growth in electricity demand, expected to

average 6 percent per year up to 2010. To meet this demand, the region's

electricity systems will require new investment in excess of US$30 bil-
lion (Kessides 2002). In view of the severe fiscal constraints facing many

of the region's countries, any attempts to meet these investment require-
ments with public funds will divert scarce resources from health, educa-

tion, and other pressing social needs, increasing the opportunity costs of
state ownership in the electricity sector.

With hindsight of more than a decade, it is now becoming clear that
private sector participation in infrastructure is no panacea. First, invest-

ment flows in infrastructure are unstable. They began to decline after

1997, in the wake of the East Asian financial crisis, and by 2001 were
only 44 percent of their peak-although still much higher than in the

early 1990s (figure 5.9). Power has seen the largest decline from its

peaks, followed by telecommunications. The declines have been accom-

panied by the cancellation or renegotiation of some projects, and, in
some parts of the world, by a shift in public opinion against the private

provision of infrastructure services (Harris 2003).
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FIGURE 5.9

Private Participation in Investment in Network Industries
(in 2001 US$)
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Several factors explain the subdued interest. Pessimism about emerg-
ing markets is on the rise, following the East Asian, Russian, and Argen-
tine crises. Owing to declines in high-income country stock markets,
some of the leading investors in infrastructure have become bankrupt or
remain saddled with debt, mainly as a result of their earlier aggressive
strategies. In some middle-income developing countries demand for in-
frastructure services fell as real incomes contracted, following large ex-
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change rate devaluations. Some investors overestimated the ability of
governments to manage the reform and honor their tariff and other
build-transfer-operate commitments. Pricing policies implied by pass-
through clauses and indexation, introduced to handle the risks of deval-
uation, were not politically sustainable. In addition to inciting renegoti-
ations in many projects, the shocks led investors to reevaluate the risks of
emerging markets.

Implementing and sustaining reform has tended to be more difficult
in some sectors than others. In telecommunications, where prices before
liberalization were often high-and in ports, airports, and rail freight,

which are frequently export oriented and do not serve the general pub-
lic-there has been less boom and bust. Electricity and water, which on
average had to make the largest adjustments because of low cost recov-

ery (figure 5.9), have often seen severe malaise. In many cases, reductions
in cost brought about by private participation through improved effi-
ciency led to lower user costs and expanded service provision. But where
prices were way below costs, efficiency improvements could not offset
the need for price increases, at least without continuing subsidies by tax-
payers. Indeed, regardless of who owns the assets, infrastructure services
must in the end be paid for either by users or taxpayers. Private partici-

pation does not alter this equation.
Overall, developing countries could be better served with a sound de-

sign of private participation schemes that develop procompetitive regula-
tory regimes and strengthening regulatory capacity, improve the targeting

of subsidies to reach the poor, and ensure the transparency of privatization

and award processes in concession-type contracts (Klein 2003).

Notes

1. Based on WTO (2002).

2. This impact accounts only for growth effects driven by stronger
domestic and foreign demand. The total impact could be greater when
accounting for cost reductions in ICT-using sectors, as well as efficiency

and productivity improvements forthcoming in the long run.
3. According to the Business Software Alliance, the average software

piracy rate in the Middle East in 2000 was 57 percent of total packaged

software sales, far higher than the 37 percent worldwide average. Also
see University of Napoli Federico II (2001).

4. The regulatory approach has to be differentiated, depending on
the type of cargo. Container handling usually requires specialized heavy
equipment. It thus involves sizable fixed costs and vertical integration of
infrastructure investments and service provision that limit the degree of
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competition. Appropriate regulation in such concessions should be de-

signed with the aim of preventing the abuse of monopoly power. Gen-
eral cargo handling involves fewer economies of scale, so that infrastruc-
ture investment and service provision could be unbundled-with the
service open to competitive provision. A detailed analysis is provided in
Muller-Jentsch (2002).

5. Egypt has the largest rail network in the MENA region, but oper-
ations are facilitated because there is one primary line that spans the
length of the Nile. Jordan's 620 kilometers of track are mainly used to
transport mined phosphate to the port of Aqaba. Despite the apparently
good productivity indicators, the Egyptian National Railways is not prof-
itable, with income covering only about 60 percent of operating costs.

6. The ranking is based on the following six criteria: Has the electric
utility been commercialized and corporatized? Has an energy law, which

would permit unbundling and/or privatization in part or in whole of the
industry, been passed by parliament? Has a regulatory body that is sepa-
rate from the utility and from the ministry started work? Is there any pri-
vate sector investment on greenfield sites in operation or under con-
struction? Has the core state-owned utility been restructured or

separated? Has any of the existing state-owned enterprise been priva-
tized? See Kessides (2002).

7. The share of bank assets controlled by foreign banks in Central
Europe (the Czech Republic, Poland, Hungary) rose from 12 percent in
1994 to 57 percent in 1999. Similarly, in Latin America, by the end of

the decade, foreign banks accounted for nearly half or more of the bank-
ing systems of several countries (Argentina, Chile, Mexico, and
Repuiblica Bolivariana de Venezuela), up from between 10 and 20 per-

cent in 1994. However, in low-income countries too, foreign banks par-
ticipate increasingly in domestic banking systems (World Bank 2002b).





CHAPTER 6

From Adversity to Opportunity:
Agriculture, Trade, and Water

The reform of agricultural trade presents governments around the world
with difficult choices and great opportunities. The benefits can be
large-increasing efficiency in agriculture, improving living standards,
and ensuring more sustainable development. But the transition costs can
also be large.

Many of the MENA region's people, 40 percent in 2000, live in rural
areas, the majority of them poor. Water is scarce, and today's patterns of
agricultural water use and cropping are unsustainable. Consider the ex-
ponents. Drinking water uses only 1 cubic meter (m3) of water per per-
son a year. Municipal and industrial uses consume 100 m3 of water per
person a year. But food production uses upward of 1,000 m3 of water per
person a year-more than 80 percent of the region's water use. Yet the
region's food production is in deficit, and trade is essential to ensure the
region's food needs.

The challenge is to turn these adverse conditions into opportunities-
through trade. This chapter looks at some of the potential for improving
agricultural trade in MENA-in the ongoing VWTO negotiations for
global agricultural reforms-and trade arrangements with Europe. The
main messages are as follows:

* It is in the MENA region's interests to subscribe to an equitable, lib-
eral, and open rules-based multilateral trading system within the
VVTO framework. But sustainable development in agriculture re-
quires gradual reforms in agriculture and in rural areas. It also re-
quires much faster opening of market access in richer countries and a
commitment from MENAs trading partners to mitigate the substan-
tial welfare losses from freer global trade. Closer to home and within
the context of trade relations with the EU, revitalized regional trade
agreements can begin to address market access and trade reforms.

* With substantially better access for its exports, and with substantial
trade and domestic price reforms, MENA could have large welfare and

179
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efficiency gains of US$2 billion a year. It could also have very large sav-

ings in water use, with food security achieved through trade rather

than protection. Improvements in agricultural trade should lead to
faster and more sustainable growth, reducing poverty along the way.

* The consequences of trade-related job losses are a serious issue. The
benefits of freer trade will go mainly to better-off farmers in irrigated
areas and urban consumers. But large losses will be borne by the more

vulnerable segments of the rural population-small field crop pro-
ducers, subsistence farmers in rainfed areas, and poor livestock
herders. Their earnings losses will have to be dealt with in ways dif-
ferent from those envisaged for the "average" displaced manufactur-

ing worker. The displacement process should avoid putting the bur-

den disproportionately on women. Packaging the transition process

to accommodate those constraints and designing adequate safety nets
could ensure that trade reform in agriculture is politically viable.

Agriculture's contribution to GDP ranges from a high of more than

20 percent for Syria and Morocco to a low of less than 5 percent for Jor-

dan (table 6.1). Contrast that with a rural population of 30 to 60 percent
(with such exceptions as 10 percent in Lebanon) and agriculture's share

of around 28 percent of the labor force. Increasing agricultural produc-
tion, greater volatility, and stagnating per capita food production attest

to the sector's inability to contribute to a more sustainable growth path

under current circumstances.

Water and Land Are Scarce throughout the Region

MENA countries face serious environmental and natural resource prob-
lems. Rapid population growth (more than 2.5 percent a year in the past
decade) and economic development have increased the pressure on the
region's natural resource base. Rising demand for food and feeds has in-

creased land and water degradation. Future economic and population

growth will put further pressures on MENA agriculture and the envi-

ronment unless distorted pricing measures and water and fuel subsidiza-

tion schemes are phased out and resource losses are addressed more ag-

gressively. Typical agricultural water tariffs in the region are less than 5
cents per m3 , a fraction of the cost for production and distribution (much

less the depletion costs).

A large net food importer, the region relies on the rest of the world
for about 20 percent of its food needs. Agricultural exports (mainly fruits,
vegetables, cotton), valued at about US$6 billion in 2000, represent
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TABLE 6.1

Selected Agricultural, Water, and Social Indicators in MENA

Ey4t AAa T S F3

Lebno 10 17 4 12 1,26 2.11

Morocco 44 65 36 16 971 0.37~~~~~~~.

V% f~~~~~~~~~~~~~~~~~~ 

MENA countries
Labor abundant resource poor
Egypt, Arab Rep. 55 61 33 127 859 0.28
Jordan 26 29 11 2 179 027
Lebanon 10 17 4 12 1,261 2.11
Morocco 44 65 36 16 971 0.37
Tunisia 34 36 25 12 482 1.04
Labor abundant, resource rich
Algeria 40 53 24 12 47314 26
Iran, Islamic Repof 38 48 26 19 1,955 0.29
Syrian Arab Rep. 46 68 28 24 1,622 0.24
Yemen, Rep of 75 72 51 15 223 0121
GCC
Bahrain 8 0 1 1 181 0.37
Kuwait 2 6 1 1 10 1.40
Qatar 7 28 1 1 94 0.67
Saudi Arabia 14 34 10 7 118 0.78
Eastern European countries
Poland 34 22 3 1,596 465
Turkey 25 46 15 3,439 1.10
Latin American countries
Brazil 19 44 17 8 48,314 2.01
Chile 14 18 16 11 60,614 093
Costa Rica 52 60 20 9 27,932 1.07
Mexico 1 26 1 21 1 4 4,624 1 0.39

Note: GDP is in US$2,000.
Sources: FAO 2002a, 2002b.

about one-fourth of agricultural imports of approximately US$24 billion
(dominated by cereals, meat, sugar, oils, and fats). Per capita, the region
is the world's largest grain importer, with Algeria, Egypt, the Islanmic Re-
public of Iran, Morocco, and Tunisia alone takcing one-quarter of world
wheat imports. Agricultural imports declined from 20 percent of total
imports in 1987 to 13 percent in 2000 because of falling global cereal

prices and rising domestic food production. Cereal imports actually ex-
ceeded domestic production in some years (figure 6. 1).

Concerns about food security explain the significant support for input
and output prices. MENA countries use various combinations of pro-
duction, consumption, and tariff measures to support agricultural pro-
duction. Tariffs in the region tend to be higher than in other developing



182 Trade, Investment, and Development in the Middle East and North Africa

FIGURE 6.1

MENA: Production, Net Imports, and Consumption of Cereals, 1975-2001

Million metric tons

120

100 Production
Net imports ------- 0w

80 Consumption

60

40

20

0

Source: FAO 2002b.

regions (figure 6.2), although border protection is greater for meat, veg-

etable oils, and processed foods than for sugar or cereals, the products
with the lowest custom duties. Tariff protection is compounded by non-

tariff barriers in various forms. Support measures on the production side
include high producer prices, production input subsidies, and water sub-

sidies. The need to provide cheap food to consumers and weak market

access for noncereal exports also make it difficult to allocate resources ef-

ficiently, equitably, and sustainably. This is not exceptional in the MENA
region. Many countries, especially the industrial ones, have similar (or
higher) levels of protection for import-substitution agriculture. But the

urgency for reform is much more acute in the MENA region, given its
limited water resources and large rural populations.

The region's main trading partner is the EU, which is the main mar-
ket outlet for its agricultural exports and the origin for a large part of its
agricultural imports. Algeria, Egypt, Jordan, Lebanon, Morocco, and

Tunisia have the highest shares of trade with the EU, reflecting the prox-
imity and the closeness of their economic ties.

WTO Negotiations Promise Large Global Welfare Gains

The November 2001 declaration of the Fourth Ministerial Conference

of the WTO in Doha provided the mandate for a new round of multi-
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FIGURE 6.2

Average Applied Tariffs for Agricultural Products
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lateral trade negotiations in agriculture-to be concluded by 2005.
Countries are being asked to reduce their trade restrictions in exchange
for better market access in other markets. The declaration also provides
for special and differential treatment for developing countries to meet

their needs in food security and rural development. The benefits are ex-
pected to be substantial for all, but there will also be significant adjust-

ment and transition costs for individual countries and regions.
The next WVTO ministerial meeting is slated for September 2003 in

Cancun, with global trade reforms in agriculture to take center stage.
Major agricultural exporters in industrial and developing countries (the
so-called Cairns group, the United States, and others) are pushing for

sharp reductions in global agricultural protection and better market ac-
cess. Other industrial countries (apan and those in Europe) want to
maintain high domestic protection. And large net food importers in de-
veloping countries are pressing for their special needs. The implications

are significant for the MENA region because it is a large net food im-

porter, because it heavily protects its agricultural sector, and because it
needs better market access in key export markets, especially in Europe.

The new round will directly affect only WTO members in the region,
but indirectly it will affect all other MENA countries.
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On a parallel track, and closer to home, the Euro-Med association
agreements essentially exempt agriculture by granting special status to

agricultural trade. Export market access rules are governed by preferen-
tial access clauses, mostly under quotas, and generally reflect continuing

large restrictions on MENA's access to European markets. But they do
contain specific provisions to implement progressively greater liberaliza-
tion of agricultural trade over time. The WTO negotiations are also
likely to affect the EU's choices in its regional trade arrangements.

Historically, global trade in agricultural products has attracted higher
tariffs than all other products; it is restrained by numerous and complex
nontrade barriers and is affected by domestic support policies. Partly as
a result, the share of agriculture in world merchandise trade has been on
a declining trend, falling to 9 percent in 2000 from 15 percent in the
early 1980s. During 1990-2000, world agricultural exports grew in cur-
rent dollar terms at about a 3 percent annual rate, half as fast as overall
merchandise trade. After the conclusion of the previous Uruguay Round
negotiations in 1994, world agricultural export growth picked up, only to
falter after the onset of the Asian crisis in 1997. Against this backdrop,
world agricultural export market shares of MENA countries remained
under 1 percent throughout 1974-2000.

The Uruguay Round Agricultural Agreement concluded in 1994 initi-
ated the first steps toward liberalization of global trade in agriculture by
negotiating improvements in market access through tariff reductions, cuts
in national support for production and exports, and setting bounds for pro-
tection. The progress on new agricultural negotiations is turning out to be
slow and contentious. The fill round of negotiations, although planned to
start in 1999, a year ahead of full implementation for industrial countries,

could begin only in March 2000. The implementation has not been en-
couraging. The agricultural reforms are proving fragile, with bound tariff
rates remaining high and domestic support levels increasing because of the
declines in market prices. By 1998 agricultural support in OECD coun-

tries exceeded by US$36 billion the level in 1994 (Anderson and Morris
2000). Although the share of agriculture in industrial economies is about
half that of 20 years ago, and in most countries represents less than 3 per-
cent of GDP, the political power of agricultural lobbies remains strong.

At Doha, agriculture remained the single most divisive issue facing
negotiators. And it remains the single most significant agenda item in
post-Doha world trade negotiations. The potential benefits of a full lib-
eralization of agriculture and food for both developing and industrial
countries are estimated at US$250 billion, six times those of abolishing

the MFA (figure 6.3).

The high stakes for developing countries are obvious in the annual
subsidies to production and exports in OECD countries: US$362 billion,
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FIGURE 6.3

Static Welfare Gains from Agricultural Liberalization Exceed Those from Merchandise
Trade
(incremental income in 2015, compared with 1997)

1997 US$ billions

300 
|0 0 High income * Low income

250 -

200 -

150 -

100 i

50 =01

0 M

Agriculture and food Other merchandise Textiles and
goods clothing

Source: World Bank 2002.

far exceeding official aid flows of US$53 billion.I Dynamic welfare gains,
after allowing for investment growth and productivity gains, are valued
at US$46 billion a year, with 65 percent to developing countries and 35
percent to industrial countries.2

MENA, a Large Net Food Importer, Could Be Hurt

As a large net importer of agricultural products, MENA depends on im-
ports for cereals, sugar, cooking oil, and other foods (figure 6.4). Over
the past two decades, MENA net annual agricultural imports have
ranged between US$16 billion and US$20 billion.

By most counts, eliminating international trade barriers and national
subsidies for production and exports causes the long-run real food prices
to rise by as much as 12 percent. In three products critical for MENA
countries, expected price increases are 16.4 percent for sugar, 11.2 per-
cent for vegetable oils, and 16.3 percent for cereals. But for vegetables and
fruits, a product group important to MENA exports, prices are expected
to rise by only 8.3 percent. So in net terms, MENA's terms of trade would
worsen, with higher import prices relative to export prices making con-
sumers worse off because they have to pay more for their purchases of
food. And given the large distortions in MENAs agricultural sector, there
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FIGURE 6.4

MENA Net Agricultural Exports, Average 1998-2000
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will also be the effects of attracting more resources into already inefficient

domestic production. The combined effects of these two factors are esti-
mated to account for a static welfare loss of about US$3 billon in 1995

prices by 2005 (Anderson, Hoekman, and Strutt 2001) (figure 6.5). China

is the only other country that loses as a food importer. Much of the loss
in the MENA region originates in inefficiencies that could be corrected
by removing distortions in domestic agriculture (figure 6.6).

The analyses cited rely on the Global Trade Analysis Project (GTAP)

database version 5, which does not adequately capture domestic distortion
in MENA_3 With bettcr estimates of the distortions in the MENA region,
the welfare gains from removing domestic distortions are likely to be even
larger, but because of high protection enjoyed by field crops and livestock,

eliminating or significantly reducing tariffs in these sectors will pose seri-

ous challenges (see the discussion below on managing the transition).
The greatest benefits for the MENA region will come from compre-

hensive domestic reforms-in tandem with greater market access in Eu-

ropean and world markets. MENA governmnents face issues of timing
and sequencing of reforms. The heaviest domestic and border distor-

tions are in the livestock, dairy, oilseeds, and cereal markets. Programs

have to be put in place for these markets in a gradual way and according

to some preannounced plans. Estimates of various sequencing strategies
show that the biggest welfare gains (up to 4 percent of GDP) are ob-

tained when agricultural trade is liberalized gradually as opposed to a
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FIGURE 6.5

MENA Loses under Global Agricultural Trade Liberalization if It Does Not Change
Domestic Subsidies and Distortions
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one-shot unilateral implementation at the beginning of the reform pro-
gram (Elshennawy 2001). But countries have to pay particular attention
to the implications of this gradual approach for government revenues,
adjustment costs, and the credibility of reform.

Domestic Reforms, and Greater Access to European
Export Markets, Would More than Offset the Losses

The process will involve substantial losses. Agricultural trade liberaliza-
tion will mean painful changes in the rural world. Although the benefits
are widespread, the costs will be concentrated on the most vulnerable
and least competitive. Production in sugar, livestock, dairy, and cereals is
expected to drop by an average of 10 to 65 percent in Morocco (Ruther-
ford, Rutstrom, and Tarr 1997). The agricultural sector in Tunisia could
lose annually around 3 percent of its value added (Cockburn, Decaluwe,
and Dostie 1998). These large losses are set against positive national wel-
fare improvements that could reach up to 1.5 percent of GDP.
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FIGURE 6.6

Gains in MENA from Removing Agricultural Trade Distortions in Addition to Export
Subsidies
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Improved EU market access will be critical. Greater market access
is crucial for products in which MENA countries have comparative ad-

vantage. It must go beyond the current reference-based seasonal tariff
quotas and reference quantity system. The EU simple average tariff on
agricultural products, now 16.1 percent, remains higher than that for

nonagricultural products. It also hides evidence of tariff escalation, par-
ticularly for processed food and agricultural products (WTO 2002).

This has implications for MENA's trade with the EU. When liberal-
ization explicitly takes into consideration the higher tariffs on

processed food than on raw commodities, MENA is the region with

the highest incremental welfare gains,4 with an additional 10 percent

(Gehlhar and Wainio 2002). Given the fast-growing world market,

processed food trade could provide the region with an opportunity to
invest more in the sector if concrete steps are taken by its major trad-

ing partners, particularly the EU, to reduce their border protection
against MENA's exports. 5
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Agriculture Trade and Its Implications for Water

Greater efficiency in domestic agriculture, combined with agricultural

trade liberalization, might also allow MENA countries to begin to ad-
dress acute water scarcity and the reallocation of water uses. The region
tends on average to have lower agricultural output per unit of water con-

sumed in the sector than countries in the same income group (figure
6.7). So water scarcity in the region is greatly influenced by the ineffi-
ciency of water consumption in the agricultural sector.

Trade in agriculture already provides large gains in water use in the
MENA region. Allan (1997, 2001a, 2001b) proposes a "virtual water hy-

pothesis," which asserts that the presence of water embedded in agricul-
tural crops or "virtual water" is the prime reason why water-scarce re-
gions such as MENA have been able to avoid severe water shortages. In

essence, countries that are scarce in water choose to import agricultural
crops in order to save on water required for production. The hypothesis
makes the case for a strong link between water-scarce regions and import
of water-intensive crops such as wheat. Hakiinian (2003) tests Allan's hy-
pothesis by a regression analysis on a cross-country dataset of 100 coun-

tries, including 14 MENA countries.

FIGURE 6.7

Agricultural Water Productivity by Country
(nominal USS per m3/year of water)
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Although it may seem that crops with high water content, such as

tomatoes, require more water to produce than "dry" crops such as wheat,

by considering the longer cultivation season for cereals compared with
vegetables, water requirements per unit weight of production are actu-
ally higher for cereals than for vegetables (table 6.2). Since water re-

quirements vary gready depending on various conditions, such as cli-

mate, soil conditions, and the specific varieties of crops, these figures

should be viewed with caution. For water-intensive agricultural crops,
such as meat (beef), vegetable oil, and milk, a range (low, average, high)

was specified because of the variability and uncertainty in the water re-

quirement estimates. The data show that meat, vegetable oils, and milk
are far more water intensive to produce than vegetables, fruits, or cere-

als. For example, producing I kilogram of meat requires approximately
30 times more water than producing the same unit of cereals.

Figure 6.8 presents the aggregate water required to produce the trade
volume for seven MENA countries, using trade data for representative

food crops for the MENA region and their average water requirement
data (table 6.2).6 The water content in agricultural trade or the "virtual

water hypothesis" is assessed. Given the sheer size of imports, all MENA

countries are large net importers of water through agricultural trade. Al-
geria, Egypt, and the Islamic Republic of Iran import particularly large

volumes of water through food. The total import of water ranges from
approximately 5,000 million m3 of water per year in Lebanon to 55,000

TABLE 6.2

Water Requirements of Agricultural Products
(m3 of water/metric ton of food)

Tomatoes' 450
Olrves& 500
Vegetablesa 1,000
Maize 1,400
Wheat 1,450
Barleya 1,450
Fruits' 1,500
Bananasa 1,750
Rice 3,450
Sugara 5,000
MlIkb 6,000

Cotton' 7,000
Vegetable oilc 22,000

Beef 42,500

Sources: a. Staff estimates; b. water requirements for milk cows from Department for Environment, Food
and Rural Affairs (DEFRA) 2002 and Government of Ontario, Canada 1992 and c. FAO 1996. All other crop
water requirement data are from Gleick 2000 and Barthelemy 1993.
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FIGURE 6.8

Water Content of Trade, Selected MENA Countries
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million m3 of water per year in the Islamic Republic of Iran. For exports,

the water content ranges from 500 million m3 in Lebanon to 7,500 mil-
lion m3 in the Islamic Republic of Iran.

But the water requirements in table 6.2 provide only a physical input-
output transformation to show the relative intensity of water use by dif-
ferent agricultural products. To illustrate the differences in the econom-

ics of water use requires factoring in differences in output prices or the
value of the physical transformation. One easy and simple way to do this

is to adjust the water use by relative final product prices. For example,
wheat prices in world markets are about US$120 per metric ton, while
the price of vegetables is about 5 times larger (US$500 per metric ton)

and that of beef 10 times higher (US$2,150 per metric ton). So the cost

of water transformed into beef becomes much less when adjusted for the
higher prices, and the cost of the water transformed into vegetables be-

comes even lower (figure 6.9).

The relative inefficiencies in water use for different agricultural prod-
ucts are evident when differences in physical use of water per ton of pro-

duction and the relative final product prices are taken into account (fig-
ure 6.9). First, irrigated crop production of rice and sugar is inefficient,

using twice the water of producing wheat at world prices. There is little
justification for producing these crops in the water-scarce MENA re-

gion. Second, livestock and dairy production is also hugely inefficient in
water-scarce environments. Third, irrigated wheat and other cereals do
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FIGURE 6.9

Relative Costs of Water Use for Different Agricultural Products, MENA Region, 2003
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better, in the middle of the picture. But they still do considerably

worse-five times or more inefficient-than producing export crops,
such as cotton, fruits and vegetables, and arid-area crops, such as olives.
Cotton is much more efficient than wheat production at world prices,

even though it uses much more water than wheat per metric ton of pro-

duction. Indeed, estimates suggest that the elimination of protection in

Egypt would dramatically improve the relative returns to cotton cultiva-

tion relative to those of wheat and rice.
None of these calculations price water or the other input subsidies and

farning price support mechanisms. Once these are factored in, it is no

surprise that farmers in the region grow water-intensive inefficient crops.

Although MENA countries do not export cereals, they produce cere-

als domestically on both rainfed and irrigated lands, with high producer

support from the government provided for food security purposes. On
average, about 41 percent of wheat and 34 percent of barley are pro-

duced on irrigated land. Saudi Arabia and Egypt produce all their cere-

als on irrigated land (table 6.3).

A large proportion of domestic cereal production that takes place is in

mixed rainfed conditions, using ground moisture and some irrigation

water use, during the wet winter season. These are less water-intensive

methods and are probably relatively efficient. So moving to world prices
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TABLE 6.3

Cereal Area under Irrigation, 1995

Share of irrigation in total cereal area
Country (percent)

Labor abundant, resource poor
Egypt, Arab Rep. 100
Jordan 30
Lebanon 39
Morocco 15
Tunisia 3.5

Labor abundant, resource rich
Iran, Islamic Rep. of 61
Syrian Arab Rep. 45
Yemen, Rep. of 19

Source: Staff estimates.

progressively over time and pricing water better will induce a relative

shift out of import-substituting cereals and into more efficient, ex-
portable crops. But it will not necessarily induce a drastic shift out of do-

mestic cereal production. Cereal production on fully irrigated lands may

be under greater pressure, considering the region's water scarcity and the

move to adopt lower protection. That lowering of protection can be cal-

ibrated to permit efficient shifts in cropping patterns.

Market Access, Employment Impacts, and Managing the
Transition

The benefits of agricultural trade liberalization in the MENA region will

depend greatly on improved market access, especially in the EU. The

impacts of reform will be large, and the transition costs significant.

Labor and employment impacts will be more adVerse in rainfed areas.

Transition costs will need to be managed throughWa number of different

instruments.

Regulations on market access in industrial countries (the EU, United

States, and others) are particularly impoftant for MENA. There are im-

portant patterns of protection in favor of agricultural products in industrial

countries that are stronger for processed goods with higher-value-added

content. For current WVTO memiibers, further trade liberalization will have

to pass through further cuts in bound and applied tariffs. For those nego-

tiating entry in the WTO or unilaterally modifying trade policy, the con-

version of nontariff measures affecting agricultural inports into ad val-

orem or specific tariffs will rank high on the agenda. With the current

patterns of protection and the differences existing between MENA coun-
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tries, it will be difficult to predict the effects of further trade liberalization

unless how, what, and when market access regulations are to be imple-
mented are examined, taking into account the expected behavioral re-
sponses from producers and consumers. The net effect on the agriculture
sector will depend on both what is offered by and to trading partners.

Reduced distortions in the EU market are in the common interest of
most of the developing countries, including those in the MENA region
(Diao, Roe, and Somwaru 2002). Export markets for MENA are con-
centrated in the EU because of geographic proximity, historic linkages,
and preferential trade arrangements. There is a widespread belief within
MENA countries with important trade flows with the EU that agricul-
tural trade liberalization has not yielded symmetrical benefits, because

key potential EU agricultural and food markets for southern Mediter-
ranean countries remain heavily protected. Policymakers in the region
should note that this is in sharp contrast to the large benefits reaped by
commercial farmers on the northern shore as a result of the generous
EU subsidies and the opening of markets on the southern shore. Further
liberalization of agricultural markets could be threatened if this imbal-
ance is not rectified.7

Finally, protection measures are complicated by the constraints posed
by large actors in the market. These are private operators, namely su-
permarket chains and food processors that impose their own standards

and criteria on product quality, time of delivery, stability of supply flows,
and so on. These criteria are binding and can be more restrictive than
government or trade bloc restrictions. Under market conditions, it is dif-
ficult to develop regulations to force these private agents to change their
purchasing practices, assuming that there are no discriminatory
processes involved, and the onus of adaptation is on the suppliers, and in

the case of MENA, the exporters to these markets.
Yet, trade liberalization can provide opportunities for agricultural and

food product exports from MENA countries (box 6.1). However, inter-
nal marketing processes and structures in MENA face serious structural
and policy constraints in the context of standards, price formation, in-

formation, storage, and transport, all of which are invariably hindered by
bureaucratic interventions and inefficient public enterprises (box 6.2).

These constraints prevent a flexible response to agricultural trade liber-
alization and thus reduce the potential benefits expected. Exporters in-
variably depend on vertical integration from production to shipping in
order to ensure products of adequate quality and quantity. This increases
risks as specialization in the different stages of transport, storage, condi-

tioning, and packaging is not feasible under all circumstances. Thus, in-
ternal reforms in market organization and marketing are critical to en-

hancing the possibility of opportunities of market access.
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BOX 6.1

Horticultural Export Promotion in Jordan

Jordan's agricultural exports to non-Arab countries are small, amounting to only 4 per-

cent of the total exported in 2000. In 1998, Jordan's exports to Europe amounted to about

4,249 tons (mainly cucumbers, green beans, peppers, and grapes) valued at US$5 million.

These amounts are less than 0.5 percent of Israel's agricultural exports to these countries.

There is considerable scope to increase Jordan's exports to Europe and also to other Gulf

countries by expanding the access of small-scale and medium-scale producers to these

markets. This would require not only linkages through contract farning with large-scale

farmers but also the adoption of more efficient production practices. For example, the use

of drip irrigation, plastic greenhousing, efficient application of fertilizers and pesticides,

and high yielding varieties of green beans, sweet peppers, strawberries, and seedless

grapes could provide between US$8,500 and US$30,000/hectare without requiring high

levels of water usage if saving techniques are put in place (World Bank 2002). Labor re-

quirements for these crops in terms of land preparation, sowing, planting, husbandry,
pruning, and harvesting indicate that these activities are labor intensive and could have

important implications in terms of labor generation (between 1,000 and 7,000 person-

hours per hectare is needed for the farming conditions in the Jordan Rift Valley).

BOX 6.2

Nontraditional Export Crops in Egypt

Promotion of fresh, nontraditional export horticulture crops is considered an important

intervention area for agricultural production development in Egypt. Crops selected as

having a potential for further production and export include table grapes, strawberries,

fine green beans, green onions, galia melons, and cut flowers. Development of these

nontraditional crops would require further efforts in terms of technical, transportation,
and marketing assistance. Analysis conducted in the Agricultural Technology Utilization

and 'Transfer (ATUT) Project indicate that Egypt has a strong comparative advantage in

these products but faces significant competition from countries such as Kenya, Zim-

babwe, Ecuador, and Chile (Development Alternatives, Inc. [DAI] 2002). Specific con-

straints to further development in the sector include high transportation costs as well as

quality considerations. Egyptian exporters will have to add value to their products to be

able to grab higher market shares. This could be done by aggressively moving into niche

markets, such as organic produce and shipping products in packages that can be put di-

rectly oni supermarket shelves.
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Labor and Employment Impacts of Agricultural
Liberalization

Agriculture in the MENA region is characterized by high dependence on
rainfed production systems, usually for cereals (wheat and barley, the lat-

ter mainly as feed) and livestock. Another feature is the high share of
labor employed in agriculture. A paradox exists: for social and economic

reasons, both MENA governments and the EU prefer that agriculture

absorb labor. Yet, agricultural policies also encourage capital-intensive
development through investment and interest rate subsidies, with the as-
sumption that mechanized agriculture is efficient.8 Thus, there are sig-

nificant complementarities between the current policy emphasis on food

security-self-sufficiency focusing on cereal production with the con-
comitant producer price supports-and the long-term trends of subsi-

dized mechanization.
Part of the drop in internal prices from trade reform will be offset by

the increase in international prices for the same commodities, as subsi-

dized exports from developed countries decline with the liberalization of

agricultural trade. But this effect will be limited by the high price supports
provided in MENA countries, particularly to cereal producers. Results

show that, in general, as a consequence of agricultural trade liberalization:

* The economy as a whole will gain as investments and labor are di-

verted to activities more productive and efficient in their use, increas-

ing overall GDP growth rates.

* Labor and capital would be transferred out of the agricultural sector.

* Overall, the agricultural sector will thus be affected adversely as agri-

cultural and agro-industrial production declines, but also positively as
production becomes more competitive.

* The cereals sector, now strongly protected through producer subsi-

dies, would be hurt disproportionately. Competitive cereal produc-

tion, mosdy on medium-size and large farms, is concentrated in the
high-potential humid and subhumid zones.

* Fruit and vegetable production under irrigated conditions remains
flexible and competitive, and tree crops appear to be the solution for

the arid and semiarid zones, where they remain competitive, a viable
substitute for cereal production. 9

Among the diverse effects of agricultural liberalization, the impact of

greatest concern to policymakers is that on rural labor and employment.

Trade liberalization will displace labor out of agriculture, but the adap-
tive process is complex. There will not be automatic and massive out-mi-
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gration to cities. The adjustment of the different farm households will

depend on the opportunities, the constraints, and the costs of migration.

* Part of the farm labor force will adapt within the agricultural sector,
mainly by shifting from the production of subsistence crops to the
production of higher-value cash crops.

* Part will shift into the nonagricultural sectors (manufacturing, ser-
vices, construction). Pressure on wages could cause economic and so-

cial problems. Some of the established and unskilled or semiskilled
nonagricultural labor will be pushed out by the incoming displaced

agricultural labor and migrate or join the pool of unemployed.' 0

* Part will not be able to adapt, mainly the older members of the labor
force.

The expected decline of agricultural prices (relative to nonagricultural

prices) associated with trade liberalization will thus be felt differently
across rural household types. The resulting adaptive process can be as-

sessed in five dimensions: the farm; the proximate geographic region; the
agroclimatic region; the farming system, particularly irrigated and rain-
fed agriculture; and the agricultural and nonagricultural sectors, the lat-

ter rural or nonrural. The adaptive process will diffuse the impact of lib-
eralization on labor displacement through these five dimensions.1 '

Farmers, or farm families, can be described as risk-averse economic
agents managing a portfolio of resources. This portfolio comprises land

for crop production and livestock production and labor for on-farm and
off-farm employment, the latter in a temporary, seasonal, or permanent
manner, in the rural or nonrural sectors, in the country or abroad. The
objective is to manage this portfolio in such a manner as to stabilize in-
come and consumption flows.

The reallocation of labor within a farm in response to liberalization
will be through adjustments in the product mix, within the perspective of
the portfolio optimization process discussed above. The reallocation of
labor in the farm family in response to agricultural price liberalization is
a function of the efficient use of the portfolio of farm resources and the
stability of income and consumption flows. While resources would be
expected to move away from the protected cereal crops, consumption
needs would buffer the magnitude of such an impact. Furthermore, there
would be limits to the expansion of cash crops given marketing, storage,

and perishability constraints and market risks. Labor would be reallo-

cated among farm products and off-farm employment.
For one group, adjustments take place only in the patterns for reallo-

cating family labor. This is the case of landless farmers, defined as labor-
ers in the strict sense, used in agriculture as hired labor. This labor force
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can be skilled in specific agricultural activities (grafting, cotton picking) or

unskilled, and can also work in the nonfarm and nonagricultural sectors.12

In the labor reallocation process one critical question is whether there

would be any systematic relationship between farm size and labor dis-

placement. This will depend on the change in the crop mix and the tech-
nology of production. Smaller farms, using large amounts of labor in

labor-intensive technologies, would face redundant labor on the farm.
Larger farms using capital-intensive technologies would reallocate re-

sources toward abundant and cheaper labor, but would not be able to ab-
sorb all the displaced labor.

Part of the labor reallocation process would be limited to movements
within proximate areas, because of the familiarity of workers with re-

gional production patterns, lower transfer costs from shorter move-
ments, and so on. The employment impact on different farm sizes can be
assessed within a level of aggregation, such as an administrative unit,

groups of provinces, and river basins. This should not be done mechan-
ically because skill requirements are a critical factor in labor mobility.

For example, an area with predominantly irrigated agriculture can reab-
sorb displaced labor within its borders, but labor transfers between rain-
fed and irrigated areas may not be that easy.

Agroclimatic classification is important for agriculture as the deter-

mining factor in cropping patterns. Most likely, farmers in low-rainfall
areas will be hurt more by agricultural trade liberalization because they
can grow fewer alternative crops. To the extent that an agroclimatic re-

gion is characterized by similarities in farming systems, labor displace-
ment and absorption would follow similar patterns.

As the protection of rainfed cereal crops decreases, labor would move
out of cereals and into more labor-intensive cash crops, which dominate

the irrigated sector. The rainfed sector would face higher numbers of

displaced workers. But these workers can be absorbed into the irrigated
sector to only a limited extent. The irrigated sector would also shed
labor, because it uses labor-intensive methods to begin with. As capital
also leaves agriculture, particularly irrigated agriculture, some labor as-

sociated with capital in fixed proportions will also be displaced.
Labor displacement is best interpreted through the direction of

changes. Some of the displaced workers can be reabsorbed in the agri-
cultural sector. So the net labor displacement in agriculture could be rel-

atively low, but it is inevitable. The relative share of agriculture in the
total labor force has been declining, and the labor and employment im-

pact of agricultural liberalization has to be put in the context of this long-
term trend. What is more important is that the process will entail signif-

icant costs both for reabsorbing labor within agriculture and for

transforming labor to other sectors.



From Adversity to Opportunity: Agriculture,Trade, and Water 199

If the objective is to achieve efficiency in agriculture (as well as the

economy), the agricultural sector and rural areas cannot maintain their
traditional role as a buffer for labor and unemployment more than other

sectors. So labor transfers from agriculture should be accepted so that
adequate measures are taken to manage the transitional issues.

Small rainfed farms, a large group covering limited area, deserve in-

depth analysis through new studies. Particularly in the lower-rainfall re-
gions, they are at the margin of production, producing mostly for sub-

sistence, tangential to market forces. They absorb a significant amount
of labor, so the way liberalization affects them needs to be assessed care-

fully.
Land and capital would also be expected to move from agriculture to

other sectors-and within agriculture from the protected subsectors to

others. Agroclimatic conditions constrain the mobility of land among
different products, with water a limiting factor. Land close to urban and

semiurban centers would be transferred to nonagricultural uses.

Implications for Women

Women are heavily involved in agriculture in most MENA countries

(figure 6.10). That makes it crucial to understand the gender effects of

agricultural trade liberalization in the region. Reviews of farming prac-

tices by gender in MENA (such as by Kasnakoglu [1999]) reveal that the

female labor force in agriculture has greater involvement:

* In livestock than in crop production.

* In middle phases of crop production than in land preparation and

seeding or marketing.

* In horticulture than in cereal production.

* In small farms and holdings on marginal lands.

* In areas with large male migration to urban areas.

* In middle-aged and older workers.

* In summer months and harvesting periods.

* In labor-intensive activities, which tend to be disadvantaged when

mechanization is introduced.

Trade liberalization will affect the field crops, livestock, and horticul-

ture subsectors differently, hitting the cereal and livestock markets hard-
est, and giving horticulture and agrofood industries better market

prospects. This is an underresearched area that requires supplemental
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FIGURE 6.10

Gender Composition of the Labor Force in Selected MENA Countries
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analysis. Better micro- and macrolevel information and the availability of
new gender-"adjusted" analytical tools for analyzing the relationship be-

tween trade liberalization and gender, including the use of computable
general equilibrium models (such as in Fontana 2003), can produce new

insights on liberalization outcomes.

Implications for Safety Nets and Transition Strategies for the
Rural Poor

Trade liberalization implies changes in relative prices and reallocations

of resources, but it is more than purely economic. The transfer of re-
sources and factors of production from one sector-or one product to
another-has social and political impacts that need to be buffered to

avoid social upheaval. The costs of adapting to the effects of liberaliza-
tion (retraining of labor, building economic and social infrastructure

for labor that will migrate to more profitable sectors) have to be as-

sessed. And to avoid shock effects, the process has to be planned and
phased.

Farm family strategies for coping. In an environment in which climatic fac-
tors can impart a high degree of uncertainty and variability to crop pro-

duction, livestock production and off-farm employment activities play a

crucial stabilizing role, ensuring adequate stability to income and con-
sumption flows. In the southern Mediterranean basin, the importance of
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off-farm income has been demonstrated in many countries. Part of the

farm family's labor resources are allocated in diverse ways to off-farm
employment, in temporary, seasonal, or permanent jobs, in the agricul-

tural sector, in rural or urban areas, at home or abroad. The most im-
portant aspect of such off-farm employment is that income transfers-

from those employed off the farm to those on the farm-are an essential
part of farm family income. In Tunisia the incidence of off-farm income
is inversely related to farm size, and for smaller farms this income is the

more important source for farm investments. In Syria, such income
made up an average of 35 to 40 percent of farm income.

Government strategies. Government policies should serve three objectives:

production incentives, social transfers, and risk management.
Producer-support policies in the MENA region invariably entail price

supports for dominant products, mainly cereals, and input price subsi-
dies, with the main pretext being incentives for production and produc-
tivity. These interventions can be guaranteed minimum prices, obliga-
tory delivery prices from state monopolies, or floor prices with a
premium over reference prices based on production costs or import

prices. The input subsidies aim to promote technology embodied in fer-
tilizers, improved seeds, and the like. But they distort markets and result

in an overdetermined economic system. Overall, support policies have
had limited impact in raising production and productivity, especially in
less favorable arid zones with low and variable rainfall.

The producer price supports are also instruments of social policy be-
cause social safety nets and other instruments of social protection, de-
signed mainly for industrial and service workers in urban agglomerations,
are not available to dispersed rural beneficiaries. Their effects as instru-
ments of social protection are diluted because they are not targeted to the
more needy and poorer segments of the rural society. Indeed, larger farms
benefit proportionately more. And smaller farms producing cereals for
family consumption, or lacking access to markets or state purchases, do

not benefit.
Producer price supports also aim to manage the risks of climatic and

market variability. This is a self-insurance policy for the governments,
viable under today's macroeconomic conditions.

Overall, the interventions to support and stabilize prices can even

hurt farm families. If the commodity whose price is being stabilized is
negatively correlated with the other elements of the farm family portfo-

lio, that portfolio would be destabilized, and risk-averse farmers wish-
ing to avoid instability in their portfolio would resist it (Newberry and

Stiglitz 1981).
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Managing the Transition

Managing the transition requires:

* Accompanying measures for the adjustment of displaced labor.

* Providing producers with predictable, rule-based stability in output
markets. 13

* Promoting technological change.

* Investing in additional social and physical infrastructure.

* Establishing public works programs.

* Improving agricultural marketing.

* Reinforcing economywide liberalization.

Accompanying Measures for the Adjustment of Displaced Labor

Different adjustment scenarios need to be considered, targeting specific
measures to different categories of labor.

* The segment of the labor market that will adapt within the agricul-
tural sector, mainly from the production of subsistence crops to the

production of higher-value cash crops, would need government assis-

tance in bearing the transfer and conversion costs. Some technical
support and even financial incentives may be necessary for farms em-
ploying displaced labor.

* The segment of the labor force that will shift into the nonagricultural

sectors (manufacturing, services, construction) will require significant
training expenditures, particularly for semiskilled and skilled jobs.

* For the segment of the farm labor that will not be able to adapt to the
impact of liberalization, problems would need to be addressed
through a social safety net program entailing direct transfers.

Providing Producers with Predictable, Rule-Based Stability in
Output Markets

Liberalization entails welfare gains, but producers of cereal products will
be negatively affected. Liberalization will not eliminate the production

of key cereal products overnight. And some support for cereal produc-
ers, relying more on market forces and less on direct interventions, can

be envisaged. A key principle is that these interventions should be rule-

based and predictable to allow markets to operate. For example, price
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bands or compensatory schemes could be considered. And strategic re-

serves could be increased, but managing the reserves needs to be rule-
based as well.

Promoting Technological Change

Far from automatic, technological change requires a concerted effort by
public and private agencies in agricultural research and dissemination,
both of which are integral for the transition. The costs of public and pri-

vate research and disseminating technologies to farms are considerable,
but the returns are high enough to justify them.

Investing in Additional Social and Physical Infrastructure

Physical infrastructure needs will increase and change as markets demand

more efficient services (communication, energy, roads). On the social side,
labor transfers will require investments in education, health, and housing

as families move from dispersed rural locations to intermediate and higher
population centers, or to urban and semiurban agglomerations.

Establishing Public Works Programs and Associated Safety Nets

In the transition, there will have to be strong reliance on public works
programs, especially those in infrastructure. Public works and social

safety nets can be directed toward the creation of physical and social in-
frastructure by displaced agricultural workers and their families seeking
employment in urban and industrial areas.

Improving Agricultural Marketing

The agricultural marketing system-comprising collection, transporta-

tion, conditioning, packaging, transformation, storage, and wholesale

and retail market systems-has to transmit information through prices,
so that farmers can make investment and production choices based on

accurate reflections of market conditions. The system needs to be rein-
forced by regulatory institutions, such as laws for market conduct and the
enforcement of contracts, grades, and standards.

In MENA countries today, markets are not functioning efficiently,

particularly in price formation, information creation and transmission,
and arbitrage. The main reason is the administrative intervention in

wholesale markets to stabilize urban food prices. This intervention needs

to be eliminated to permit markets to promote stability through arbi-

trage and to allow for market segmentation.
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Reinforcing Economywide Adjustment and Liberalization

The required adjustments in the nonagricultural sectors will also need to

be carefully considered. Public enterprises are subjected to market rules

through restructuring and privatization, but the private sector has to

adapt and improve its efficiency as well. Equipment and technologies

need to be updated. Labor has to be trained and retrained. Marketing ef-

ficiency has to improve. And market regulations and standards need to

be modernized.

Covering the Costs of Transition

The costs of transition are not small. For example, the long-term cost of

total liberalization in Tunisian agriculture was estimated at US$1.25 bil-

lion, with a third for transitional costs associated with labor and capital

and two-thirds for mise 2 niveau. But the present value of the benefits was

estimated at about US$9 billion, using a discount rate of 5 percent. So

the benefits of liberalization would be more than adequate to finance the

costs of transition, if those benefits can be captured to finance the tran-

sition.
Trade liberalization in MENA, including agricultural trade liberaliza-

tion, should not be viewed in a short-term perspective. It is a longer-

term process, requiring adequate consideration of social and political

consequences, and careful planning of the sequencing, adaptation, fi-

nancing, and implementation of actions. That is why MENA countries

have to consider the possibly destabilizing social ramifications of agri-

cultural liberalization. Neither MENA countries nor the international

community wants social and political destabilization. So mutually ac-

ceptable solutions need to be found with appropriate cost sharing.

Notes

1. The estimates for subsidies, for 1997, are expected to have risen.

The Official Development Assistance (ODA) estimate is for 2000.

2. Estimates vary from study to study. Anderson, Hoekmnan, and

Strutt (2001) have an estimate of US$56 billion, Anderson and Morris

(2000) estimate US$80 billion.

3. Turkey is also included in MENA, unlike in the standard World

Bank classifications. Individual country data are only for Morocco and

Turkey. The rest of the GTAP MENA region is aggregated into "rest of

Middle East" and "rest of North Africa." Data on domestic input subsi-

dies are reported as zero, except for Turkey in MENA.
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4. Relative to a situation in which tariffs are reduced on the basis of
the average within each commodity grouping.

5. The EU has some of the widest tariff dispersion levels worldwide
in various food commodity groupings.

6. Water requirement data depend on several factors, including
agro-ecological conditions, type of irrigation, varieties, and agronomic
practices. While broad averages have been used for the exercise, it should

be recognized that detailed assessments would need to be made on a
more disaggregated and agro-ecologically (climate, soils, and so on) site-
specific basis to evaluate matters on a national, regional, and perimeter

level.
7. The design of the current Euro-Med agreement reinforces this

threat, as there are limited provisions for the Mediterranean countries to

receive more favorable terms for agricultural exports to the EU in the
short run (OECD 2000).

8. While this may be technically efficient, it is not necessarily eco-
nomically efficient.

9. Traditional rustic fruit tree species, such as olives, figs, almonds,

and grapevines as well as some other fruit trees adapted to these arid and
semiarid zones, are also environmentally sound options as perennial

crops to replace annual cereal production in low-productivity and low-
potential environments. But such substitution would need to be comple-

mented by improved marketing and export possibilities.
10. There will be ripple effects extending into migration, mainly into

the EU but also other countries. The lack of a meaningful immigration
policy in the EU will affect the quality and magnitude of this migration
(see Diwan and others [2003]).

11. The effects of these five dimensions are not necessarily mutually
separate-that is, they are not additive. The five dimensions allow the

basic problem to be viewed from different angles to assess priorities.
12. Landless farmers are defined strictly as laborers and not farmers

who do not own but have access to land through rentals, sharecropping,

usufruct rights on state land, and so on.
13. This would pertain to products that would continue to receive

some sort of protection, such as cereals, for purposes of market stability.





CHAPTER 7

Speeding Integration through
Regional Agreements

Regional integration agreements (RIAs) have proliferated in the MENA
region. In recent years, Algeria, Egypt, Jordan, Lebanon, Morocco, the

Palestinian Authority, and Tunisia have signed bilateral integration

agreements with the EU, and Syria has started to negotiate one. Jordan
has signed a free trade agreement with the United States (see box 7.1),

and Morocco is negotiating one. All Arab countries have entered into the
Pan-Arab Free Trade Agreement, and some are members of the GCC, a

subregional group that has formed a customs union.
The two most substantive types of integration agreements are those

between individual MENA countries and the EU (Euro-Med agree-
ments) and the intraregional pan-Arab agreements. A review of the ex-

perience with these suggests the following:

* The Euro-Med agreements have not increased the trade shares of the
southern Mediterranean partner countries in EU markets. Why?

Reasons include a narrow scope and coverage because of the restric-
tions on trade in agriculture, services, and labor; the lack of harmo-
nization of standards; and the stringent rules of origin for some man-

ufactured goods that have high export potential, such as textiles and
clothing.

* Nor have intraregional agreements stimulated pan-Arab trade. They

have been limited in their effectiveness by restrictions similar to those in
the current Euro-Med agreements. Trade integration has also been min-

imal because the region has economies with similar production and ex-
port structures and thus fewer opportunities for trade with each other.

* Relaxing the restrictions in RIAs-and going for deeper integration of
trade in agriculture, services, and labor-holds substantial potential

for increasing flows of trade, investment, and finance within the re-
gion and with the EU. This, in turn, could have a substantial impact

on economic growth and welfare in MENA countries.
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BOX 7.1

The U.S.-Jordan Free Trade Agreement

A free trade agreement came into force between Jordan and the United States in 2001,
and is the only such agreement to date between the United States and an Arab country.
The agreement covers the standard areas of trade in goods but is distinctive in including
provisions for labor and environmental standards, electronic commerce, and intellectual
property rights. Services are covered only to the extent of existing commitments by both
countries to GATS.

The free trade agreement will coexist with the QIZ initiative, which grants tariff-free
and quota-free access to the U.S. market for goods produced in eligible QIZs and meet-
ing specific rules-of-origin requirements. Since the free trade agreement only phases out
tariffs over a specified multiyear period, there will continue to be an advantage to locat-
ing in the QIZs for goods that face relatively high tariffs, such as garments.

The free trade agreement and the QIZs have already had an impact. Since 1999 Jor-
danian exports to the United States have increased by more than 200 percent, reaching
US$400 million in 2002. The increase in 2002, the first full year of the free trade agree-
ment, was about 72 percent.

o The benefits of deep integration accrue in part from domestic struc-
tural reforms. It is useful to accelerate and bind such reforms in revi-
talized RIAs so as to prevent policy reversals and enhance credibility
with trading partners and investors.

EcuTo-bied Agireaments

Starting in 1995 the EU embarked on new partnerships with southern
Mediterranean countries with the aim of enhancing political dialogue,
economic integration, and sociocultural cooperation. Although the aims
of the seven agreements signed to date with Arab partners are broad,
their operational mechanisms focus on establishing free trade in indus-
trial goods over 12 years from the date they come into force. Agricultural
products and services are covered in principle-but on a schedule to be
determined following further negotiations.

Three agreements, with Tunisia, Jordan, and Morocco, already in
force, allow for an initial assessment of effectiveness. The evidence sug-
gests that the agreements have not yet enabled these countries to gain
market share in the EU (figure 7.1).1
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FIGURE 7.1

Trends in EU Import Market Shares of Accession and Euro-Med Countries
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The trade market shares of another group of countries that signed ac-

cession agreements with the EU in the early 1 990s have increased sharply-

from around 1.5 percent to around 3 percent. The difference is most likely

the result of differences in the content of the agreements they entered.

A comparison of the key features of the Euro-Med agreements and

the accession agreements (table 7.1) makes it possible to identify four

main reasons why the initial economic impact of the former has been

modest so far.2

TABLE 7.1

Key Features of Euro-Med and EU Accession Agreements

Reforms in the agreements Euro-Med EU accession

Free movement
Industrial goods Yes Yes
Agricultural goods To be negotiated Yes
Services To be negotiated Yes
Capital No Yes
Labor No Yes, with transition period
Complementary structural reforms
Competition policy Included as areas for cooperation and Included as preconditions for accession

harmonization but with no mechanisms
for implementation

Privatization
Company law
Financial sector reform
Intellectual property rights

Source: Adapted from Diwan and others 2003.
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* Most MENA countries have not pursued domestic reforms compre-

hensive enough to realize the benefits of greater market access to Eu-
ropean economies.

* The Euro-Med agreements are limited in their coverage of trade in
agriculture and services, and they do not cover labor.

* The Euro-Med agreements contain restrictive rules of origin for se-
lected manufactured goods, such as clothing.

* There has been little progress in harmonizing standards across partners.

Limited Domestic Reforms

The first step in expanding trade is liberalizing it in a meaningful way.
Various MENA countries have attempted this in fits and starts in the past

two decades, but they have not liberalized as much as other regions.
Among world regions, MENA has the second-highest average tariff rates
and the second-highest incidence of nontariff barriers (see chapter 2).

Furthermore, the tariff-reduction schedules in the Euro-Med agree-
ments are backloaded: the larger reductions are to take place in the final

years of the agreements. So, very little pressure is placed on the Arab

countries to move faster on trade reform.
Structural reforms to improve the investment climate are also critical

for trade liberalization. Such reforms typically involve measures to im-

prove factory-to-port transport logistics, customs administration, com-
petition policy (including privatization), company law, intellectual prop-
erty rights, and financial and insurance services. They can substantially

reduce transaction costs, increasing the ability of firms to respond to
price signals communicated by trade reforms. MENA countries have

made some progress in these areas, but the agenda for reform remains
substantial.

Narrow Coverage

Liberalizing services can promote trade, growth, and employment. But
the coverage of services is limited in the Euro-Med agreements. Restric-

tions and special costs continue to apply to cross-border trade in services.
For example, several MENA countries apply a national carrier prefer-

ence in air and sea freight services. Transshipments are often subject to
high charges and fees. Similar preferences and charges apply to finance

and telecommunications services.
Why the restrictions? MENA countries are reluctant to relinquish

government control over banks, insurance companies, transport services,
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electricity authorities, and telecommunications agencies. They are even
more reluctant when the likely sources of private delivery of services

would be foreign.
The Euro-Med agreements specify that liberalizing services is to be

discussed after a transition period, but no time-bound negotiations have
begun.3 Nor have many MENA countries made unilateral moves to
modify foreign investment and domestic regulatory policies in key ser-

vice sectors. By contrast, several EU accession countries in Central and
Eastern Europe have for years been adapting their service regulations to

meet EU requirements, and they have been open to foreign investment

as well.
Not all of the MENA region's trade problems are self-inflicted. In

many cases, its more developed trade partners have taken a deeply pro-

tectionist approach to integration agreements-by severely limiting
trade in agricultural goods, for example. The lack of EU market access

for agricultural goods is quantitatively a significant constraint on export
growth for many MENA countries (Chaherli and El-Said 2000). Exports
of key unprocessed agricultural products from southern Mediterranean

partners are kept out by tariff and nontariff barriers. Tariff escalation in
these countries also affects the development of the processed food sec-

tor. Sanitary and phytosanitary standard issues, such as pest control and
quarantine systems, also affect the exports of agricultural products.

Nor does the coverage of the Euro-Med agreements extend to trade

in labor services, a major foreign exchange earner for several MENA

countries. Services would become even more important if temporary
movements of MENA-origin workers to EU countries were liberalized.
That could be of mutual benefit, given the need for additional workers

in the EU. In general, however, the agreements limit the coverage of
labor services to multilateral obligations offered under the GATS. No
special exemptions are offered to ALENA countries. By contrast, the ac-

cession agreements of the Central and Eastern European countries with
the EU have clauses on the movement of workers, with fairly well-de-

fined implementation procedures. The aim, after a transition period, is

for free movement of labor within the expanded EU.

Restrictive Rules of Origin

Manufactured goods, which are treated more generously than agricul-

ture and services in the Euro-Med agreements, are allowed in at zero tar-

iffs. But the trade-enhancing effects are limited. First, the nonpreferen-
tial tariff rates on many manufactured goods are low to begin with (about

4 percent on average), so the advantage of preferential treatment to

MENA countries is small. Second, several potentially important manu-
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factured export items are subject to extremely restrictive rules of origin,

again dampening the possibility of expanded trade.
Restrictive rules of origin are particularly important for clothing, tex-

tiles, and footwear. They are generally ranked from least to most restric-
tive as follows: those requiring a change in tariff classification, those stip-

ulating minimum value addition, and those requiring specific production

processes. For clothing from MENA countries, the EU applies the most
restrictive rule. Thus, for cotton shirt imports, the rules of origin require

that two stages of production be undertaken in MENA: the production

of fabric from yarn and the stitching of the fabric into a shirt. In addi-
tion, the administrative procedures for proving origin are complex and

time consuming. Sometimes the costs of proving origin are so high that

exporters prefer to pay duties to get their goods in, despite having duty-
free access provisions in their country's agreement (Herin 1986). In gen-
eral, rules of origin have been found to restrict trade by as much as 40
percent (Gasiorek and others 2001).4

Lack of Common Standards

Standards for imports are often justified by health and safety concerns,

typically for food products and engineering goods. But if standards dis-

criminate against foreign goods-or increase costs unnecessarily-they

take on the character of nontariff barriers and reduce integration. The
costs of compliance with standards arise largely from the testing proce-

dures. Most MENA countries do not readily accept compliance certifi-

cates issued by foreign laboratories. Instead, they require that the rele-

vant testing be done at their national laboratories, which are usually
weaker than European testing centers and saddled with cumbersome

procedures, pushing up product costs.5

When domestic standards and testing procedures differ from those in
the EU, MENA exporters are at a disadvantage. This situation also pre-

vents MENA countries from joining global production chains with final

outputs destined for EU markets. The incompatibility of standards can
be addressed over time by bringing MENA standards and enforcement

procedures into conformity with those applied in the EU. This conver-

gence can be facilitated by technical assistance and funding from the EU.
The EU has not pushed hard for the harmonization of standards with

MENA countries, unlike the approach with Central and Eastern Euro-
pean countries. The agreements with Central and Eastern European
countries cover the need to harmonize standards and provide technical

assistance funds to help them achieve this. Central and Eastern Euro-
pean countries are also encouraged to participate in the activities of spe-

cialized standards organizations, to make them familiar with EU stan-
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dards and enforcement mechanisms. The Euro-Med agreements, by

contrast, do not specify how standards are to be harmonized (Brenton

and Manchin 2003).

Ilntraregional Integration

There have been numerous attempts to foster intraregional integration

among Arab states in recent decades. A major pan-Arab effort was the 1982

Agreement for Facilitation and Promotion of Intra-Arab Trade, superseded

mn 1997 by the Pan-Arab Free Trade Agreement (PAFTA), which has 21

countries as signatories. Other recent examples of plurilateral agreements

include the Arab Maghreb Union (with Algeria, Libya, Mauritania, Mo-

rocco, and Tunisia as members) and the Unified Economic Agreement be-

tween the Countries of the GCC (UEA-GCC), signed in 2001 by Bahrain,

Kuwait, Oman, Qatar, Saudi Arabia, and the UAE (see box 7.2).

BOX 7.2

Subregional Integration through the GCC

The GCC has been relatively successful in implementing integration in the MENA re-

gion. It launched the UEA in 1982 to achieve free trade among members and enhance

cooperation in factor movements, policy coordination, and services. Free trade was

achieved in 1983 for agricultural, livestock, mineral, and industrial products. Since then,

efforts have been under way to form a customs union. The first step, in 1988, was to

adopt a common band of external tariffs (ranging between 4 and 20 percent). The sec-

ond major step, in 1999, was to agree that a full customs union would be established by

2005 with a two-tier common external tariff. Further negotiations have proceeded with

greater speed and unanimity than expected, 'and the target datc for the customs union

was advanced to 2003. -

Among intraregional efforts in the MENA region, the UEA-GCC comes closest to a

deep integration agreement. It has the widest coverage of goods and services. It has a

common external tariff and unified-customs processes and regulations. It has achieved

substantial hannonization of industrial standards, and allows skilled professionals to reg-

ister and practice in all member countries. It also aims for WTO consistency in trade

policies, and it has begun discussing an association agreement with the EU.

Liberalization within the subregion has been accompanied by structural refonr as

well, especially in allowing private and foreign investment in several infrastructure sec-

tors (such as power and water), undertaking domestic price reform for electricity and

water, and allowing noncitizens to purchase real estate.
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The level of trade integration among MENA countries is lower than
other intraregional groupings: intraregional exports among Arab coun-
tries were just over 8 percent of total exports in 1998, compared with 22
percent for ASEAN (Association of Southeast Asian Nations) and 25
percent for MERCOSUR (Mercado Comun del Sur, made up of Ar-
gentina, Brazil, and Uruguay) (table 7.2). Apart from an increase in the

early 1980s, there has been no upward trend in intraregional trade
among MENA countries.

One reason for the low level of intra-MENA trade could be the fact
that the region consists of economies with similar production and export
structures and thus with low potential for trade. Trade complementarity
among countries can be measured quantitatively by indexes that reflect
the extent to which goods exported by one country are imported by an-
other. A recent study reports that such complementarity indexes show
low values for Arab countries relative to other groupings, such as the Eu-
ropean Community and NAFTA (Fawzy 2003).

The small economic size of the MENA region might be another rea-
son for low trade. This is undoubtedly part of the explanation, but quan-
titative studies suggest that even when size is controlled, the level of in-

traregional trade is below potential (Al-Atrash and Yousef 2000). This
suggests that the various integration efforts in the region have not over-
come other barriers to intraregional trade.

Among the economic barriers are high tariff rates, inhospitable in-
vestment climates, high transaction costs, and the dominance of the pub-
lic sector in MENA economies. For example, Arab countries have higher
weighted-average tariff rates than other regional groupings such as
MERCOSUR, ASEAN, and the EU. Nontariff barriers are also high. As
noted earlier, the cost of compliance with non-tariff-related measures in
various MENA countries can be as high as 10 percent of the value of the
items imported (Zarrouk 2003). Furthermore, the private sector, which
often plays a leading role in integration efforts, is likely to be less effec-
tive in this function in the MENA region because of the dominance of

TABLE 7.2

Trends in Intraregional Trade, Selected Regions

Intraregional exports as a share of total exports (%)
Regional bloc 1980 1985 1990 1995 1998

Arab countries 4.5 7.8 9.4 6.7 8.2
ASEAN 22.4 20.7 20.7 26.4 22.2
MERCOSUR 12 6 9 20 25
EU 60.8 59.2 65.9 62.4 56.8

Source: Adapted from Fawzy 2003.
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the public sector. For example, MENA countries have the lowest ratios

of private fixed investment to total fixed investment compared with the
three other trade blocs mentioned above-and the lowest ratios of FDI

to GDP (Fawzy 2003).
Added to all this, no large country in the region has had sufficient in-

centive to push for vigorous implementation of intraregional trade

agreements. The larger countries (Algeria, Egypt) as well as some
smaller ones (Morocco, Tunisia) have had little to gain from trade with
Arab partners rather than with the rest of the world. And countries that

do have significant intraregional trade and stand to gain from greater
free trade within the region-such as Jordan, Lebanon, and Syria-are

too small to influence regional outcomes.
Given the record, is PAFTA likely to be more successful in fostering

integration? A close look at its terms suggests that while it clearly im-

proves upon earlier efforts, its effectiveness is likely to be limited for all
of the above reasons as well as because it does not go far enough in two
respects. First, its coverage remains limited by restrictions on trade in

services and agriculture. Second, the rules of origin are loosely defined,
leaving open the possibility that they will be used to protectionist effect.

Like the Euro-Med agreements, PAFTA is very much a free trade

agreement for goods. It envisages progressive removal of intra-Arab tar-
iff and paratariff barriers on manufactured goods, in steps of 10 percent

a year, to result in zero tariffs by 2008. It allows for trade in agricultural

products at reduced tariffs, but only in certain seasons. Member coun-
tries are allowed to suspend tariff reductions on imported produce dur-

ing harvest seasons. Services, such as finance, transport, and telecommu-
nications, are not covered by the agreement. The lack of an agreement

on cross-border land transport is particularly important because much
intraregional trade moves by road. Transit difficulties include closures of

crossings on weekends and public holidays, refusals of visas to drivers of
certain nationalities, denials of return haul business, and excessive tran-
sit fees (United Nations Economic and Social Commission for West

Africa [UNESCWA] 2001).
PAFTA's rules of origin are simpler than those of the Euro-Med

agreements. The rule adopted is that goods must have at least 40 per-

cent of their value added within the free trade area. The problem is
that the implementing regulations to determine compliance with this

rule have not been set out in adequate detail. The current definition is

considered so broad that it can block competition from outside the re-

gion (UNESCWA 2001). It is thought to have led several signatories
to place a large number of sensitive items on an exception list (permit-

ted on special request for a maximum of three years) to avoid such

competition.
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Toward More-Effective Regional Integration Agreements

Given the welfare benefits, MENA countries should aim for multilateral

liberalization. In the 1990s MENA countries were more active in pursu-

ing RIAs with Europe than with the world at large. This may have con-

tributed to their loss of market share in world trade because Europe grew

slower than other markets. Market diversification through multilateral

arrangements is also desirable because the value of regional preferences

is likely to decline. More multilateral liberalization will occur under the

final phase of the Uruguay Round. And new free trade agreements

signed between the EU and such countries as Chile, Mexico, and South

Africa will increase the pool of competitors for MENA.6

Even so, revitalized RIAs can bring welfare gains if it is possible to

obtain greater market access for MENAs agricultural goods from the

EU, an understanding on higher levels of exports of temporary workers,

a relaxation of selected rules of origin, and technical assistance for har-

monization of standards. Such gains would be much larger if MENA

countries accelerate domestic structural reforms to make their

economies more attractive for the production and export of a broad

range of goods and services. Since much of the domestic policy reform

agenda has been discussed in previous chapters, this section focuses on

measures relating to market access, labor services, rules of origin, and

standards.

Greater Market Access for Agricultural Products

Greater market access for agricultural products would enable significant

growth in the exports of fruits, nuts, and vegetables from MENA coun-

tries. Such access might be granted in narrow product categories

through future negotiations with the EU or the WTO. But it is also

likely that MENA countries will have to offer more access to their own

markets in return.

The need to reciprocate will be a major challenge for the region.

Under prevailing domestic prices, subsidies, and institutional design,

MENA is not competitive in a broad range of agricultural and livestock

products (including cereals, dairy, and meats). The immediate impact of

full reciprocal liberalization could be quite disruptive, especially for vul-

nerable groups in some countries. So it would be in the MENA region's

interest to ask for long transitions and compensatory funds to ensure a

smoother adjustment to a substantially liberalized trading environment

for agriculture. It would also be necessary to take steps to change do-

mestic agricultural support programs to the "green box" types, which
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have minimal distorting effects on production and trade. Such programs
would include expenditures on marketing promotion, rural infrastruc-
ture, research, training, and disease control.

Because most MENA countries are likely to be competitive in the
same broad category of fruits, nuts, and vegetables, it would be best if the
negotiation of greater market access were done regionally (as a group)
rather than bilaterally. Bilateral deals are likely to divert trade and raise
one country's market share at the expense of another (Chaherli and El-

Said 2000).

Greater Exports of Temporary Workers

Trade in labor services could benefit MENA countries that have large
and growing labor forces-it could also benefit the EU, where demo-
graphic trends have been moving in the opposite direction. The main

difficulties are political. It is feared that if migration to the EU region
were made easier, the influx of workers from the Mediterranean region
would be large, leading to unemployment and social problems in the
host countries. A partial solution is temporary migration or the move-
ment of workers on fixed-term contracts. This is already practiced in the
GCC countries, which have rotated large numbers of workers from
other countries on fixed-term contracts since the early 1970s. It is also
practiced in the United States through H visas, which have been used in
recent years to attract software workers from around the world.

Demographic trends in the EU indicate quite clearly the need for in-
migration to support economic momentum. Merely to keep the popula-
tion constant would require net migration of 0.7 million persons a year,
higher than the 0.6 million recorded in 1995-99 (figure 7.2). But if main-
taining economic dynamism in the EU requires at least that the work-
ing-age population stay constant over time, the net migration require-
ment junips to 1.6 million a year. If pension sustainability considerations
are brought into the picture, and the target is set at a constant ratio of
pensioners to the working-age population, the net migration need soars
to more than 10 million persons a year. The calculations suggest a much
greater scope for migration than is currently allowed into the EU.

Some of the net migration needs can be met by inflows from the Cen-
tral and Eastern European countries after their accession. But permanent
migration from these countries is likely to be limited for two reasons.
First, a substantial chunk of the potential migration has probably already
taken place. For example, net inflows from Poland to Germany went
from an annual average of 58,000 persons in 1989-91 to only 4,000 in
1996-98 (Diwan and others 2003). Second, some accession countries,
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FIGURE 7.2

European Union: Current Net Migration, 1995-99, and Projected Average Annual Net
Migration Needs, 2000-30
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Source: Diwan and others (2003).

such as the Czech Republic and Hungary, have already entered a demo-
graphic phase where their own labor forces are starting to decline. So the
pool of potential migrants from these countries is not likely to be large,
leaving room for accommodating migrants from the MENA region.

It should be possible for the host country to adjust the size and skill
mixes of the inflows-and to include incentives for the workers to go

back at the end of their contracts. At an early stage, such a scheme could
focus on workers with a certain minimum level of skill, say, those with
secondary school education. The available pool of such workers from
Egypt, Jordan, Morocco, and Tunisia amounts to less than 7 percent of
the EU labor force (Diwan and others 2003). If only the unemployed in
this pool take jobs in the EU, they would amount to 1.1 percent of the
EU labor force.

Temporary migration is being discussed at the multilateral level in the
GATS component of the Doha Round. It could be taken up more ac-
tively within the Barcelona Process, which governs the Euro-Med agree-
ments. Indeed, it may be politically easier to make progress on tempo-
rary migration issues in a geographically limited RIA than in a
multilateral agreement that has to be applied in a nondiscriminatory
fashion to a much broader group of countries. Greater labor mobility
would be of great value to the MENA region. And MENA countries
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might find it easier to move faster on liberalizing their finance, telecom-
munications, electricity, and transport services markets if they were of-
fered enhanced labor access in the bargain.

Relaxing Rules of Origin

One desirable change would be to use the least restrictive rule of origin
wherever possible. So rather than use rules requiring specific production
processes (as for clothing), the EU should be asked to use either a rule
specified in minimum value-added terms or a change in tariff classifica-
tion. A second desirable change would be to allow diagonal cumulation
in determining whether a specific rule of origin has been met. Diagonal
cumulation means that intermediate goods produced in any other coun-
try that has an association agreement with the EU would qualify as goods
produced in the exporting country of immediate concern. At the mo-
ment, only bilateral cumulation is allowed, such that only intermediate
inputs originating in the EU (including items previously imported into
the EU) qualify. But since the EU is often not the least-cost supplier of
intermediate inputs for exports of concern to MENA (such as garments),
bilateral cumulation is too restrictive.

For diagonal cumulation to be applied, MENA countries must also
have free trade agreements and harmonized rules of origin with the sup-
plier countries. This can be a complex and drawn out process, explaining
why engaging in multilateral liberalization efforts is often preferred.

Harmonizing Standards

Under the mutual recognition principle, the EU can decide that a trad-
ing partner's standards and enforcement mechanisms are equivalent to its
own, for a range of products and processes. When such equivalence can-
not be assumed, the signatories have to reach agreement on a common
set of requirements that may be applied at the product or process level.

But agreements of this sort can be complex and time consuming to ne-
gotiate. In practice, little progress has been made in harmonizing MENA
and EU standards in the past decade or so, a state of affairs no doubt con-
sidered satisfactory by import-substitution interests on both sides.

Since it is in the interest of MENA countries to gain more access to EU
markets, it would be best for them to take the lead in harmonizing their
standards with those of the EU. They could adopt EU standards for all
products with significant export potential. Since legislating this might be
slowed by vested interests, an initial measure would be to make local or na-
tional standards voluntary (rather than obligatory) for a selected range of
export products. This would permit eager exporters to immediately adopt
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EU standards without running afoul of local and national laws.7 It would
also allow exports to avoid the costs and delay of national certification.

Adopting EU standards would not solve all the technical barriers to
trade. To meet these standards, MENA exporters will have to upgrade pro-

duction facilities in many cases, a matter that can be left to individual or
group private sector initiatives. MENA exporters will also have to show,

through credible certification mechanisms, that they have met the agreed-

on standards. This can be done through private certification companies,
but it would be useful to streamline the procedures and upgrade the skills

of national certification agencies so that they might perform this role. The
EU could help in this process through funding and technical assistance.8

Potential Impact of Deeper Integration

The foregoing discussion essentially argues that RIAs aiming at deeper
integration are likely to be more effective than the current versions of the

Euro-Med and intraregional agreements.
What would deeper integration entail?9 On the one hand: much

greater cooperation to harmonize policies and administrative procedures
across a broad range of activities relating to customs operations, health

and safety standards, licensing and certification; supervision of financial
services; and competition and antimonopoly legislation. On the other
hand: much greater openness to trade in services and to the freer flow of

labor and capital.
What would deep integration promise? A recent quantitative estimate

suggests that the overall gains from liberalizing trade in both services and

goods (and removing various regulatory nontariff barriers in the process)

are about 6 to 10 percent of baseline GDP in Egypt and Tunisia, respec-
tively (Hoekman and Messerlin 2002).

The dynamic gains from liberalizing trade in goods and services can
outstrip the static gains, with productivity improvements as the main
driver. Estimating the dynamic benefits involves considerable uncer-

tainty, but simulations suggest that they can be more than twice the static
gains (World Bank 2002). Factors likely to enhance productivity in trad-

able goods include:

* Increased investment embodying new technology, to expand capacity

and take advantage of greater export opportunities.

* Transfers of technology and management, known to come in through

greater openness.

* Greater economies of scale, from the increase in production and the
access to larger markets.
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Liberalizing services can enhance these productivity gains. For exam-
ple, lower-cost telecommunications and networking services, following the
liberalization of the ICT sector, are likely to boost connectivity, computer
penetration, and the use of ICT business applications. This can dramati-
cally improve the efficiency of the business sector-as the acceleration of
productivity growth in the United States since the mid-1990s shows.

Looking Ahead

Once it is decided that deep integration, covering both goods and ser-
vices, is the preferred strategy, a related issue is deciding what trading
partners to integrate with. There are three choices: integrating with
other, similarly placed economies within the region; integrating with a
large economic zone, such as the EU or the United States; or integrat-
ing with the world as a whole through multilateral negotiations under
the WTO.

In ideal conditions the third option would be the most desirable. It
typically offers the greatest trade and welfare gains, as many quantitative
studies attest. But MENA countries face some hurdles along this path.
Not all of them are members of the WTO, and the accession process has
in recent years acquired a broad range of politically difficult and time-
consuming preconditions. And with many countries involved, with a
higher possibility for deadlocks, WTO negotiations move rather slowly.

There are two reasons why integration agreements with the EU
might offer a faster route. First, liberalizing services typically requires
the movement of labor (both professional and unskilled), more easily
agreed with a cohesive block (such as the EU) than with a larger, more
fractious set of countries (such as the WVTO). Such agreements are also
more likely if the prospective size and sources of labor inflow can be con-
tained, as with a geographically restricted RIA. Second, liberalizing ser-
vices requires agreements on quality standards that typically require a
process of mutual recognition or a protocol of harmonization to achieve
common standards. This too is easier within an RIA than with a more di-
verse group of countries.

With service liberalization an important item on the deep integration
agenda, and with time of the essence for domestic structural reforms, it
might be best for the MENA countries to proceed on a dual track-one
with the WTO, the other with the EU. If it proves possible to move
faster along the second track, the opportunity should be taken. Recent
developments provide grounds for optimism that RIAs with the EU
could be revitalized along the lines suggested in this chapter. Proposals
have been floated within the EU calling for a "new neighborhood pol-
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icy" under which eastern and southern neighbors should be brought into

a tighter economic relationship featuring freer flows of not only goods
but also services, capital, and labor.

At the same time, it would help to push intraregional integration,
which could prepare the ground for deeper integration beyond the re-
gion in two ways. First, it could stimulate additional investment. Today,

outside investors treat the region as several different markets. To service
these markets they find it most effective to set up investments in a Eu-

ropean location. If intraregional trade in goods and services begins to
flow more freely, there will be less reason for this sort of "hub-and-
spoke" approach. It is more likely, then, that investment will take place

in the region-to gain access to other countries in the region.
Second, deeper intraregional integration could provide opportunities

for learning by doing in harmonizing standards and reducing barriers to
the movement of technical and professional staff. If such integration im-
proves productivity in MENA countries, this should make it easier for

them to contemplate deeper links with Europe and the rest of the world.
Although the intraregional and interregional options for deep inte-

gration offer a speedier path to substantial welfare gains, it is important
to note that the size of the gains is typically larger for multilateral liber-

alization. A preferred strategy would thus be to negotiate goods and ser-
vices liberalization agreements within the region as well as with the EU
(or the United States, if that is an option)-and having done so to offer

the same terms and conditions to the rest of the world on a most favored
nation basis.

Notes

1. Other measures of impact, such as inflows of foreign investment
or convergence of incomes per capita, lead to similar conclusions (Diwan

and others 2003).
2. Antidumping and other safeguard practices of the EU could also

dampen trade with MENA, an aspect not explored here.

3. Recent declarations at the regional level give some hope for

greater political commitments to liberalizing services. For example, re-
cent Euro-Mediterranean Ministerial Conferences on Trade have called
for working groups to accelerate discussions related to the liberalization

of tourism, transport, and telecommunications.
4. A recent study of the Africa Growth and Opportunity Act esti-

mates that stringent rules of origin limit the value of trade between the

United States and African countries to less than US$140 million, from
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an unconstrained potential of US$540 million (Subramanian, Mattoo,

and Roy 2002).
5. A 1996 study of the Egyptian standards system estimated that

compliance added costs equal to as much as 90 percent of the value of the

goods for food products (Nathan Associates study referred to in Kheir-
El-Din [2000]). Since then, however, Egypt has taken steps to reduce
such costs by accepting some foreign certificates of compliance, allowing
some importers with good records to bypass compliance, and improving
coordination among multiple standards-checking authorities.

6. Sometimes regional trade agreements are pursued as precursors
to multilateral agreements on the grounds that they might make the lat-
ter more politically defensible. But each regional agreement involves
some adjustment costs as businesses and labor respond to new price in-
centives. Accordingly, trade-diverting RIAs that precede multilateral
agreements could well imply double doses of adjustment, making the
multilateral agreements politically more difficult.

7. This was done, for example, in Bulgaria as the country attempted
to accelerate the harmonization of its standards with those of the EU

(Brenton and Manchin 2003).
8. The discussion on standards applies to both industrial and agri-

cultural goods. Even if the EU granted greater market access, MENA
exporters would still have to meet sanitary and phytosanitary standards
for agricultural products.

9. The extension of liberalization to services, capital, and labor flows
is sometimes referred to as "widening" integration, while the term
"deep" integration is reserved for the harmonization of product stan-
dards and customs procedures (Schiff and Winters 2003).
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Data Definitions

I Population, total Table 1 Total population is based on the de facto definition of population, which counts all
residents regardless of legal status or citizenship-except for refugees not permanently
settled in the country of asylum, who are generally considered part of the population of
their country of origin

2 GDP per capita, PPP Table 1 GDP per capita based on purchasing power parity (PPP). PPP GDP is gross domestic
(current inter- product converted to international dollars using purchasing power parity rates. An inter-
national $) national dollar has the same purchasing power over GDP as the U S dollar has in the

United States GDP is the sum of gross value added by all resident producers In the econ-
omy plus any product taxes and minus any subsidies not included in the value of the prod-
ucts. It is calculated without making deductions for depreciation of fabricated assets or for
depletion and degradation of natural resources Data are in current international dollars

3 GDP (current US$) Table I GDP is the sum of gross value added by all resident producers in the economy plus any
product taxes and minus any subsidies not included in the value of the products. It is calcu-
lated without making deductions for depreciation of fabricated assets or for depletion and
degradation of natural resources. Data are in current U.S. dollars Dollar figures for GDP are
converted from domestic currencies using single-year official exchange rates. For a few
countries where the official exchange rate does not reflect the rate effectively applied to
actual foreign exchange transactions, an alternative conversion factor is used.

4 GDP (constant Table 1 GDP is the sum of gross value added by all resident producers in the economy plus any
1995 USS) product taxes and minus any subsidies not included in the value of the products. It is calcu-

lated without making deductions for depreciation of fabricated assets or for depletion and
degradation of natural resources. Data are in constant 1995 U S dollars. Dollar figures for
GDP are converted from domestic currencies using 1995 official exchange rates. For a few
countries where the official exchange rate does not reflect the rate effectively applied to
actual foreign exchange transactions, an alternative conversion factor is used.

S Consumer price Table 1 Consumer price index reflects changes in the cost to the average consumer of acquiring a
index (1995 = 100) fixed basket of goods and services that may be fixed or changed at specified intervals, such

as yearly. The Laspeyres formula is generally used

6 Current account Table 1 Current account balance is the sum of net exports of goods, services, net income, and net
balance (current US$) current transfers.

7 Overall budget balance, Table 1 Overall budget balance is current and capital revenue and official grants received, less total
including grants (current expenditure and lending minus repayments Data are shown for central government only
US$)
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8 Merchandise exports Table 2 Merchandise exports show the FOB value of goods provided to the rest of the world val-
(current US$) ued in U.S. dollars. Data are in current U.S. dollars

9 Oil exports Table 2 Fuels are SITC section 3 (mineral fuels).
(current US$)

10 Ores and metals exports Table 2 Ores and metals are the commodities in SITC sections 27 (crude fertilizer, minerals), 28
(current US$) (metalliferous ores, scrap), and 68 (nonferrous metals).

11 Agricultural exports Table 2 Agricultural exports are the commodities in SITC 00+01 +02+04-27-28
(current US$)

12 Merchandise imports Table 3 Merchandise imports show the CIF value of goods received from the rest of the world
(current US$) valued in U.S. dollars. Data are in current U S.dollars

13 Manufacturing imports Table 3 Manufactures are the commodities in SITC sections 5 (chemicals),6 (basic manufac-
(current USS) tures), 7 (machinery and transport equipment), and 8 (miscellaneous manufactured goods),

excluding division 68 (nonferrous metals).

14 Agricultural imports Table 3 Agricultural imports are the commodities in SITC 00+01+02+04-27-28
(current US$)

15 Service exports (balance Table 4 Services (previously nonfactor services) refer to economic output of intangible commodi-
of payments [BoP], ties that may be produced, transferred, and consumed at the same time International trans-
current US$) actions in services are defined by the IMF's Balance of Payments Manual (19931, but defini-

tions may nevertheless vary among reporting economies Data are in current U S. dollars

16 International tourism Table 4 International tourism receipts are expenditures by international inbound visitors, including
receipts (current US$) payments to national carriers for international transport.These receipts should include any

other prepayment made for goods or services received in the destination country.They also
may include receipts from same-day visitors, except in cases where these are so important
as to justify a separate classification Data are in current U.S. dollars.

17 Service imports (BoP, Table 4 Services (previously nonfactor services) refer to economic output of intangible commodi-
current US$) ties that may be produced, transferred,and consumed at the same time. International

transactions in services are defined by the IMF's BalonceofPayments Manual (1993), but
definitions may nevertheless vary among reporting economies. Data are in current U.S
dollars

18 Foreign direct investment Table S Foreign direct investment is net inflows of investment to acquire a lasting management
net inflows (BoP, current interest (10 percent or more of voting stock) in an enterprise operating in an economy
US$) other than that of the investor. It is the sum of equity capital, reinvestment of earnings,

long-term capital, and short-term capital as shown in the balance of payments This
series shows net inflows in the reporting economy, Data are in current U.S. dollars.

19 Workers' remittances, Table S Workers' remittances are current transfers by migrants who are employed or intent to
receipts (BoP, current US$) remain employed for more than a year in another economy in which they are considered

residents Some developing countries classify workers' remittances as a factor income
receipt (and thus as a component of GNI).The World Bank adheres to international guide-
lines in defining GNI, and its classification of workers' remittances may therefore differ from
national practices This item shows receipts by the reporting country. Data are In current
U.S. dollars.

20 Aid per capita Table S Official development assistance and net official aid record the actual international transfer
(current US$) by the donor of financial resources or of goods or services valued at the cost to the donor,

less any repayments of loan principal during the same period. Grants by official agencies of
the members of the Development Assistance Committee are included, as are loans with a
grant element of at least 25 percent, and technical cooperation and assistance Aid per
capita includes both official development assistance and official aid, and is calculated by
dividing total aid by the midyear population estimate.
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Data Sources

I Population, total Table 1 World Bank staff estimates from various sources, including the United Nations Statistics
Division's Population and Vital Statistics Report, country statistical offices, and Demographic
and Health Surveys from national sources and Macro International.

2 GDP per capita, PPP Table 1 World Bank, International Comparison Programme database
(current international $)

3 GDP (current US$) Table 1 World Bank national accounts data and OECD National Accounts data files.

4 GDP (constant 1995 US$) Table 1 World Bank national accounts data and OECD National Accounts data files.

5 Consumer price index Table 1 International Monetary Fund, Intemational FnancialStatistics and data files.
(1995 = 100)

6 Current account balance Table 1 Current account balance is the sum of net exports of goods, services, net income, and net
(current US$) current transfers.

7 Overall budget balance,in- Table 1 International Monetary Fund,internationalFinancialStatstics and data files,and World Bank
cluding grants (current US$) and OECD GDP estimates.

8 Merchandise exports Table 2 World Trade Organization
(current US$)

9 Fuel exports (current US$) Table 2 World Bank staff estimates from the COMTRADE database maintained by the United Na-
tions Statistics division

10 Ores and metals exports Table 2 World Bank staff estimates from the COMTRADE database maintained by the United Na-
(current US$) tions Statistics division

11 Agricultural exports Table 2 World Bank staff estimates from the COMTRADE database maintained by the United Na-
(current US$) tions Statistics division.

12 Merchandise imports Table 3 World Trade Organization
(current US$)

13 Manufacturing imports Table 3 World Bank staff estimates from the COMTRADE database maintained by the United Na-
(current US$) tions Statistics division

14 Agricultural imports Table 3 World Bank staff estimates from the COMTRADE database maintained by the United Na-
tions Statistics division.

15 Service exports (BoP, Table 4 International Monetary Fund, Balance ofPayments Stotistics Yearbook and data files, and
current US$) World Bank staff estimates.

16 International tourism, Table 4 World Tourism Organization, Yearbook ofTourism Statistics and data files.
receipts (current USS)

17 Service imports (BoP, Table 4 International Monetary Fund, Balance ofPayments Statistics Yeorbook and data
current US$) files, and World Bank staff estimates.

18 Foreign direct investment Table S International Monetary Fund, Balance of Payments Statistics and Balance of Payments data-
net inflows (BoP, current USS) bases, and World Bank, GlobalDevelopment Finance.

19 Workers' remittances, Table S International Monetary Fund, Balance of Payments Statistics Yearbook and data
receipts (BoP, current USS) files, and World Bank staff estimates.

20 Aid per capita (current USS) Table S Development Assistance Committee of the OECD and World Bank population estimates
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APPENDIX TABLE 1

Selected Macro-indicators

Current
Fiscal account

Population GDP per capita GDP Rates of balance balance

% US$ % Billion inflation % to % to

Million growth PPP US growth US$ % growth % GDP GDP

Region/ 1998- 1990- 1998- 1998- 1990- 1998- 1990- 1990- 1998- 1998-

country 20001 2000 2000 2000 2000 2000a 2000 2000 2000 2000

MENA 264.2 2.1 4,937 2,451 1.2 647 3.3 8.2 -1.9 9.5

Non-GCC 235.7 2.1 4,177 1,463 1.6 345 3.8 14.3 -1.9 1.4

Algeria 30.0 2.0 5,113 1,650 -0.3 49 1.7 16.3 1.8 4.9

Djibouti 0.6 3.0 2,012 862 -3.9 1 -1.0 3.5 -1.8 -7.2

Egypt, Arab Rep. of 62.8 2.0 3,432 1,437 23 90 4.3 9.0 -3.0 -2.0

Iran, Islamic Rep. of 62.8 1.6 5,641 1,611 2.5 101 4.2 24.0 1.0 5.9

Jordan 4.7 4.4 3,901 1,726 0.6 8 5.1 3.5 -4.7 2.0

Lebanon 4.3 1.8 4,274 3,847 5.3 16 7.2 20.5 -19.7 -22.0

Morocco 28.2 1.8 3,518 1,233 0.4 35 2.2 3.9 -4.5 -0.8

Syrian Arab Republic 15.8 2.9 3,470 1,026 2.1 16 5.2 6.2 0.8 5.9

Tunisia 9.5 1.6 5,984 2,126 3.1 20 4.7 4.5 -2.5 -3.2

Yemen, Rep. of 17.1 4.0 770 453 1.5 8 5.5 25.4 -0.1 20.3

GCC 28.5 2.7 10,597 10,615 -0.3 303 2.5 1.2 - 18.8

Bahrain 0.7 3.2 - 10,385 2.9 7 5.5 0.6 - 9.8

Kuwait 1.9 -0.7 15,684 16,104 - 31 - 2.3 - 40.9

Oman 2.3 3.9 - 7,647 0.6 18 4.6 0.3 - 17.3

Qatar 0.6 1.9 - 21,772 - 12 - 2.7 - 22.2

Saudi Arabia 20.2 2.7 10,968 8,850 -0.5 179 2.2 1.0 - 7.6

United Arab Emirates 2.8 4.7 17,935 19,819 - 56 - 1.6 - 43.2

Non-MENA 3,702.9 1.4 4,109 1,323 2.5 4,898 4.0 41.8 -2.7 0.5

LAC 402.1 1.6 6,251 4,126 7.7 1,659 3.3 87.2 -1.5 -3.2

Argentina 36.6 1.3 12,423 7,902 3.2 289 4.5 14.9 -2.3 -3.1

Bolivia 8.1 2.4 2,376 1,025 1.3 8 3.8 9.0 -4.6 -5.3

Brazil 168.2 1.4 7,248 3,786 1.3 637 2.7 199.9 - -4.1

Chile 15.0 1.5 9,001 4,688 4.9 70 6.5 9.4 0.1 -1.4

Colombia 41.5 1.9 5,987 2,141 0.8 89 2.7 20.3 - 0.4

Costa Rica 3.7 2.3 8,338 4,095 2.9 15 5.2 15.9 -1.3 -4.8

Ecuador 12.4 2.1 3,214 1,405 -0.3 17 1.8 42.5 - 6.8

El Salvador 6.2 2.1 4,377 2,039 2.5 13 4.6 8.3 1.6 -3.3

Guatemala 11.1 2.7 3,715 1,707 1.4 19 4.1 11.0 - -5.5

Jamaica 2.6 0.9 3,619 2,876 -0.4 7 0.3 24.8 -1.6 -5.0

Mexico 96.6 1.6 8,470 5,113 1.8 494 3.5 18.3 -1.3 -3.1

EAP 1,663.8 1.2 4,072 1,083 6.0 1,801 7.3 6.9 -3.4 3.4

China 1,252.7 1.1 3,658 803 8.9 1,006 10.1 7.2 - 1.9

Indonesia 207.0 1.7 2,922 624 2.7 129 4.2 13.3 - 5.2

Korea, Rep. of 46.9 1.0 15,851 8,428 5.2 395 6.2 5.1 - 2.7

Malaysia 22.7 2.5 8,356 3,534 4.4 80 7.0 3.5 - 9.4

Philippines 74.2 2.2 3,833 971 0.5 72 2.9 8.5 -4.1 11.3

Thailand 60.3 0.9 6,157 1,973 3.5 119 4.4 4.5 -3.0 7.7
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APPENDIX TABLE 1 (continued)

Selected Macro-indicators

Current
Fiscal account

Population GDP per capita GDP Rates of balance balance
O,b USs $ Billion % inflation % to % to

Million growth PPP US$ growth US$ growth % GDP GDP
Region/ 1998- 1990- 1998- 1998- 1990- 1998- 1990- 1990- 1998- 1998-
country 20002 2000 2000 2000 2000 20002 2000 2000 2000 2000

SAR 1261.3 1.9 2,123 432 3.3 545 5.2 8.7 -5.3 -0.7
Bangladesh 128.8 1.8 1,509 355 3.0 46 4.8 5.2 - 0.0
India 997.7 1.8 2,239 440 3.6 439 5.4 9.0 -5.2 -0.6
Pakistan 134.8 2.5 1,856 451 1.4 61 3.9 9.2 -5.5 -2.0

ECA 283.4 0.2 7,901 2,575 -7.1 730 -0.9 56.5 -2.2 2.7
Bulgaria 8.2 -0.7 5,290 1,488 -1.1 12 -1.7 109.0 0.6 -5.6
Czech Republic 10.3 -0.1 13,431 5,261 0.2 54 0.1 7.6 -3.0 -5.2
Hungary 10.2 -0.2 11,473 4,589 1.0 47 0.8 20.0 -3.5 -2.8
Poland 38.7 0.1 8,522 4,062 3.5 157 3.7 27.0 0.3 -6.3
Russian Federation 146.3 -0.2 7,666 1,677 -3.9 245 -4.0 79.0 3.9 18.2
Turkey 64.3 1.5 6,705 3,019 2.0 194 3.6 76.1 -114 -4.9
Slovak Republic 5.4 0.2 10,734 3,715 0.1 20 0.3 9.2 -3.0 -3.5

Africa 92.3 2.3 5,198 1,765 -0.4 763 1.9 9.7 -2.1 -1.0
Cameroon 14.6 2.5 1,616 613 -1.1 9 1.4 4.8 - -1.7
Cote d'lvoire 15.6 3.1 1,624 769 -0.5 12 2.6 6.0 -1.5 -2.3
Ghana 18.9 2.5 1,879 356 1.8 7 4.3 25.6 - -8.3
Mauritius 1.2 1.2 9,257 3,621 3.8 4 5.1 6.7 -1.4 -0.8
South Africa 42.1 2.0 9,134 3,112 -0.2 131 1.7 8.9 -2.2 -0.4

- Not available.
Note: All indicators are three-year averages for 1998-2000 unless otherwise indicated. EAP = East Asia and Pacific region; ECA = Europe and
Central Asia region; GCC = Gulf Cooperation Council; GDP = gross domestic product; LAC = Latin America and the Caribbean region; MENA =
Middle East and Northern Africa region; and SAR = South Asia region.
a. Group figures in the column are totals, not averages.
Sources: WDI; live database.
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APPENDIX TABLE 2

Merchandise Exports

Ores and
Total merchandise Oil Nonoil metals Agricultural

exports exports exports exports exports
Billion US$ per % to Billion % to Billion US$ per % to Billion % to Billion % to

USS capita GDP US$ GDP US$ capita GDP US$ GDP USS GDP
Region/ 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-
country 2000 2000 2000 2000a 2000 2000a 2000 2000 2000a 2000 2000a 2000

MENA 186 704 28.7 130.8 23.0 55.2 132 9.7 114.3 19.6 5.9 1.0
Non-GCC 61 261 17.8 38.8 17.9 22.6 95 6.9 40.5 11.8 5.0 1.4
Algeria 15 494 29.9 14.3 28.9 0.5 17 1.0 14.4 29.1 0.0 0.1
Djibouti 0 34 3.9 - - - - - - - - -
Egypt, Arab

Rep. of 4 60 4.2 1.3 1.4 2.5 40 2.8 1.5 1.6 0.5 0.6
Iran, Islamic Rep.of 21 332 20.6 17.6 17.4 3.2 52 3.2 17.8 17.6 1.0 0.9
Jordan 2 389 22.5 0.0 0.0 1.8 389 22.5 0.4 5.1 0.2 2.6
Lebanon 1 160 4.2 - - 0.7 - 4.2 0.04 0.2 0.1 0.9
Morocco 7 259 21.0 0.2 0.5 7.1 252 20.5 0.9 2.5 1.7 4.9
Syrian Arab

Republic 4 232 22.6 2.5 15.2 1.2 76 7.4 2.5 15.5 0.7 4.3
Tunisia 6 616 29.0 0.5 2.5 5.3 563 26.5 0.6 2.9 0.6 3.0
Yemen,Rep.of 3 157 34.6 2.5 32.2 0.2 11 2.4 2.5 32.3 0.1 1.0

GCC 125 4,366 41.7 92.0 38.3 32.6 472 13.6 73.8 30.7 0.9 0.4
Bahrain 4 6,554 63.1 2.9 42.0 1.5 - 21.1 - - 0.0 0.2
Kuwait 14 7,156 44.4 10.9 35.1 2.9 1,506 9.4 10.9 35.2 0.0 0.1
Oman 8 3,349 43.8 6.0 33.2 1.9 808 10.6 6.1 33.7 0.3 1.9
Qatar 8 14,055 64.6 7.2 58.2 0.8 1,387 6.4 7.2 58.3 0.0 0.0
Saudi Arabia 56 2,758 31.2 49.5 27.7 6.3 309 3.5 49.6 27.8 0.5 0.3
United Arab

Emirates 35 12,386 62.5 15.6 27.9 19.3 - 34.6 - - - -

Non-MENA 1,154 312 23.6 98.4 2.0 1,055.6 285 21.6 144.7 3.0 136.1 2.8
LAC 263 654 15.9 20.8 1.3 242.7 602 14.6 36.5 2.2 53.9 3.2
Argentina 25 693 8.8 3.3 1.1 22.1'_ 604 7.6 4.1 1.4 12.6 4.4
Bolivia 1 139 13.5 0.1 1.2 1.Q - 126 12.3 0.4 4.5 0.4 5.1
Brazil 51 306 8.1 0.5 0.1 50.9 302 8.0 5.6 0.9 16.1 2.5
Chile 16 1,079 23.0 0.1 0.2 16.1 1,072 22.9 7.2 10.2 5.8 8.3
Colomnbia 12 285 13.3 4.4 4.9 7.4 179 8.4 4.5 5.0 3.5 3.9
Costa Rica 6 1,604 39.2 0.0 0.2 6.0 1,596 39.0 0.1 0.5 2.0 13.4
Ecuador 5 365 26.0 1.6 9.0 3.0 239 17.0 1.6 9.0 2.5 14.1
El Salvador 3 428 21.0 0.1 0.9 2.5 409 20.1 0.2 1.4 0.6 4.4
Guatemala 3 231 13.5 0.1 0.5 2.5 222 13.0 0.1 0.7 1.6 8.4
Jamaica 1 493 17.2 0.0 0.0 1.3 492 17.1 0.1 1.0 0.3 4.0
Mexico 140 1,450 28.4 10.6 2.2 129.5 1,340 26.2 12.8 2.6 8.5 1.7

EAP 593 357 32.9 32.4 1.8 560.8 337 31.1 43.4 2.4 49.4 2.7
China 209 167 20.8 5.8 0.6 203.5 162 20.2 10.0 1.0 14.8 1.5
Indonesia 53 257 41.2 12.0 9.3 41.3 199 31.9 14.4 11.2 7.7 S.9
Korea, Rep. of 149 3,189 37,8 6.6 1.7 142.8 3,048 36.2 8.8 2.2 4.2 1.1
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APPENDIX TABLE 2 (continued)

Merchandis-e EXports

I I [ ~~~~~~~~~~~Ores and

Total merchandise f Oil jNonoil metals Agricultural

exports I exports _____ exports _____ exports J exports 

Biiiion11 US$ Per 98 iu ilin1j6pr 8 o Blin1 to IBillinn I -t

USS$ aia O S GDP US$ capita GDP US$ GDP US$ GDP
Regon 1998- 1998 1998- 198 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-

country 12000 12000 2000 200011 2000 t 2000a 2000 j 2000 2000- 2000 20003 2000

Malaysia 85 3,754 106.2 6.4 8.0 78.9 3,471 98.2 7.4 9.2 8.9 1 1.

Philippines 35 475 499.0 I 0.3 0 A4 35.0 I 471 I 48.5 I 1I12 20 I281

Thailand 61 1,007 5 1.0 1.3 1.1 59.4 986 49.9 1.9 1.6 11.8 9.9

SAR 5 1 4 1 9.4 0.2 0.0 5i.3 4 1 9.4 1.1 0.2 7.9 1.4

Bangladesh 6 44 12.3 0. 0.0 5.6 44 12.3 0.01 0.0 0.5 1.0

India 3 7 37 &.5 0.1 0.0 37.0 3 7 8.4 1.0 0.2 6.2 1.4

Pakistan 9 64 14.3 0.1 0.1 8.6 64 14.1 0.1 0.2 1.2 2.0

EcA 209 739 28.7 41.1 5.6 168.1 593 23.0 55.7 7.6 17.3 2.4

Bulgaria 4 532 35.7 0.3 2.6 4.0 493 33.1 0.8 6.3 0.7 5.8

Czech Republic 27 2,629 50.0 0.8 1.5 26.2 2,552 48.5 1.3 2.5 1.9 3-5

Hriungary 25 2,482 54.1 0.4 0.9 24.9 2,4210 53.2 1.0 2.0 26 54

Poland 29 753 18.5 1.5 0. 27.6 714 17.6 2.9 1.8 3.2 2.0

Russian I
Federation 85 584 34.8 37.4 15.2 48.0 328 1 9.6 47.9 19.5 3.9 1.

Turkey 27 421 14.0 0.3 0.2 26.8 417 13.8 1.0 0.5 4.4 2.3

Slovak Republic 1 1 2,028 54.6 0.5 2.3 10.5 1,941 52.2 0.9 4.3 0.7 3.3

Africa 37 402 22.8 3.8 2.4 33.2 360 20.4 8.0 4.9 7.7 4.7

Cameroon 2 117 19.1 0.6 6.4 1.1 78 12.7 0.7 7.5 0.8 8.5

C6te d'lvoire 4 280 36.5 0.6 5.2 3.7 240 31.2 0.6 5.3 2.7 22.81

Ghana 2 93 26.2 0.1 1.4 1.7 88 24.8 0.3 4.5 0.7 10.
Mauritius 2 1,332 0.0 0.1 fl4~0 - I 1 

Mauritius2 Jb' U.U 0. I .0 1 IpJ3 0.0 _ _ _ _

South Africa 28 658 211 2.5 1.9 j 25.1 J 597 19.2 6. 4 I 3. .

-Not available.
Note: All indicators are three-year averages for 1998-2000 unless otherwise indicated. EAP = East Asia and Pacific region; ECA = Europe and

Central Asia region; GCC =Gulf Cooperation Council; GDP = gross d6m8rnstic product; LAC = Latin America and the Caribbean region; MENA 

Middle East and Northern Africa region; and SAR = South Asia region.

a. Group figures in the column are totals, not averages.
Source: WDI; live database.
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APPENDIX TABLE 3

Merchandise Imports

Total imports Manufacturing imports Agricultural imports
Billion USS per % to Billion US$ per % to Billion USS per % to
USS capita GDP US$ capita GDP US$ capita GDP

Region/ 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-
country 2000 2000 2000 2000 2000 2000 2000 2000 2000

MENA 155 588 24.0 84 324 14.4 24.3 93 4.1
Non-GCC 74 315 27.5 49 210 74.3 16.7 71 4.9
Algeria 9 308 18.7 6 204 12.4 2.9 96 5.8
Djibouti 0 314 36.4 - - - - - -

Egypt,Arab Rep.of 15 245 17.1 9 145 10.1 4.2 68 4.7
Iran, Islamic Rep.of 14 219 13.6 10 163 10.1 2.8 45 2.8
Jordan 4 850 49.2 3 540 31.3 0.9 194 11.3
Lebanon 7 1,523 39.6 4 921 23.9 1.3 315 8.2
Morocco 11 375 30.4 7 252 20.5 1.9 66 5.4
Syrian Arab Republic 4 244 23.8 2 152 14.8 0.8 54 5.2
Tunisia 8 895 42.1 7 700 32.9 1.0 106 5.0
Yemen, Rep. of 2 127 28.1 1 70 15.5 0.8 46 10.2

GCC 81 2,845 26.8 35 1,403 14.6 7.6 295 3.7
Bahrain 4 5,937 57.2 - - - 0.2 244 2.3
Kuwait 8 4,052 25.2 6 3,240 20.1 0.9 470 2.9
Oman 5 2,185 28.6 4 1,587 20.8 1.1 455 5.9
Qatar 3 5,630 25.9 3 4,501 20.7 0.3 455 2.1
Saudi Arabia 29 1,457 16.5 23 1,120 12.7 5.2 257 2.9
United Arab Emirates 32 11,236 56.7 - - - - - -

Non-MENA 1,097 296 22.4 814 220 16.6 100.9 27 2.1
LAC 292 727 17.6 240 596 74.5 24.2 60 1.5
Argentina 27 748 9.5 24 661 8.4 1.7 47 0.6
Bolivia 2 228 22.2 2 189 18.5 0.2 28 2.7
Brazil 57 339 9.0 43 254 6.7 5.8 35 0.9
Chile 17 1,155 24.6 13 874 18.6 1.4 94 2.0
Colombia 12 296 13.8 10 234 10.9 1.8 43 2.0
Costa Rica 6 1,690 41.3 5 1,330 32.5 0.5 135 3.3
Ecuador 4 331 23.5 3 - 253 18.0 0.5 44 3.1
El Salvador 4 704 34.5 3 - 469 23.0 0.7 106 5.2
Guatemala 5 415 24.3 3 310 18.2 0.6 58 3.4
Jamaica 3 1,168 40.6 2 748 26.0 0.6 216 7.5
Mexico 154 1,595 31.2 132 1,368 26.8 10.4 107 2.1

EAP 483 290 26.8 359 216 20.0 43.2 26 2.4
China 177 14' 17.6 140 112 13.9 15.3 12 1.5
Indonesia 28 137 21.9 18 86 13.7 5.3 26 4.1
Korea, Rep. of 125 2,657 31.S 78 1,663 19.7 11.0 235 2.8
Malaysia 68 3,015 85.3 58 2,558 72.4 4.4 194 S.S
Philippines 33 440 45.3 26 345 35.5 3.2 43 4.4
Thailand 52 859 43.5 40 665 33.7 4.0 67 3.4
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APPENDIX TABLE 3 (continued)

Merchandise Imports

Total imports Manufacturing imports Agricultural imports

Billion USs per % to Billion USS per % to Billion US$ per % to
USS capita GDP USS capita GDP USS capita GDP

Region/ 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-

country 2000 2000 2000 2000 2000 2000 2000 2000 2000

SAR 65 52 11.9 35 28 6.4 8.1 6 1.5

Bangladesh 8 60 16.8 S 41 11.7 1.5 11 3.2
India 47 47 10.7 24 24 5.6 4.5 4 1.0
Pakistan 10 76 16.9 5 40 8.8 2.2 16 3.5

ECA 278 771 29.9 153 541 21.0 22.0 78 3.0

Bulgaria 6 690 46.4 3 421 28.3 0.4 53 3.6

Czech Republic 30 2,871 54.6 24 2,335 44.4 2.3 227 4.3
Hungary 29 2,798 61.0 24 2,363 51.5 1.4 138 3.0
Poland 47 1,224 30.1 38 972 23.9 4.1 107 2.6
Russian Federation 48 328 19.5 20 139 8.3 8.8 60 3.6
Turkey 47 731 24.2 34 535 17.7 3.9 61 2.0

Slovak Republic 12 2,286 61.5 9 1,743 46.9 1.0 182 4.9

Africa 38 414 23.5 26 286 16.2 3.4 36 2.1

Cameroon 1 95 15.4 1 60 9.9 0.3 19 3.1
C6te d'lvoire 3 204 26.6 2 112 14.6 0.6 37 4.8

Ghana 3 159 44.7 2 103 28.8 0.4 22 6.3

Mauritius 2 1,818 50.2 2 1,332 36.8 0.4 318 8.8

South Africa 29 678 21.8 20 481 15.4 1.7 41 1.3

- Not available.
Note: All indicators are three-year averages for 1998-2000 unless otherise indicated. EAP = East Asia and Pacific region; ECA = Europe and Cen-
tral Asia region; GCC = Gulf Cooperation Council; GDP = gross domestic product; LAC = Latin America and the Caribbean region; MENA = Mid-
dle East and Northern Africa region; and SAR = South Asia region.
Source: WDI; live database.
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APPENDIX TABLE 4

Service Trade

Service exports Nontourism receipts Tourism receipts Service imports
Billion US$ per % to Billion USS per % to Billion US$ per % to Billion % to

US$ capita GDP US capita GDP US$ capita GDP USS GDP
Region/ 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-
country 2000a 2000 2000 2000a 2000 2000 2000a 2000 2000 20003 2000

MENA 29.6 114 5.1 16.8 65 3.0 12.5 49 2.2 46.6 7.9
Non-GCC 21.9 93 6.4 11.5 49 3.3 10.4 44 4.0 17.3 5.0
Algeria 0.8 26 1.6 0.8 26 1.6 0.02 1 0.0 2.4 4.8
Djibouti - - - - - - 0.004 6 0.7 - _
Egypt, Arab Rep. of 9.0 144 10.0 5.4 86 6.0 3.6 57 4.0 5.2 5.7
Iran, Islamic Rep, of 1.5 23 1.4 0.8 1 3 0.8 0.7 11 0.7 2.5 2.5
Jordan 1.7 357 20.7 0.9 196 11.4 0.8 161 9.3 1.3 15.4
Lebanon 1.3 301 7.8 0.4 95 2.5 0.9 206 5.3 0.5 2.8
Morocco 3.0 106 8.6 1.1 39 3.2 1.9 66 5.4 1.9 5.6
Syrian Arab Republic 1.7 106 10.3 0.7 42 4.1 1.0 64 6.2 1.6 9.8
Tunisia 2.8 298 14.0 1.3 135 6.4 1.5 163 7.7 1.2 6.2
Yemen, Rep. of 0.2 11 2.5 0.1 7 1.5 0.1 4 1.0 0.7 9.6

GCC 7.7 307 3.3 5.4 235 2.5 2.1 92 1.0 29.3 9.7
Bahrain 0.8 1,151 11.1 0.4 561 5.4 0.4 591 5.7 0.7 9.5
Kuwait 1.7 891 5.5 1.5 771 4.8 0.2 120 0.7 5.2 16.8
Oman 0.3 118 1.5 - - - - - - 1.5 8.5
Qatar - - - - - - - - - 1.6 12.7
Saudi Arabia 5.0 246 2.8 3.5 173 2.0 1.5 72 0.8 20.3 11.4
United Arab Emirates - - - - - - - - - - -

Non-MENA 210.4 57 4.3 116.6 31 2.4 93.9 25 1.9 233.1 4.8
LAC 36.6 97 2.2 76.8 42 1.0 19.9 49 1.2 53.1 3.2
Argentina 4.5 124 1.6 1.7 46 0.6 2.9 78 1.0 8.9 3.1
Bolivia 0.2 30 2.9 0.1 9 0.9 0.2 21 2.0 0.5 5.4
Brazil 8.1 48 1.3 4.1 24 0.6 4.0 24 0.6 15.9 2.5
Chile 3.9 263 5.6 3.0 201 4.3 0.9 62 1.3 4.3 6.1
Colombia 2.0 47 2.2 1.0 24 1.1 1.0 23 1.1 3.3 3.7
Costa Rica 1.5 393 9.6 0.5 126 3.1 1.0 267 6.5 1.2 7.5
Ecuador 0.8 61 4.3 0.4 33 2.3 0.3 28 2.0 1.2 7.0
El Salvador 0.6 102 5.0 0.4 70 .-. 3.5 0.2 32 1.6 0.8 6.7
Guatemala 0.7 65 3.8 0.2 20 1.2 0.5 45 2.6 0.8 4.3
Jamaica 1.9 740 25.7 0.7 252 8.8 1.3 488 17.0 1.3 18.1
Mexico 12.4 128 2.5 4.7 49 1.0 7.7 79 1.6 14.9 3.0

EAP 90.9 55 5.0 52.4 32 2.9 38.6 23 2.7 109.1 6.1
China 26.9 21 2.7 12.5 10 1.2 14.3 11 1.4 31.4 3.1
Indonesia 4.8 23 3.7 0.0 0 0.0 4.9 24 3.8 12.8 9.9
Korea, Rep. of 27.5 588 7.0 20.8 444 5.3 6.8 144 1.7 28.4 7.2
Malaysia 12.4 546 15.4 8.9 391 11.1 3.5 155 4.4 14.9 18.5
Philippines 5.4 73 7.5 2.9 39 4.1 2.5 34 3.5 7.9 11.0
Thailand 13.9 230 11.7 7.3 121 6.1 6.6 109 5.5 13.7 11.5
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APPENDIX TABLE 4 (continued)

Service Trade

Service exports Nontourism receipts Tourism receipts Service imports

Billion USS per % to Billion US$ per % to Billion US$ per % to Billion 96 to

USS capita GDP US$ capita GDP US$ capita GDP US$ GDP
Region/ 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-

country 2 000a 2000 2000 20 00a 2000 2000 2000a 2000 2000 2000a 2000

SAR 18.1 14 3.3 14.9 12 2.7 3.2 3 0.6 15.9 2.9
Bangladesh 0.8 6 1.6 0.7 5 1.5 0.1 0 0.1 0.6 1.2

India 15.9 16 3.6 12.8 13 2.9 3.1 3 0.7 13.0 3.0

Pakistan 1.4 11 2.3 1.3 10 2.2 0.1 I 0.1 2.3 3.7

ECA 57.1 202 7.8 28.5 100 3.9 28.7 101 3.9 45.8 6.3

Bulgaria 1.9 233 15.7 0.9 113 7.6 1.0 121 8.1 1.5 12.4

Czech Republic 7.1 686 13.0 3.8 374 7.1 3.2 312 5.9 5.7 10.5
Hungary 5.9 581 12.7 2.5 244 5.3 3.4 337 7.3 4.3 9.2
Poland 9.9 255 6.3 3.1 81 2.0 6.7 174 4.3 7.5 4.8

Russian Federation 10.5 72 4.3 3.3 23 1.3 7.2 49 2.9 15.8 6.4
Turkey 19.7 307 10.2 13.1 203 6.7 6.7 104 3.4 9.0 4.6
Slovak Republic 2.1 397 10.7 1.7 312 8.4 0.5 85 2.3 2.0 9.9

Africa 7.7 83 4.7 4.1 44 2.5 3.6 39 2.2 9.2 5.7

Cameroon 0.6 38 6.2 0.5 35 5.7 0.0 3 0.4 0.8 8.8

C6te d'lvoire 0.5 35 4.6 0.4 28 3.7 0.1 7 0.9 1.4 11.7

Ghana 0.5 25 7.0 0.2 9 2.6 0.3 16 4.4 0.6 9.6
Mauritius 1.0 859 23.7 0.5 395 10.9 0.5 464 12.8 0.7 17.2

South Africa 5.1 121 3.9 2.5 59 1.9 2.6 62 2.0 5.7 4.3

-Not available.
Note: All indicators are three-year averages for 1998-2000 unless otherwise indicated. EAP = East Asia and Pacific region; ECA = Europe and

Central Asia region; GCC = Gulf Cooperation Council; GDP = gross domestic product; LAC = Latin America and the Caribbean region; MENA =
Middle East and Northern Africa region; and SAR = South Asia region.
a. Group figures in the column are totals, not averages.
Source: WDI; live database.
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APPENDIX TABLE 5

Financial Flows

FDI Workers' remittances, receipts Aid flows
Million USS per % to Million US$ per % to Million US$ per Yo to

USS capita GDP US$ capita GDP USS capita GDP
Country/ 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-
region 20003 2000 2000 2000a 2000 2000 2000a 2000 2000

MENA 5,476 21.0 0.9 9,648 62.9 4.1 4,139 15.7 0.6
Non-GCC 2,242 9.5 0.7 9,609 57.2 4.4 4,022 17.1 1.2
Algeria 7 0.2 0.0 934 31.2 1.9 216 7.2 0.4
Djibouti 4 5.9 0.7 - - - 76 122.4 14.2
Egypt, Arab Rep. of 1,125 17.9 1.2 3,746 59.7 4.2 1,626 25.9 1.8
Iran, Islamic Rep. of 33 0.5 0.0 - - - 152 2.4 0.2
Jordan 342 72.1 4.2 1,684 355.2 20.6 464 97.9 5.7
Lebanon 249 58.4 1.5 - - - 210 49.1 1.3
Morocco 8 0.3 0.0 2,037 72.1 5.8 543 19.2 1.6
Syrian Arab Republic 94 6.0 0.6 482 30.5 3.0 181 11.4 1.1
Tunisia 584 61.8 2.9 727 76.9 3.6 208 22.0 1.0
Yemen, Rep. of -205 -12.0 -2.7 - - - 345 20.2 4.5

GCC 3,234 129.1 1.3 39 16.6 0.2 117 4.1 0.0
Bahrain - - - - - - 33 50.1 0.5
Kuwait 49 25.6 0.2 - - - 5 2.8 0.0
Oman 48 20.6 0.3 39 16.6 0.2 43 18.4 0.2
Qatar - - - - - - 2 4.0 0.0
Saudi Arabia 3,136 155.2 1.8 - _ _ 28 1.4 0.0
United Arab Emirates - - - - - - 4 1.4 0.0

Non-MENA 148,535 40.1 3.0 36,043 10.2 0.8 16,884 4.6 0.3
LAC 69,155 172.0 4.2 12,672 31.5 0.8 1,850 4.6 0.1
Argentina 14,314 391.3 5.0 34 0.9 0.0 87 2.4 0.0
Bolivia 902 110.8 10.8 79 9.7 0.9 560 68.7 6.7
Brazil 31,089 184.8 4.9 1,089 6.5 0.2 282 1.7 0.0
Chile 5,845 389.2 8.3 449 29.9 0.6 76 5.0 0.1
Colombia 2,224 53.5 2.5 1,120 26.9 1.3 219 5.3 0.2
Costa Rica 564 151.0 3.7 107 28.6 0.7 11 3.0 0.1
Ecuador 738 59.5 4.2 1,065 - 85.8 6.1 159 12.8 0.9
El Salvador 507 82.3 4.0 1,488 . 241.7 11.9 182 29.5 1.4
Guatemala 353 31.8 1.9 495 - 44.6 2.6 263 23.7 1.4
Jamaica 450 172.9 6.0 712 273.9 9.5 2 0.9 0.0
Mexico 12,171 126.0 2.5 6,036 62.5 1.2 10 0.1 0.0

EAP 54,813 32.9 3.0 3,171 1.9 0.2 5,391 3.2 0.3
China 40,301 32.2 4.0 396 0.3 0.0 2,191 1.7 0.2
Indonesia -2,550 -12.3 -2.0 1,086 5.2 0.8 1,745 8.4 1.4
Korea, Rep. of 8,010 170.9 2.0 69 1.5 0.0 -101 -2.1 0.0
Malaysia 1,792 78.9 2.2 675 29.7 0.8 134 5.9 0.2
Philippines 1,630 22.0 2.3 144 1.9 0.2 636 8.6 0.9
Thailand 5,631 93.5 4.7 802 13.3 0.7 785 13.0 0.7



Appendix Table 5 237

ANNEX TABLE 5 (continued)

Financial Flows

FDI Workers' remittances, receipts Aid flows
Million USS per % to Million US$ per % to Million US$ per % to

US$ capita GDP US$ capita GDP USS capita GDP
Country/ 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998- 1998-
region 2000a 2000 2000 2000a 2000 2000 2000a 2000 2000

SAR 3,038 2.4 0.6 13,556 10.7 2.5 3,581 2.8 0.7
Bangladesh 217 1.7 0.5 1,727 13.4 3.8 1,217 9.5 2.7
India 2,373 2.4 0.5 10,651 10.7 2.4 1,530 1.5 0.3
Pakistan 449 3.3 0.7 1,178 8.7 1.9 833 6.2 1.4

ECA 20,028 70.7 2.7 6,592 48.1 1.4 3,921 13.8 0.5
Bulgaria 782 95.2 6.4 240 29.2 2.0 274 33.4 2.2
Czech Republic 4,865 473.2 9.0 737 71.6 1.4 404 39.3 0.7
Hungary 1,902 186.0 4.1 35 3.4 0.1 247 24.2 0.5
Poland 7,659 198.1 4.9 758 19.6 0.5 1,153 29.8 0.7
Russian Federation 2,929 20.0 1.2 - - - 1,530 10.5 0.6

Turkey 902 14.0 0.5 4,815 74.8 2.5 117 1.8 0.1
Slovak Republic 990 183.4 4.9 7 1.4 0.0 196 36.3 1.0

Africa 1,500 16.3 0.9 53 0.9 0.0 2,142 27.7 4.0
Cameroon 40 2.8 0.5 - - - 414 28.4 4.6

Cote d'lvoire 270 17.3 2.3 - - - 537 34.5 4.5

Ghana 76 4.0 1.1 31 1.6 0.5 641 34.0 9.5
Mauritius 109 92.9 2.6 - - - 35 29.5 0.8

South Africa 1,005 23.9 0.8 22 0.5 0.0 514 12.2 0.4

-Not available.
Note: All indicators are three-year averages for 1998-2000 unless otherwise indicated. EAP = East Asia and Pacific region; ECA = Europe and
Central Asia region; GCC = Gulf Cooperation Council; GOP = gross domestic product; LAC = Latin America and the Caribbean region; MENA =
Middle East and Northern Africa region; and SAR = South Asia region.
a. Group figures in the column are totals, not averages.
Source: WDI; live database.
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